
Module - 1

BOARD OF STUDIES
THE INSTITUTE OF CHARTERED ACCOUNTANTS OF INDIA

Advanced Accounting

Intermediate Course
Study Material 
(Modules 1 to 3)

Paper 5 

© The Institute of Chartered Accountants of India



Module - 1

BOARD OF STUDIES
THE INSTITUTE OF CHARTERED ACCOUNTANTS OF INDIA

Advanced Accounting

Intermediate Course
Study Material 
(Modules 1 to 3)

Paper 5 

© The Institute of Chartered Accountants of India



ii

This Study Material has been prepared by the faculty of the Board of Studies. The 
objective of the Study Material is to provide teaching material to the students to enable 
them to obtain knowledge in the subject. In case students need any clarification or 
have any suggestion for further improvement of the material contained herein, they 
may write to the Director of Studies.
All care has been taken to provide interpretations and discussions in a manner useful 
for the students. However, the Study Material has not been specifically discussed by the 
Council of the Institute or any of its Committees and the views expressed herein may 
not be taken to necessarily represent the views of the Council or any of its Committees.
Permission of the Institute is essential for reproduction of any portion of this material.

© The Institute of Chartered Accountants of India
All rights reserved. No part of this book may be reproduced, stored in a retrieval system, 
or transmitted, in any form, or by any means, electronic, mechanical, photocopying, 
recording, or otherwise, without prior permission, in writing, from the publisher. 

Edition : July, 2017

Website : www.icai.org

E-mail : bosnoida@icai.in

Committee/  : Board of Studies
Department

ISBN No. : 

Price  : 400/-  (For All Modules)

Published by : The Publication Department on behalf of The Institute of 
Chartered Accountants of India, ICAI Bhawan, Post Box No. 
7100, Indraprastha Marg, New Delhi 110 002, India.

Printed by :

978-81-8441-882-8

Sahitya Bhawan Publications, Hospital Road, Agra -282 003
July/2017/P2117 (New)

© The Institute of Chartered Accountants of India



 

 

 

 

2.iii 
 

iii 
 

BEFORE WE BEGIN … 

Evolving role of a CA - Shift towards strategic decision making 

The traditional role of a chartered accountant restricted to accounting and 

auditing, has now changed substantially and there has been a marked shift 

towards strategic decision making and entrepreneurial roles that add value 

beyond traditional financial reporting. The primary factors responsible for the 

change are the increasing business complexities on account of plethora of laws, 

borderless economies consequent to giant leap in e-commerce, emergence of 

new financial instruments, emphasis on corporate social responsibility, significant 

developments in information technology, to name a few.  These factors 

necessitate an increase in the competence level of chartered accountants to take 

up the role of not merely an accountant or auditor, but a global solution provider. 

Towards this end, the scheme of education and training is being continuously 

reviewed so that it is in sync with the requisites of the dynamic global business 

environment; the competence requirements are being continuously reviewed to 

enable aspiring chartered accountants to acquire the requisite professional 

competence to take on new roles.   

Skill requirements at Intermediate Level  

Under the Revised Scheme of Education and Training, at the Intermediate Level, 

you are expected to not only acquire professional knowledge but also the ability 

to apply such knowledge in problem solving.   The process of learning should also 

help you inculcate the requisite professional skills, i.e., the intellectual skills and 

communication skills, necessary for achieving the desired level of professional 

competence.   

Accounting is one of the core competence areas of chartered accountants.  The 

paper of 'Advanced Accounting' at Intermediate level concentrates on financial 

reporting and regulatory requirements of corporate entities, banking, financial 

services and insurance sector.   The objectives of the paper are (i) to acquire the 

ability to apply specific Accounting Standards, Guidance Notes and legislations to 

different transactions and events and in preparation and presentation of financial 

statements of business entities and (ii) to understand and apply financial 

reporting and regulatory requirements of Banking, Financial services and 
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Insurance sector. The students are expected to gain the ability to apply specified 

Accounting Standards and Guidance Notes to different transactions and events 

and understand their disclosures requirements and familiarize with special aspects 

of company accounts and accounting for reorganization of corporate entities.  

Know your syllabus and Study Material 

The Study Material of Advanced Accounting has been designed having regard to the 

needs of home study and distance learning students.  The Study Material has been 

divided into fourteen chapters in line with the syllabus. It is important to read the 

Study Material thoroughly for understanding the coverage of syllabus in the paper of 

Advanced Accounting. 

The study material has been bifurcated into three modules for the easy handling and 

convenience of students.   For bare text of Guidance Notes and 

Accounting Standards, the students are advised to refer the “Accounting 

Pronouncements” which has been separately published by the Board of Studies. 

Framework of Chapters – Uniform Structure comprising of specific 

components  

Efforts have been made to present each topic of the syllabus in a lucid manner.  Care 

has been taken to present the chapters in a logical sequence to facilitate easy 

understanding by the students.  Sincere efforts have been taken to incorporate the 

relevant amendments in the Accounting Standards, Companies Act, 2013, SEBI 

regulations and RBI notifications in this study material.  

The content for each chapter/unit of the study Material has been structured in the 

following manner – 

Components of 

each Chapter 

About the component 

1. Learning 

Outcomes 

Learning outcomes which you need to demonstrate 

after learning each topic have been detailed in the first 

page of each chapter/unit.  Demonstration of these 

learning outcomes would help you to achieve the 

desired level of technical competence 

2. Chapter/Unit 

Overview   

As the name suggests, the flow chart/table/diagram 

given at the beginning of each chapter would give a 

broad outline of the contents covered in the chapter 

3. Content of each 

unit/ chapter 

The concepts and provisions of each accounting 

standard/topic are explained in student-friendly 
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manner with the aid of Examples/ illustrations/ 

diagrams/flow charts.  These value additions would 

help you develop conceptual clarity and get a good 

grasp of the topic.  Diagrams and Flow charts would 

help you understand the concept/application of 

accounting standard/topic in a better manner. 

4.   Illustrations 

involving 

conceptual 

understanding   

Illustrations would help the students to understand the 

application of concepts/provisions of accounting 

standards/guidance notes. In effect, it would test 

understanding of concepts/ provisions as well as ability 

to apply the concepts/provisions learnt in solving 

problems and addressing issues. 

5. Summary  A summary of the chapter is given at the end to help 

you revise what you have learnt.  It would especially 

facilitate quick revision of the chapter the day before 

the examination. 

6. Test Your 

Knowledge   

This section comprises of number of multiple choice 

questions, theoretical questions and practical questions 

which would help students to evaluate what they have 

understood after studying the chapter. The questions 

given in this section have also been supplemented with 

the answers to help the students in evaluating their 

solutions so that they can know about their grey areas.   

We hope that these student-friendly features in the Study Material makes your 

learning process more enjoyable, enriches your knowledge and sharpens your 

application skills.    

 

Happy Reading and Best Wishes! 
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SYLLABUS 

PAPER 5: ADVANCED ACCOUNTING  

 (One paper – Three hours – 100 Marks) 

Objectives: 

1. To acquire the ability to apply specific Accounting Standards, Guidance Notes and 

legislations to different transactions and events and in preparation and presentation of 

financial statements of business entities; 

2. To understand and apply financial reporting and regulatory requirements of Banking, 

Financial services and Insurance sector. 

Contents: 

1. Application of Accounting Standards: 

 AS 7 : Construction Contracts  

 AS 9 : Revenue Recognition 

 AS 14: Accounting for Amalgamations 

 AS 18 : Related Party Disclosures 

 AS 19: Leases 

 AS 20 : Earnings Per Share  

 AS 24 : Discontinuing Operations 

 AS 26 : Intangible Assets 

 AS 29 : Provisions, Contingent Liabilities and Contingent Assets. 

2. Application of Guidance Notes issued by the ICAI on specified accounting aspects. 

3. Special Aspects of Company Accounts 

(i) Accounting for employee stock option plan; 

(ii) Buy back of securities; 

(iii) Equity shares with differential rights; 

(iv) Underwriting of shares and debentures. 

4.  Reorganization of Companies 

(i) Accounting for amalgamation (excluding inter-company holding) and reconstruction; 
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(ii) Accounting involved in liquidation of companies. 

5. Financial Reporting of Banking, Financial Services and Insurance (BFSI) 

(i) Insurance companies; 

(ii) Banking companies; 

(iii) Non-Banking Financial Companies; 

(iv) Mutual funds  

and regulatory requirements thereof. 

6. Valuation of goodwill 

7. Consolidated Financial Statements 

Concept of consolidation and simple problems on Consolidated Financial Statements with 

single subsidiary (excluding problems involving acquisition of Interest in Subsidiary at 

Different Dates; Different Reporting Dates of Holding and Subsidiary; Disposal of a 

Subsidiary and Foreign Subsidiaries). 

Notes :  

1. If either new Accounting Standards (ASs), Announcements and Limited Revisions to ASs are 

issued or the earlier ones are withdrawn or new ASs, Announcements and Limited Revisions 

to AS are issued in place of existing ASs, Announcements and Limited Revisions to AS, the 

syllabus will accordingly include / exclude such new developments in the place of the existing 

ones with effect from the date to be notified. 

2. The specific inclusions/exclusions, in any topic covered in the syllabus, will be effected every 

year by way of Study Guidelines. The list of applicable Guidance Notes in Accounting will 

also form part of the Study Guidelines. 
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APPLICATION OF ACCOUNTING 

STANDARDS 

LEARNING OUTCOMES 

After studying this chapter, you will be able to: 

 Understand the provisions of the Accounting Standards 
specified in the syllabus.

 Solve the practical problems based on application of 
Accounting Standards. 

CHAPTER 1 
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CHAPTER OVERVIEW 

Practical Application of 

AS 7 : Construction Contracts  

AS 9 : Revenue Recognition 

AS 14 (Revised): Accounting for Amalgamations 

AS 18 : Related Party Disclosures 

AS 19: Leases 

AS 20 : Earnings Per Share  

AS 24 : Discontinuing Operations 

AS 26 : Intangible Assets 

AS 29 (Revised) : Provisions, Contingent Liabilities and Contingent Assets. 

Note: The Students are advised to refer the bare Text of the 

Accounting Standards while studying this Chapter.  

1. INTRODUCTION

Accounting Standards (ASs) are written policy documents issued by expert 

accounting body or by government or other regulatory body covering the aspects 

of recognition, measurement, presentation and disclosure of accounting 

transactions in the financial statements.  The Accounting Standards aim at 

improving the quality of financial reporting by promoting comparability, 

consistency and transparency, in the interests of users of financial statements. 

Good financial reporting not only promotes healthy financial markets, it also 

helps to reduce the cost of capital because investors can have faith in financial 

reports and consequently perceive lesser risks. You must have already studied the 

concept, objectives, benefits and limitations, applicability and compliance of 

Accounting Standards, in detail, in Chapter 3 of “Accounting” Intermediate Course 

Study Material – Group I. We should discuss the Accounting Standards (specified 

in the syllabus) in this chapter taking individual standard in detail.  
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1.3 APPLICATION OF ACCOUNTING STANDARDS 

2.  OVERVIEW OF THE ACCOUNTING SATNDARDS  

2.1  CONSTRUCTION CONTRACTS (AS 7) 

Accounting Standard 7 prescribes the principles of accounting for construction 

contracts in the financial statements of contractors. The focus of the standard is on 

principles of revenue recognition by the contractors.  

A construction contract is a contract specifically negotiated for the construction of an 

asset or a combination of assets that are closely interrelated or interdependent in 

terms of their design, technology and function or their ultimate purpose or use. 

A construction contract may be negotiated for the construction of a single asset such 

as a bridge, building, dam, pipeline, road, ship or tunnel. A construction contract may 

also deal with the construction of a number of assets which are closely interrelated or 

interdependent in terms of their design, technology and function or their ultimate 

purpose or use; examples of such contracts include those for the construction of 

refineries and other complex pieces of plant or equipment. 

 
In a fixed price contract, the price is agreed as fixed sum or a fixed rate per unit 

of output. In some cases, the contract may require the customer to pay additional 

sums to compensate the contractor against cost escalations.  

A cost plus contract is a construction contract in which the contractor is 

reimbursed for allowable or otherwise defined costs, plus percentage of these 

costs or a fixed fee. 

Percentage Completion Method 

Construction contracts are mostly long term, i.e. they take more than one 

accounting year to complete. This means, the final outcome (profit/ loss) of a 

construction contract can be determined only after a number of years from the 

year of commencement of construction are over. It is nevertheless possible to 

recognise revenue annually in proportion of progress of work to be matched with 
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corresponding construction costs incurred in that year. This method of 

accounting, called the stage of completion method (percentage completion 

method), provides useful information on the extent of contract activity and 

performance during an accounting period.  

The percentage completion method may suffer from a serious drawback viz. 

anticipation of profit. Since the method recognises revenue pending final 

outcome of a contract is known, it is possible that an enterprise may distribute 

dividend based on reported profit of a year, while final result is loss.  To avoid 

such possibilities, percentage completion method should be used with caution. 

AS 7 prescribes that the percentage completion method should not be used 

unless it is possible to make a reasonable estimate of the final outcome of the 

contract.  Also, AS 7 provides that whenever total contract cost is expected to 

exceed the total contract revenue, the loss should be recognised as an expense 

immediately.   

As per AS 7, the outcome of fixed price contracts can be estimated reliably when 

all the following conditions are satisfied:   

(i) total contract revenue can be measured reliably; 

(ii) it is probable that the economic benefits associated with the contract will flow to 

the enterprise; 

(iii) both the contract costs to complete the contract and the stage of contract 

completion at the reporting date can be measured reliably; and 

(iv) the contract costs attributable to the contract can be clearly identified and 

measured reliably so that actual contract costs incurred can be compared 

with prior estimates.  

The outcome of a cost plus contract can be estimated reliably when all the 

following conditions are satisfied:   

(i) it is probable that the economic benefits associated with the contract will 

flow to the enterprise; and 

(ii) the contract costs attributable to the contract, whether or not specifically 

reimbursable, can be clearly identified and measured reliably.  

Example 1 (The percentage completion method) 

X Ltd. commenced a construction contract on 01/04/13. The fixed contract price 

agreed was ` 2,00,000. The company incurred ` 81,000 in 2013-14 for 45% work 
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and received ` 79,000 as progress payment from the customer. The cost incurred in 

2014-15 was ` 89,000 to complete the rest of work. 

Solution   

Profit & Loss Account 

Year  `  000 Year  `  000 

2013-14 To Construction 

Costs (for 45% 

work)  

  81 2013-14 By Contract Price  

(45% of Contract 

Price) 

90 

 To Net profit  

(for 45% work) 

9    

   90    90 

2014-15 To Construction 

costs  

(for 55% work) 

89 2014-15 By Contract Price  

(55% of Contract 

Price) 

110 

 To Net Profit  

(for 55% work) 

  21     

  110   110 

Customer Account 

Year  `  000 Year  `  000 

2013-14 To Contract Price  90 2013-14 By Bank   79 

    By Balance c/d 11 

   90    90 

2014-15 To Balance b/d 11 2014-15    

 To Contract Price  110  By Bank 121 

   121   121 

AS 7 provides that the percentage completion method should not be applied if 

the outcome of a construction contract cannot be estimated reliably. In such 

cases:  

(a) revenue should be recognised only to the extent of contract costs incurred of 

which recovery is probable; and 

(b) contract costs should be recognised as an expense in the period in which 

they are incurred.  

© The Institute of Chartered Accountants of India



 

 

1.6 

 

ADVANCED ACCOUNTING 

An expected loss on the construction contract should however be recognised as 

an expense immediately. 

When the uncertainties that prevented the outcome of the contract being 

estimated reliably cease to exist, revenue and expenses associated with the 

construction contract should be recognised by the percentage completion 

method. 

Example 2 

X Ltd. commenced a construction contract on 01/04/13. The contract price agreed was 

reimbursable cost plus 20%. The company incurred ` 1,00,000 in 2013-14, of which ` 

90,000 is reimbursable. The further non-reimbursable costs to be incurred to complete 

the contract are estimated at ` 5,000. The other costs to complete the contract could 

not be estimated reliably.  

The Profit & Loss A/c extract of X Ltd. for 2013-14 is shown below:     

Profit & Loss Account 

 `  000  `  000 

To Construction Costs   100  By Contract Price 90 

To Provision for loss     5 By Net loss   15 

  105   105 

Treatment of Costs Relating to Future Activity 

Under the percentage of completion method, contract revenue is recognised as 

revenue in the statement of profit and loss in the accounting periods in which the 

work is performed. Contract costs are usually recognised as an expense in the 

statement of profit and loss in the accounting periods in which the work to which 

they relate is performed. The contract costs that relate to future activity on the 

contract are however recognised as an asset provided it is probable that they will 

be recovered. Such costs represent an amount due from the customer and are 

often classified as contract work in progress.   

Uncollectable Contract Revenue 

When an uncertainty arises about the collectability of an amount already included 

in contract revenue, and already recognised in the statement of profit and loss, 

the uncollectable amount or the amount in respect of which recovery has ceased 

to be probable is recognised as an expense rather than as an adjustment of the 

amount of contract revenue.  
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Stage of Completion 

The stage of completion of a contract may be determined in a variety of ways. 

The enterprise uses the method that measures reliably the work performed. 

Depending on the nature of the contract, the methods may include:  

(a) the proportion that contract costs incurred for work performed upto the 

reporting date bear to the estimated total contract costs; or 

(b) surveys of work performed; or 

(c) completion of a physical proportion of the contract work.  

Progress payments and advances received from customers may not necessarily 

reflect the work performed. 

Example 3 

Show Profit & Loss A/c (Extract) in books of a contractor in respect of the following 

data.   

 `  000 

Contract price (Fixed)  600 

Cost incurred to date  390 

Estimated cost to complete  260 

Solution 

 `  000 

A. Cost incurred to date  390 

B. Estimate of cost to completion  260 

C. Estimated total cost 650 

D. Degree of completion (A/C)  60% 

E. Revenue Recognised  (60% of 600) 360 

Total foreseeable loss (650 – 600) 50 

Less: Loss for current year (E – A) (30) 

Expected loss to be recognised immediately 20 

  

Profit & Loss A/c 

 `    `   

To Construction costs 390 By Contract Price 360 
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To Provision for loss   20 By Net Loss   50 

 410  410 

Combining and Segmenting Construction Contracts 

A contractor may undertake a number of contracts. The standard identifies certain 

cases where for the purposes of accounting, (i) More than one contract can be 

taken as one and (ii) a single contract can be taken as to comprise of more than 

one contract.  

(a) When a contract covers a number of assets, the construction of each asset 

should be treated as a separate construction contract when:  

(i) separate proposals have been submitted for each asset; 

(ii) each asset has been subject to separate negotiation and the contractor 

and customer have been able to accept or reject that part of the contract 

relating to each asset; and 

(iii) the costs and revenues of each asset can be identified.  

(b) A group of contracts, whether with a single customer or with several 

customers, should be treated as a single construction contract when:  

(i) the group of contracts is negotiated as a single package; 

(ii) the contracts are so closely interrelated that they are, in effect, part of a 

single project with an overall profit margin; and 

(iii) the contracts are performed concurrently or in a continuous sequence.  

(c) A contract may provide for the construction of an additional asset at the 

option of the customer or may be amended to include the construction of an 

additional asset. The construction of the additional asset should be treated as 

a separate construction contract when:  

(i) the asset differs significantly in design, technology or function from the 

asset or assets covered by the original contract; or 

(ii) the price of the asset is negotiated without regard to the original 

contract price.  

Example 4 

Mr. Shyam, a construction contractor undertakes the construction of an 

industrial complex. He has separate proposals raised for each unit to be 

constructed in the industrial complex. Since each unit is subject to separate 
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negotiation, he is able to identify the costs and revenues attributable to each 

unit. Should Mr. Shyam treat construction of each unit as a separate 

construction contract according to AS 7?  

Solution 

As per AS 7 ‘Construction Contracts’, when a contract covers a number of assets, the 

construction of each asset should be treated as a separate construction contract 

when: 

(a)  separate proposals have been submitted for each asset; 

(b)  each asset has been subject to separate negotiation and the contractor and 

customer have been able to accept or reject that part of the contract relating to 

each asset; and 

(c)  the costs and revenues of each asset can be identified. 

Therefore, Mr. Shyam is required to treat construction of each unit as a separate 

construction contract. 

Contract Revenue and Costs  

(a) Contract revenue should comprise:  

(i) the initial amount of revenue agreed in the contract; and 

(ii) variations in contract work, claims and incentive payments to the extent 

that it is probable that they will result in revenue and they are capable of 

being reliably measured.  

(b) Contract costs should comprise:  

(i) costs that relate directly to the specific contract; 

(ii) costs that are attributable to contract activity in general and can be 

allocated to the contract; and 

(iii) such other costs as are specifically chargeable to the customer under the 

terms of the contract.  

Note:  

1. Costs that relate directly to a specific contract include: 

(a)  site labour costs, including site supervision 

(b)  costs of materials used in construction 

(c)  depreciation of plant and equipment used on the contract 
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(d)  costs of moving plant, equipment and materials to and from the contract site 

(e)  costs of hiring plant and equipment 

(f)  costs of design and technical assistance that is directly related to the contract 

(g)  the estimated costs of rectification and guarantee work, including expected 

warranty costs 

(h)  claims from third parties 

Direct costs can be reduced by incidental income that is not included in contract 

revenue, e.g. sale of surplus material and disposal of plant and equipment. 

2. Costs that may be attributable to contract activity in general and can be 

allocated to specific contracts include: 

(a)  insurance 

(b)  costs of design and technical assistance that is not directly related to a 

specific contract 

(c)  construction overheads 

The allocation of indirect costs should be based on normal levels of construction 

activity. The allocable costs may include borrowing costs as per AS 16. 

3.  Costs that cannot be attributed to contract activity or cannot be allocated to 

a contract are excluded from the costs of a construction contract. Such costs 

include: 

(a)  general administration costs for which reimbursement is not specified in the 

contract 

(b)  selling costs 

(c)  research and development costs for which reimbursement is not specified in 

the contract 

(d)  depreciation of idle plant and equipment that is not used on a particular 

contract 

Changes in Estimates (Para 37) 

The percentage of completion method is applied on a cumulative basis in each 

accounting period to the current estimates of contract revenue and contract 

costs. Therefore, the effect of a change in the estimate of contract revenue or 

contract costs, or the effect of a change in the estimate of the outcome of a 

contract, is accounted for as a change in accounting estimate in accordance with 
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AS 5. The changed estimates are used in determination of the amount of revenue 

and expenses recognised in the statement of profit and loss in the period in 

which the change is made and in subsequent periods.  

Disclosure 

(a) An enterprise should disclose:  

(i) the amount of contract revenue recognised as revenue in the period; 

(ii) the methods used to determine the contract revenue recognised in the 

period; and 

(iii) the methods used to determine the stage of completion of contracts in 

progress.  

(b) An enterprise should disclose following in respect of contracts in progress at 

the reporting date: 

(i) the aggregate amount of costs incurred and recognised profits (less 

recognised losses) upto the reporting date; 

(ii) the amount of advances received; and 

(iii) the amount of retentions.  

• Retentions are amounts of progress billings which are not paid until 

the satisfaction of conditions specified in the contract for the 

payment of such amounts or until defects have been rectified. 

• Progress billings are amounts billed for work performed on a 

contract whether or not they have been paid by the customer. 

• Advances are amounts received by the contractor before the related 

work is performed. 

(c) An enterprise should present:  

(i) the gross amount due from customers for contract work as an asset; and 

(ii) the gross amount due to customers for contract work as a liability.  

Particulars ` 

Costs incurred xxx 

Plus: Recognised profits xxx 

Less: Recognised losses xxx 

Less: Progress billings xxx 
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Amount xxx 

If above amount is positive- Gross amount due from customers 

If above amount is negative- Gross amount due from customers 

Miscellaneous Illustrations 

Illustration 1 

A firm of contractors obtained a contract for construction of bridges across river 

Revathi.  The following details are available in the records kept for the year ended 

31st March, 2017. 

 (` in lakhs) 

Total Contract Price 1,000 

Work Certified  500 

Work not Certified  105 

Estimated further Cost to Completion 495 

Progress Payment Received 400 

To be Received 140 

The firm seeks your advice and assistance in the presentation of accounts keeping 

in view the requirements of AS 7 issued by your institute. 

Solution  

(a) Amount of foreseeable loss (` in lakhs) 

 Total cost of construction (500 + 105 + 495) 1,100 

 Less: Total contract price (1,000) 

 Total foreseeable loss to be recognised as expense      100 

According AS 7, when it is probable that total contract costs will   exceed total 

contract revenue, the expected loss should be recognised as an expense 

immediately. 

(b) Contract work-in-progress i.e. cost incurred to date 

are ` 605 lakhs 

(` in lakhs) 

 Work certified   500 

 Work not certified  105 

    605 

© The Institute of Chartered Accountants of India



 

 

1.13 

 

APPLICATION OF ACCOUNTING STANDARDS 

 This is 55% (605/1,100 × 100) of total costs of 

construction. 

 

(c) Proportion of total contract value recognised as revenue: 

  55% of ` 1,000 lakhs = ` 550 lakhs 

(d) Amount due from/to customers  = (Contract costs + Recognised profits – 

Recognised 

       Losses) – (Progress payments received + Progress  

       payments to be received)  

       = (605 + Nil – 100) – (400 + 140) ` in lakhs  

      = [505 – 540] ` in lakhs  

Amount due to customers   = ` 35 lakhs 

The amount of ` 35 lakhs will be shown in the balance sheet as liability. 

(e) The relevant disclosures under AS 7 are given below: 

 ` in 

lakhs 

Contract revenue 550 

Contract expenses 605 

Recognised profits less recognised losses  (100) 

Progress billings ` (400 + 140) 540 

Retentions (billed but not received from contractee) 140 

Gross amount due to customers 35 

Illustration 2 

On 1st December, 2016, Vishwakarma Construction Co. Ltd. undertook a contract to 

construct a building for ` 85 lakhs.  On 31st March, 2017, the company found that 

it had already spent ` 64,99,000 on the construction.  Prudent estimate of 

additional cost for completion was ` 32,01,000.  What amount should be charged to 

revenue in the final accounts for the year ended 31st March, 2017 as per provisions 

of Accounting Standard 7 (Revised)? 

Solution  

 `  

Cost incurred till 31st March, 2017 64,99,000 

Prudent estimate of additional cost for completion   32,01,000 
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Total cost of construction 97,00,000 

Less: Contract price (85,00,000) 

Total foreseeable loss   12,00,000 

According to AS 7, the amount of ` 12,00,000 is required to be recognised as an 

expense. 

Contract work in progress = 
 64,99,000 × 100    

97,00,000

`
= 67% 

Proportion of total contract value recognised as turnover: 

    = 67% of ` 85,00,000 = ` 56,95,000. 

2.2  REVENUE RECOGNITION (AS 9) 

AS 9 is mandatory for all enterprises.  

AS 9 deals with the bases for recognition of revenue in the statement of profit 

and loss of an enterprise. The Standard is concerned with the recognition of 

revenue arising in the course of the ordinary activities of the enterprise from 

• the sale of goods 

• the rendering of services 

• the use by others of enterprise resources yielding interest, royalties and 

dividends 

AS 9 does not deal with the following aspects of revenue recognition to which 

special considerations apply:  

i. Revenue arising from construction contracts; 

ii. Revenue arising from hire-purchase, lease agreements; 

iii. Revenue arising from government grants and other similar subsidies; 

iv. Revenue of insurance companies arising from insurance contracts. 

Examples of items not included within the definition of “revenue” for the purpose 

of AS 9 are:  

i. Realised gains resulting from the disposal of, and unrealised gains resulting 

from the holding of, non-current assets e.g. appreciation in the value of fixed 

assets; 

ii. Unrealised holding gains resulting from the change in value of current assets, 

and the natural increases in herds and agricultural and forest products; 
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iii. Realised or unrealised gains resulting from changes in foreign exchange rates 

and adjustments arising on the translation of foreign currency financial 

statements; 

iv. Realised gains resulting from the discharge of an obligation at less than its 

carrying amount; 

v Unrealised gains resulting from the restatement of the carrying amount of an 

obligation. 

Revenue is the gross inflow of cash, receivables or other consideration arising in 

the course of the ordinary activities of an enterprise from the sale of goods, from 

the rendering of services, and from the use by others of enterprise resources 

yielding interest, royalties and dividends. Revenue is measured by the charges 

made to customers or clients for goods supplied and services rendered to them 

and by the charges and rewards arising from the use of resources by them. In an 

agency relationship, the revenue is the amount of commission and not the gross 

inflow of cash, receivables or other consideration. 

Sale of Goods 

Revenue from sales or service transactions should be recognised when the 

requirements as to performance set out in below paragraph are satisfied, 

provided that at the time of performance it is not unreasonable to expect 

ultimate collection. If at the time of raising of any claim it is unreasonable to 

expect ultimate collection, revenue recognition should be postponed. 

In a transaction involving the sale of goods, performance should be regarded as 

being achieved when the following conditions have been fulfilled: 

(i) the seller of goods has transferred to the buyer the property in the goods for a 

price or all significant risks and rewards of ownership have been transferred to 

the buyer and the seller retains no effective control of the goods transferred to a 

degree usually associated with ownership; and 

(ii) no significant uncertainty exists regarding the amount of the consideration 

that will be derived from the sale of the goods. 

Rendering of Services 

Revenue from service transactions is usually recognised as the service is 

performed. There are two methods of recognition of revenue from service 

transaction, viz, 
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Proportionate Completion Method is a method of accounting which recognises 

revenue in the statement of profit and loss proportionately with the degree of 

completion of services under a contract. Here performance consists of the 

execution of more than one act. Revenue is recognised proportionately by 

reference to the performance of each act.  

Completed Service Contract Method is a method of accounting which 

recognises revenue in the statement of profit and loss only when the rendering of 

services under a contract is completed or substantially completed. In this method 

performance consists of the execution of a single act. Alternatively, services are 

performed in more than a single act, and the services yet to be performed are so 

significant in relation to the transaction taken as a whole that performance cannot 

be deemed to have been completed until the execution of those acts. The 

completed service contract method is relevant to these patterns of performance 

and accordingly revenue is recognised when the sole or final act takes place and 

the service becomes chargeable 

Revenue from sales or service transactions should be recognised when the 

requirements as to performance set out below paragraph are satisfied, provided 

that at the time of performance it is not unreasonable to expect ultimate 

collection. If at the time of raising of any claim it is unreasonable to expect 

ultimate collection, revenue recognition should be postponed. 

In a transaction involving the rendering of services, performance should be 

measured either under the completed service contract method or under the 

proportionate completion method, whichever relates the revenue to the work 

accomplished. Such performance should be regarded as being achieved when no 

significant uncertainty exists regarding the amount of the consideration that will 

be derived from rendering the service. 
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Use by Others of Enterprise Resources Yielding Interest, Royalties and 

Dividends 

Use by others of such enterprise resources gives rise to:  

i. Interest: charges for the use of cash resources or amounts due to the 

enterprise. Revenue is recognised on a time proportion basis taking into 

account the amount outstanding and the rate applicable. 

ii. Royalties: charges for the use of such assets as know-how, patents, trade 

marks and copyrights. Revenue is recognised on an accrual basis in 

accordance with the terms of the relevant agreement. 

iii. Dividends: rewards from the holding of investments in shares. Revenue is 

recognised when the owner’s right to receive payment is established. 

Revenue arising from the use by others of enterprise resources yielding interest, 

royalties and dividends should only be recognised when no significant uncertainty 

as to measurability or collectability exists. 

 

* Sale of goods “for consideration” should be considered as situation when 

no significant uncertainty exists regarding amount of consideration. 
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Effect of Uncertainties on Revenue Recognition 

Where the ability to assess the ultimate collection with reasonable certainty is 

lacking at the time of raising any claim, revenue recognition is postponed to the 

extent of uncertainty involved. In such cases: 

When the uncertainty relating to collectability arises subsequent to the time of 

sale or the rendering of the service, it is more appropriate to make a separate 

provision to reflect the uncertainty rather than to adjust the amount of revenue 

originally recorded. 

An essential criterion for the recognition of revenue is that the consideration 

receivable for the sale of goods, the rendering of services or from the use by 

others of enterprise resources is reasonably determinable. When such 

consideration is not determinable within reasonable limits, the recognition of 

revenue is postponed. 

Disclosure 

An enterprise should disclose the circumstances in which revenue recognition has 

been postponed pending the resolution of significant uncertainties. 

Miscellaneous Illustrations 

Illustration1 

The Board of Directors decided on 31.3.2017 to increase the sale price of certain 

items retrospectively from 1st January, 2017.  In view of this price revision with 

effect from 1st January 2017, the company has to receive ` 15 lakhs from its 

customers in respect of sales made from 1st January, 2017 to 31st March, 2017.  

Accountant cannot make up his mind whether to include ` 15 lakhs in the sales for 

2016-2017.Advise. 

Solution 

Price revision was effected during the current accounting period 2016-2017.  As a 

result, the company stands to receive ` 15 lakhs from its customers in respect of 

sales made from 1st January, 2017 to 31st March, 2017. If the company is able to 

assess the ultimate collection with reasonable certainty, then additional revenue 

arising out of the said price revision may be recognised in 2016-2017. 

Illustration2 

Y Ltd., used certain resources of X Ltd. In return X Ltd. received ` 10 lakhs and ` 15 

lakhs as interest and royalties respective from Y Ltd. during the year 2016-17.  You 

are required to state whether and on what basis these revenues can be recognised 

by X Ltd. 
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Solution 

As per AS 9 on Revenue Recognition, revenue arising from the use by others of 

enterprise resources yielding interest and royalties should only be recognised 

when no significant uncertainty as to measurability or collectability exists. These 

revenues are recognised on the following bases: 

(i)  Interest: on a time proportion basis taking into account the amount 

outstanding and the rate applicable. 

(ii)  Royalties: on an accrual basis in accordance with the terms of the relevant 

agreement. 

Illustration3 

A claim lodged with the Railways in March, 2015 for loss of goods of ` 2,00,000 had 

been passed for payment in March, 2017 for ` 1,50,000.  No entry was passed in the 

books of the Company, when the claim was lodged.  Advise P Co. Ltd. about the 

treatment of the following in the Final Statement of Accounts for the year ended 

31st March, 2017. 

Solution 

AS 9 on ‘Revenue Recognition’ states that where the ability to assess the ultimate 

collection with reasonable certainty is lacking at the time of raising any claim, 

revenue recognition is postponed to the extent of uncertainty involved. When 

recognition of revenue is postponed due to the effect of uncertainties, it is 

considered as revenue of the period in which it is properly recognised.  In this 

case it may be assumed that collectability of claim was not certain in the earlier 

periods.  This is supposed from the fact that only ` 1,50,000 were collected 

against a claim of ` 2,00,000. So this transaction can not be taken as a Prior 

Period Item. 

In the light of AS 5, it will not be treated as extraordinary item.  However, AS 5 

states that when items of income and expense within profit or loss from ordinary 

activities are of such size, nature, or incidence that their disclosure is relevant to 

explain the performance of the enterprise for the period, the nature and amount 

of such items should be disclosed separately. Accordingly, the nature and amount 

of this item should be disclosed separately. 
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2.3 ACCOUNTING FOR AMALGAMATIONS (AS 14 (REVISED) 

Introduction 

AS 14 (Revised) deals with the accounting to be made in the books of Transferee 

company in the case of amalgamation and the treatment of any resultant 

goodwill or reserve. 

An amalgamation may be either in the nature of merger or purchase.  The 

standard specifies the conditions to be satisfied by an amalgamation to be 

considered as amalgamation in nature of merger or purchase.   

An amalgamation in nature of merger is accounted for as per pooling of interests 

method and in nature of purchase is dealt under purchase method.   

The standard describes the disclosure requirements for both types of 

amalgamations in the first financial statements. We will discuss the other 

amalgamation aspects in detail in subsequent paragraphs of this unit. 

AS 14 (Revised) does not deal with cases of acquisitions.  The distinguishing 

feature of an acquisition is that the acquired company is not dissolved and its 

separate entity continues to exist. 

Definition of the Terms used in the Standard 

 Amalgamation means an amalgamation pursuant to the provisions of the 

Companies Act, 2013 or any other statute which may be applicable to 

companies and includes ‘merger’. 

 Transferor company means the company which is amalgamated into 

another company. 

 Transferee company means the company into which a transferor company is 

amalgamated. 

Types of Amalgamations 

Amalgamations fall into two broad categories. In the first category are those 

amalgamations where there is a genuine pooling not merely of the assets and 

liabilities of the amalgamating companies but also of the shareholders’ interests 

and of the businesses of these companies. These are known as Amalgamation in 

nature of merger. In the second category are those amalgamations which are in 

effect a mode by which one company acquires another company and, as a 

consequence, the shareholders of the company which is acquired normally do not 

continue to have a proportionate share in the equity of the combined company, 
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or the business of the company which is acquired is not intended to be 

continued. Such amalgamations are amalgamations in the nature of 'purchase'. 

 

Amalgamation in the Nature of Merger  

Amalgamation in the nature of merger is an amalgamation which satisfies all the 

following conditions. 

(i) All the assets and liabilities of the transferor company become, after 

amalgamation, the assets and liabilities of the transferee company. 

(ii) Shareholders holding not less than 90% of the face value of the equity shares 

of the transferor company (other than the equity shares already held therein, 

immediately before the amalgamation, by the transferee company or its 

subsidiaries or their nominees) become equity shareholders of the transferee 

company by virtue of the amalgamation. 

(iii) The consideration for the amalgamation receivable by those equity 

shareholders of the transferor company who agree to become equity 

shareholders of the transferee company is discharged by the transferee 

company wholly by the issue of equity shares in the transferee company, 

except that cash may be paid in respect of any fractional shares. 

(iv) The business of the transferor company is intended to be carried on, after the 

amalgamation, by the transferee company. 

(v) No adjustment is intended to be made to the book values of the assets and 

liabilities of the transferor company when they are incorporated in the 

financial statements of the transferee company except to ensure uniformity of 

accounting policies. 

Amalgamation in the Nature of Purchase  

Amalgamation in the nature of purchase is an amalgamation which does not 

satisfy any one or more of the conditions specified above. 
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Methods of Accounting for Amalgamations 

There are two main methods of accounting for amalgamations. 

 the pooling of interests method and  

 the purchase method. 

Pooling of Interests Method 

Pooling of interests is a method of accounting for amalgamations the object of 

which is to account for the amalgamation as if the separate businesses of the 

amalgamating companies were intended to be continued by the transferee 

company. Accordingly, only minimal changes are made in aggregating the 

individual financial statements of the amalgamating companies. 

Under this method, the assets, liabilities and reserves of the transferor company 

are recorded by the transferee company at their existing carrying amounts (after 

making adjustment required in next paragraph). 

If, at the time of the amalgamation, the transferor and the transferee companies 

have conflicting accounting policies, a uniform set of accounting policies is 

adopted following the amalgamation.  The effects on the financial statements of 

any changes in accounting policies are reported in accordance with AS 5. 

Purchase Method 

Under the purchase method, the transferee company accounts for the 

amalgamation either 

 By incorporating the assets and liabilities at their existing carrying amounts or  

 By allocating the consideration to individual identifiable assets and liabilities 

of the transferor company on the basis of their fair values at the date of 

amalgamation. The identifiable assets and liabilities may include assets and 

liabilities not recorded in the financial statements of the transferor company.  

Consideration 

Consideration for the amalgamation means the aggregate of the shares and other 

securities issued and the payment made in the form of cash or other assets by the 

transferee company to the shareholders of the transferor company. In 

determining the value of the consideration, an assessment is made of the fair 

value of its elements. 

Many amalgamations recognise that adjustments may have to be made to the 
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consideration in the light of one or more future events. When the additional 

payment is probable and can reasonably be estimated at the date of 

amalgamation, it is included in the calculation of the consideration. In all other 

cases, the adjustment is recognised as soon as the amount is determinable [AS 4]. 

Treatment of Reserves of the Transferor Company on Amalgamation 

If the amalgamation is an ‘amalgamation in the nature of merger’, the identity of 

the reserves is preserved and they appear in the financial statements of the 

transferee company in the same form in which they appeared in the financial 

statements of the transferor company. Thus, for example, the General Reserve of 

the transferor company becomes the General Reserve of the transferee company, 

the Capital Reserve of the transferor company becomes the Capital Reserve of the 

transferee company and the Revaluation Reserve of the transferor company 

becomes the Revaluation Reserve of the transferee company.  As a result of 

preserving the identity, reserves which are available for distribution as dividend 

before the amalgamation would also be available for distribution as dividend 

after the amalgamation.  

Adjustments to reserves - Amalgamation in the Nature of Merger 

When an amalgamation is accounted for using the pooling of interests method, 

the reserves of the transferee company are adjusted to give effect to the 

following: 

• Conflicting accounting policies of the transferor and the transferee. A uniform 

set of accounting policies should be adopted following the amalgamation 

and, hence, the policies of the transferor and the transferee are aligned.  The 

effects on the financial statements of this change in the accounting policies is 

reported in accordance with AS 5 ‘Net Profit or Loss for the Period, Prior 

Period Items and Changes in Accounting Policies’ 

• Difference between the amount recorded as share capital issued (plus any 

additional consideration in the form of cash or other assets) and the amount 

of share capital of the transferor company. 

Adjustments to reserves - Amalgamation in the Nature of Purchase 

If the amalgamation is an ‘amalgamation in the nature of purchase’, the identity 

of the reserves, other than the statutory reserves is not preserved. The amount of 

the consideration is deducted from the value of the net assets of the transferor 

company acquired by the transferee company. If the result of the computation is 

negative, the difference is debited to goodwill arising on amalgamation and if the 
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result of the computation is positive, the difference is credited to Capital Reserve.  

Certain reserves may have been created by the transferor company pursuant to 

the requirements of, or to avail of the benefits under, the Income-tax Act, 1961; 

for example, Development Allowance Reserve, or Investment Allowance Reserve. 

The Act requires that the identity of the reserves should be preserved for a 

specified period. Likewise, certain other reserves may have been created in the 

financial statements of the transferor company in terms of the requirements of 

other statutes. Though normally, in an amalgamation in the nature of purchase, 

the identity of reserves is not preserved, an exception is made in respect of 

reserves of the aforesaid nature (referred to hereinafter as ‘statutory reserves’) 

and such reserves retain their identity in the financial statements of the transferee 

company in the same form in which they appeared in the financial statements of 

the transferor company, so long as their identity is required to be maintained to 

comply with the relevant statute.  This exception is made only in those 

amalgamations where the requirements of the relevant statute for recording the 

statutory reserves in the books of the transferee company are complied with.  In 

such cases the statutory reserves are recorded in the financial statements of the 

transferee company by a corresponding debit to a suitable account head (e.g., 

‘Amalgamation Adjustment Reserve’) which is presented as a separate line item. 

When the identity of the statutory reserves is no longer required to be 

maintained, both the reserves and the aforesaid account are reversed. 

The Standard gives a title, which reads as "Reserve".  This gives rise to following 

requirements. 

1. The corresponding debit is "also" to a Reserve Account 

2. That Reserve account will show a negative balance 

3. But it has to be shown as a separate line item -  Which implies, that this debit 

"cannot be set off against Statutory reserve taken over". 

So the presentation will be as follows: 

Notes to Accounts for “Reserves and Surplus” 

Description Amount  

(Current year) 

Amount 

(Previous Year) 

Statutory Reserve (taken over from 

transferor company) 

  

General Reserve     
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Profit and Loss or Retained Earnings      

Amalgamation Adjustment Reserve 

(negative balance) 

(--) (--) 

Treatment of Goodwill Arising on Amalgamation 

Goodwill arising on amalgamation represents a payment made in anticipation of 

future income and it is appropriate to treat it as an asset to be amortised to 

income on a systematic basis over its useful life.  Due to the nature of goodwill, it 

is frequently difficult to estimate its useful life with reasonable certainty.  Such 

estimation is, therefore, made on a prudent basis. Accordingly, it is considered 

appropriate to amortise goodwill over a period not exceeding five years unless a 

somewhat longer period can be justified. 

Factors which may be considered in estimating the useful life of goodwill arising 

on amalgamation include: 

(a) the foreseeable life of the business or industry 

(b) the effects of product obsolescence, changes in demand and other economic 

factors 

(c) the service life expectancies of key individuals or groups of employees 

(d) expected actions by competitors or potential competitors 

(e) legal, regulatory or contractual provisions affecting the useful life 

Balance of Profit and Loss Account 

In the case of an ‘amalgamation in the nature of merger’, the balance of the Profit 

and Loss Account appearing in the financial statements of the transferor company 

is aggregated with the corresponding balance appearing in the financial 

statements of the transferee company. Alternatively, it is transferred to the 

General Reserve, if any. 

In the case of an ‘amalgamation in the nature of purchase’, the balance of the 

Profit and Loss Account appearing in the financial statements of the transferor 

company, whether debit or credit, loses its identity. 

Disclosures 

For all amalgamations, the following disclosures are considered appropriate in the 

first financial statements following the amalgamation:  

a. Names and general nature of business of the amalgamating companies; 
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b. Effective date of amalgamation for accounting purposes;  

c. The method of accounting used to reflect the amalgamation; and 

d. Particulars of the scheme sanctioned under a statute. 

For amalgamations accounted for under the pooling of interests method, the 

following additional disclosures are considered appropriate in the first financial 

statements following the amalgamation:  

a. Description and number of shares issued, together with the percentage of 

each company’s equity shares exchanged to effect the amalgamation; 

b. The amount of any difference between the consideration and the value of net 

identifiable assets acquired, and the treatment thereof. 

For amalgamations accounted for under the purchase method, the following 

additional disclosures are considered appropriate in the first financial statements 

following the amalgamation:  

a. Consideration for the amalgamation and a description of the consideration 

paid or contingently payable; and 

b. The amount of any difference between the consideration and the value of net 

identifiable assets acquired, and the treatment thereof including the period 

of amortisation of any goodwill arising on amalgamation. 

Amalgamation after the Balance Sheet Date 

When an amalgamation is effected after the balance sheet date but before the 

issuance of the financial statements of either party to the amalgamation, 

disclosure is made in accordance with AS 4, ‘Contingencies and Events Occurring 

After the Balance Sheet Date’, but the amalgamation is not incorporated in the 

financial statements. In certain circumstances, the amalgamation may also provide 

additional information affecting the financial statements themselves, for instance, 

by allowing the going concern assumption to be maintained. 

Miscellaneous Illustrations 

Illustration 1 

A Ltd. take over B Ltd. on April 01, 2017 and discharges consideration for the 

business as follows: 

(i) Issued 42,000 fully paid equity shares of ` 10 each at par to the equity 

shareholders of B Ltd. 
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(ii) Issued fully paid up 15% preference shares of ` 100 each to discharge the 

preference shareholders (` 1,70,000) of B Ltd. at a premium of 10%. 

(iii) It is agreed that the debentures of B Ltd. (` 50,000) will be converted into equal 

number and amount of 13% debentures of A Ltd. 

Determine the amount of  purchase consideration as per AS 14. 

Solution 

Particulars `  

Equity Shares (42,000 x 10) 4,20,000 

15% Preference Share Capital 1,70,000 

Add: Premium on Redemption    17,000 

Purchase Consideration 6,07,000 

Note: As per AS 14, consideration for the amalgamation means the aggregate of 

the shares and other securities issued and the payment made in the form of cash 

or other assets by the transferee company to the shareholders of the transferor 

company. Thus, payment to debenture holders are not covered by the term 

‘consideration’. 

Illustration 2 

A Ltd. and B Ltd. were amalgamated on and from 1st April, 2017.  A new company 

C Ltd. was formed to take over the business of the existing companies.  The 

summarised Balance Sheets of A Ltd. and B Ltd. as on 31st March, 2017 are given 

below: 

 (` in lakhs)  (` in lakhs) 

Liabilities A Ltd. B Ltd. Assets A Ltd. B Ltd. 

Share Capital   Fixed Assets   

 Equity Shares of ` 100 

  each 

 

800 

 

750 

 Land and 

       Building 

550 400 

 12% Preference shares 

        of ` 100 each 

 

300 

 

200 

 Plant and 

 Machinery 

350 250 

Reserves and Surplus   Investments 150 50 

 Revaluation Reserve 

 General Reserve 

150 

170 

100 

150 

Current Assets, Loans 

and Advances 

  

Investment Allowance 

Reserve 

50 50  Inventory 350 250 
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 Profit and Loss Account 50 30  Trade Receivables 300 350 

Secured Loans        

 10% Debentures (` 100  

 each) 

 

60 

 

30 

 Cash and Bank  300 200 

Current Liabilities and 

provisions  

     

 Trade Payables   420   190      

 2,000 1,500  2,000 1,500 

Additional Information: 

(1) 10% Debenture holders of A Ltd. and B Ltd. are discharged by C Ltd. issuing 

such number of its 15% Debentures of ` 100 each so as to maintain the same 

amount of interest. 

(2) Preference shareholders of the two companies are issued equivalent number of 

15% preference shares of C Ltd. at a price of ` 150 per share (face value of  

` 100). 

(3) C Ltd. will issue 5 equity shares for each equity share of A Ltd. and 4 equity 

shares for each equity share of B Ltd.  The shares are to be issued @ ` 30 each, 

having a face value of ` 10 per share. 

(4) Investment allowance reserve is to be maintained for 4 more years. 

Prepare the Balance Sheet of C Ltd. as on 1st April, 2017 after the amalgamation 

has been carried out on the basis of Amalgamation in the nature of purchase. 

Solution 

Balance Sheet of C Ltd. as at 1st April, 2017 

Particulars Note No.  (` in lakhs) 

I.   Equity and Liabilities   

 (1) Shareholder's Funds   

  (a)  Share Capital 1 1,200 

  (b)  Reserves and Surplus 2 1,650 

 (2)  Non-Current Liabilities   

  Long-term borrowings  3 60 

 (3)  Current Liabilities   
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  Trade payables 8 610 

Total  3,520 

II.   Assets   

 (1)  Non-current assets   

  (a) Fixed assets    

   i.  Tangible assets 4 1,550 

   ii. Intangible assets 5 20 

  (b) Non-current investments 6 200 

 (2)  Current assets   

 (a) Inventory (350 + 250)  600 

  (b) Trade receivables 7  650 

  (c)  Cash and bank balances (300 + 200)  500 

Total  3,520 

Notes to Accounts 

  (` in lakhs) (` in lakhs) 

1. Share Capital     

  Equity share capital (W.N.2)   

  70,00,0001 Equity shares of ` 10 each 700  

  5,00,0002 Preference shares of ` 100 each  500  

  (all the above shares are allotted as fully 

       paid-up pursuant to  

  

  contracts without payment being received 

        in cash) 

 1,200 

    

2. Reserves and surplus   

  Securities Premium Account (W.N.3) (950 + 

       700) 

1,650  

  Investment Allowance Reserve (50 + 50) 100  

                                                 

1 40,00,000 + 30,00,000 
2 3,00,000 + 2,00,000 
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  Amalgamation Adjustment Reserve (50 + 50) (100) 1,650 

3. Long-term borrowings   

  15% Debentures   60 

4.  Tangible assets   

  Land and Building (550 + 400) 950  

  Plant and Machinery (350 + 250) 600 1,550 

5. Intangible assets    

  Goodwill [W.N. 2] (110 – 90)  20 

6. Non-current Investments   

  Investments (150 + 50)  200 

7. Trade receivables (300 + 350)  650 

8. Trade payables (420 + 190)  610 

Working Notes: 

  (` in lakhs) 

  A Ltd. B Ltd. 

(1) Computation of Purchase consideration   

 (a) Preference shareholders:   

  3,00,00,000
 i.e. 3,00,000 shares  ×  150 each

100

 
 
 

`  450  

  2,00,00,000
 i.e. 2,00,000 shares  ×  150 each

100

 
 
 

`   300 

 (b) Equity shareholders:   

  8,00,00,000 × 5
 i.e. 40,00,000 shares  ×  30 each

100

 
 
 

`  1,200  

  7,50,00,000 × 4
 i.e. 30,00,000 shares  ×  30 each

100

 
 
 

 `  _____    900 

 Amount of Purchase Consideration 1,650 1,200 

(2) Net Assets Taken Over   

 Assets taken over:   

  Land and Building 550 400 
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  Plant and Machinery 350 250 

  Investments 150 50 

  Inventory 350    250 

  Trade receivables 300 350 

  Cash and bank     300     200 

  2,000 1,500 

  Less: Liabilities taken over:     

      Debentures 40  20  

      Trade payables 420  190  

      460     210 

 Net assets taken over  1,540  1,290 

 Purchase consideration  1,650  1,200 

 Goodwill    110  ____ 

 Capital reserve         90 

(3) Computation of securities premium 

On preference share capital 

A Ltd.- 3,00,000 x 50 

B Ltd.- 2,00,000 x 50 

On equity share capital 

A Ltd.- 40,00,000 x 20 

B Ltd.- 30,00,000 x 20 

Total 

 

 

 

 

 

150 

 

 

800 

 

950 

  

 

 

100 

 

 

600 

700 

 

Note: For problems based on practical application of AS 14 (Revised), 

students are advised to refer Chapter 6 ‘Accounting for Amalgamation of 

Companies’ of the study material. 

2.4  AS 18: RELATED PARTY DISCLOSURES 

Introduction 

AS 18 prescribes the requirements for disclosure of related party relationship and 

transactions between the reporting enterprise and its related parties.  The 

requirements of the standard apply to the financial statements of each reporting 
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enterprise as also to consolidated financial statements presented by a holding 

company. 

Related Party Relationships 

Related party - parties are considered to be related if at any time during the 

reporting period one party has the ability to control the other party or exercise 

significant influence over the other party in making financial and/or operating 

decisions. 

AS 18 deals only with related party relationships described in (a) to (e) below:  

a. Enterprises that directly, or indirectly through one or more intermediaries, 

control, or are controlled by, or are under common control with, the 

reporting enterprise (this includes holding companies, subsidiaries and fellow 

subsidiaries). 

b. Associates and joint ventures of the reporting enterprise and the investing 

party or venturer in respect of which the reporting enterprise is an associate 

or a joint venture. 

c. Individuals owning, directly or indirectly, an interest in the voting power of 

the reporting enterprise that gives them control or significant influence over 

the enterprise, and relatives of any such individual. 

d. Key management personnel and relatives of such personnel and 

e. Enterprises over which any person described in (c) or (d) is able to exercise 

significant influence. This includes enterprises owned by directors or major 

shareholders of the reporting enterprise and enterprises that have a member 

of key management in common with the reporting enterprise. 

In the context of AS 18, the following are deemed not to be related parties:  

a. Two companies simply because they have a director in common (unless the 

director is able to affect the policies of both companies in their mutual 

dealings). 

b. A single customer, supplier, franchiser, distributor, or general agent with 

whom an enterprise transacts a significant volume of business merely by 

virtue of the resulting economic dependence and 

c. The parties listed below, in the course of their normal dealings with an 

enterprise by virtue only of those dealings (although they may circumscribe 

the freedom of action of the enterprise or participate in its decision-making 

process): 
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(i) Providers of finance 

(ii) Trade unions 

(iii) Public utilities 

(iv) Government departments and government agencies including 

government sponsored bodies 

Related party disclosure requirements as laid down in AS 18 do not apply in 

circumstances where providing such disclosures would conflict with the reporting 

enterprise’s duties of confidentiality as specifically required in terms of a statute 

or by any regulator or similar competent authority. 

No disclosure is required in consolidated financial statements in respect of intra-

group transactions. 

No disclosure is required in the financial statements of state-controlled 

enterprises as regards related party relationships with other state-controlled 

enterprises and transactions with such enterprises. 

Definitions of other Terms used in AS 18 

Related party transaction: A transfer of resources or obligations between related 

parties, regardless of whether or not a price is charged. 

Control: (a) ownership, directly or indirectly, of more than one half of the voting 

power of an enterprise, or  

(b) control of the composition of the board of directors in the case of a company 

or of the composition of the corresponding governing body in case of any other 

enterprise, or  

(c) a substantial interest in voting power and the power to direct, by statute or 

agreement, the financial and/or operating policies of the enterprise. 

For the purpose of AS 18, an enterprise is considered to control the composition 

of the board of directors of a company or governing body of an enterprise, if it 

has the power, without the consent or concurrence of any other person, to 

appoint or remove all or a majority of directors/members of the governing body 

of that company/enterprise. An enterprise is deemed to have the power to 

appoint a director/ member of the governing body, if any of the following 

conditions is satisfied: 

(a) A person cannot be appointed as director/member of the governing body 

without the exercise in his favour by that enterprise of such a power as 

aforesaid or 
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(b) A person’s appointment as director/member of the governing body follows 

necessarily from his appointment to a position held by him in that enterprise 

or 

(c) The director/member of the governing body is nominated by that enterprise; 

in case that enterprise is a company, the director is nominated by that 

company/subsidiary thereof. 

An enterprise/individual is considered to have a substantial interest in another 

enterprise if that enterprise or individual owns, directly or indirectly, 20% or more 

interest in the voting power of the other enterprise. Similarly, an individual is 

considered to have a substantial interest in an enterprise, if that individual owns, 

directly or indirectly, 20 per cent or more interest in the voting power of the 

enterprise. 

An Associate: An enterprise in which an investing reporting party has significant 

influence and which is neither a subsidiary nor a joint venture of that party. 

Significant influence: Participation in the financial and/or operating policy 

decisions of an enterprise, but not control of those policies. 

It may be exercised in several ways, for example, by representation on the board 

of directors, participation in the policy making process, material inter-company 

transactions, interchange of managerial personnel or dependence on technical 

information.  

Significant influence may be gained by share ownership, statute or agreement. As 

regards share ownership, if an investing party holds, directly or indirectly through 

intermediaries, 20 per cent or more of the voting power of the enterprise, it is 

presumed that the investing party does have significant influence, unless it can be 

clearly demonstrated that this is not the case. Conversely, if the investing party 

holds, directly or indirectly through intermediaries, less than 20% of the voting 

power of the enterprise, it is presumed that the investing party does not have 

significant influence, unless such influence can be clearly demonstrated. A 

substantial or majority ownership by another investing party does not necessarily 

preclude an investing party from having significant influence. 
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Illustration 1 

Identify the related parties in the following cases as per AS 18 

A Ltd. holds 51% of B Ltd. 

B Ltd holds 51% of O Ltd. 

Z Ltd holds 49% of O Ltd. 

Solution 

Reporting entity- A Ltd. 

• B Ltd. (subsidiary) is a related party 

• O Ltd.(subsidiary) is a related party 

Reporting entity- B Ltd. 

• A Ltd. (holding company) is a related party 

• O Ltd. (subsidiary) is a related party 

Reporting entity- O Ltd. 

• A Ltd. (holding company) is a related party 

• B Ltd. (holding company) is a related party 

• Z Ltd. (investor/ investing party) is a related party 

Reporting entity- Z Ltd. 

• O Ltd. (associate) is a related party 

Key Management Personnel: Those persons who have the authority and 

responsibility for planning, directing and controlling the activities of the reporting 

enterprise. 

For example, in the case of a company, the managing directors, whole time 

directors, manager and any person in accordance with whose directions or 

instructions the board of directors of the company is accustomed to act, are 

usually considered key management personnel. 

A non-executive director of a company should not be considered as a key 

management person by virtue of merely his being a director unless he has the 

authority and responsibility for planning, directing and controlling the activities of 

the reporting enterprise. 

The requirements of AS 18 should not be applied in respect of a non-executive 

director even if he participates in the financial and/or operating policy decision of 
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the enterprise, unless he falls in any of the categories of ‘related party 

relationships’ discussed above. 

Relative: In relation to an individual, means the spouse, son, daughter, brother, 

sister, father and mother who may be expected to influence, or be influenced by, 

that individual in his/her dealings with the reporting enterprise. 

Joint Venture - a contractual arrangement whereby two or more parties 

undertake an economic activity which is subject to joint control. 

Joint Control– the contractually agreed sharing of power to govern the financial 

and operating policies of an economic activity so as to obtain benefits from it. 

Holding Company– a company having one or more subsidiaries.  

Subsidiary - a company: 

(a)  in which another company (the holding company) holds, either by itself 

and/or through one or more subsidiaries, more than one-half, in nominal 

value of its equity share capital; or  

(b)  of which another company (the holding company) controls, either by itself 

and/or through one or more subsidiaries, the composition of its board of 

directors. 

Fellow subsidiary– a company is considered to be a fellow subsidiary of another 

company if both are subsidiaries of the same holding company.  

The Related Party Issue 

Related party relationships are a normal feature of commerce and business. For 

example, enterprises frequently carry on separate parts of their activities through 

subsidiaries or associates and acquire interests in other enterprises - for 

investment purposes or for trading reasons - that are of sufficient proportions for 

the investing enterprise to be able to control or exercise significant influence on 

the financial and/or operating decisions of its investee. 

Without related party disclosures, there is a general presumption that 

transactions reflected in financial statements are consummated on an arm’s-

length basis between independent parties. However, that presumption may not 

be valid when related party relationships exist because related parties may enter 

into transactions which unrelated parties would not enter into. Also, transactions 

between related parties may not be effected at the same terms and conditions as 

between unrelated parties. Sometimes, no price is charged in related party 

transactions, for example, free provision of management services and the 

extension of free credit on a debt. In view of the aforesaid, the resulting 
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accounting measures may not represent what they usually would be expected to 

represent. Thus, a related party relationship could have an effect on the financial 

position and operating results of the reporting enterprise. 

The operating results and financial position of an enterprise may be affected by a 

related party relationship even if related party transactions do not occur. The 

mere existence of the relationship may be sufficient to affect the transactions of 

the reporting enterprise with other parties. For example, a subsidiary may 

terminate relations with a trading partner on acquisition by the holding company 

of a fellow subsidiary engaged in the same trade as the former partner. 

Alternatively, one party may refrain from acting because of the control or 

significant influence of another - for example, a subsidiary may be instructed by 

its holding company not to engage in research and development. 

Sometimes, transactions would not have taken place if the related party 

relationship had not existed. For example, a company that sold a large proportion 

of its production to its holding company at cost might not have found an 

alternative customer if the holding company had not purchased the goods. 

In view of the aforesaid, the resulting accounting measures may not represent 

what they usually would be expected to represent. Thus, a related party 

relationship could have an effect on the financial position and operating results of 

the reporting enterprise. 

As per the Guidance Note on ‘Remuneration paid to Key Management Personnel - 

Whether a Related Party Transaction’, remuneration paid to key management 

personnel should be considered as a related party transaction requiring 

disclosures. In case non-executive directors on the Board of Directors are not 

related parties, remuneration paid to them should not be considered a related 

party transaction. 

Disclosure 

Name of the related party and nature of the related party relationship where 

control exists should be disclosed irrespective of whether or not there have been 

transactions between the related parties. 

This is to enable users of financial statements to form a view about the effects of 

related party relationships on the enterprise. 

If there have been transactions between related parties, during the existence of a 

related party relationship, the reporting enterprise should disclose the following:  

(i) The name of the transacting related party; 
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(ii) A description of the relationship between the parties; 

(iii) A description of the nature of transactions; 

(iv) Volume of the transactions either as an amount or as an appropriate 

proportion; 

(v) Any other elements of the related party transactions necessary for an 

understanding of the financial statements; 

(vi) The amounts or appropriate proportions of outstanding items pertaining to 

related parties at the balance sheet date and provisions for doubtful debts 

due from such parties at that date;  

(vii) Amounts written off or written back in the period in respect of debts due 

from or to related parties. 

Items of a similar nature may be disclosed in aggregate by type of related party 

except when separate disclosure is necessary for an understanding of the effects 

of related party transactions on the financial statements of the reporting 

enterprise. 

Illustration  

Narmada Ltd. sold goods for ` 90 lakhs to Ganga Ltd. during financial year ended 

31-3-2017.  The Managing Director of Narmada Ltd. own 100% of Ganga Ltd.  The 

sales were made to Ganga Ltd. at normal selling prices followed by Narmada Ltd.  

The Chief accountant of Narmada Ltd contends that these sales need not require a 

different treatment from the other sales made by the company and hence no 

disclosure is necessary as per the accounting standard.  Is the Chief Accountant 

correct?  

Solution  

As per AS 18 ‘Related Party Disclosures’, Enterprises over which a key 

management personnel is able to exercise significant influence are related parties.  

This includes enterprises owned by directors or major shareholders of the 

reporting enterprise and enterprise that have a member of key management in 

common with the reporting enterprise. 

In the given case, Narmada Ltd. and Ganga Ltd are related parties and hence 

disclosure of transaction between them is required irrespective of whether the 

transaction was done at normal selling price. 

Hence the contention of Chief Accountant of Narmada Ltd is wrong. 
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2.5 AS 19 : LEASES  

Introduction 

The objective of AS 19 is to prescribe, for lessees and lessors, the appropriate 

accounting policies and disclosures in relation to finance leases and operating 

leases. 

A Lease is an agreement whereby the Lessor (legal owner of an asset) conveys 

to the Lessee (another party) in return for a payment or series of periodic 

payments (Lease rents), the right to use an asset for an agreed period of time.  

Applicability of AS 19  

The standard applies to all leases other than: 

(a) lease agreements to explore for or use of natural resources, such as oil, gas, 

timber metals and other mineral rights; and 

(b) licensing agreements for items such as motion picture films, video recordings, 

plays, manuscripts, patents and copyrights; and 

(c) lease agreements to use lands 

(d) agreements that are contracts for services, that do not transfer right to use 

assets from one contracting party to the other. 

Definitions 

A non-cancellable lease is a lease that is cancellable only: 

(a)  upon the occurrence of some remote contingency; or 

(b) with the permission of the lessor; or 

(c)  if the lessee enters into a new lease for the same or an equivalent asset with 

the same lessor; or 

(d)  upon payment by the lessee of an additional amount such that, at inception, 

continuation of the lease is reasonably certain. 

The lease term is the non-cancellable period for which the lessee has agreed to 

take on lease the asset together with any further periods for which the lessee has 

the option to continue the lease of the asset, with or without further payment, 

which option at the inception of the lease it is reasonably certain that the lessee 

will exercise. 
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Minimum lease payments are the payments over the lease term that the lessee 

is, or can be required, to make excluding contingent rent, costs for services and 

taxes to be paid by and reimbursed to the lessor, together with: 

(a) in the case of the lessee, any residual value guaranteed by or on behalf of the 

lessee; or 

(b) in the case of the lessor, any residual value guaranteed to the lessor: 

(i)  by or on behalf of the lessee; or 

(ii)  by an independent third party financially capable of meeting this guarantee. 

However, if the lessee has an option to purchase the asset at a price which is 

expected to be sufficiently lower than the fair value at the date the option 

becomes exercisable that, at the inception of the lease, is reasonably certain to be 

exercised, the minimum lease payments comprise minimum payments payable 

over the lease term and the payment required to exercise this purchase option. 

Fair value is the amount for which an asset could be exchanged or a liability 

settled between knowledgeable, willing parties in an arm’s length transaction. 

Economic life is either: 

(a)  the period over which an asset is expected to be economically usable by one 

or more users; or 

(b)  the number of production or similar units expected to be obtained from the 

asset by one or more users. 

Useful life of a leased asset is either: 

(a)  the period over which the leased asset is expected to be used by the lessee; 

or 

(b)  the number of production or similar units expected to be obtained from the 

use of the asset by the lessee. 

Residual value of a leased asset is the estimated fair value of the asset at the end 

of the lease term. 

Guaranteed residual value is: 

(a)  in the case of the lessee, that part of the residual value which is guaranteed 

by the lessee or by a party on behalf of the lessee (the amount of the guarantee 

being the maximum amount that could, in any event, become payable); and 

(b)  in the case of the lessor, that part of the residual value which is guaranteed 

by or on behalf of the lessee, or by an independent third party who is financially 

capable of discharging the obligations under the guarantee. 
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Unguaranteed residual value of a leased asset is the amount by which the 

residual value of the asset exceeds its guaranteed residual value. 

Gross investment in the lease is the aggregate of the minimum lease payments 

under a finance lease from the standpoint of the lessor and any unguaranteed 

residual value accruing to the lessor. 

Unearned finance income is the difference between: 

(a)  the gross investment in the lease; and 

(b)  the present value of 

(i) the minimum lease payments under a finance lease from the standpoint of 

the lessor; and 

(ii)  any unguaranteed residual value accruing to the lessor, 

at the interest rate implicit in the lease. 

Net investment in the lease is the gross investment in the lease less unearned 

finance income. 

The interest rate implicit in the lease is the discount rate that, at the inception 

of the lease, causes the aggregate present value of 

(a)  the minimum lease payments under a finance lease from the standpoint of 

the lessor; and 

(b)  any unguaranteed residual value accruing to the lessor, to be equal to the fair 

value of the leased asset. 

The lessee’s incremental borrowing rate of interest is the rate of interest the 

lessee would have to pay on a similar lease or, if that is not determinable, the rate 

that, at the inception of the lease, the lessee would incur to borrow over a similar 

term, and with a similar security, the funds necessary to purchase the asset. 

Contingent rent is that portion of the lease payments that is not fixed in amount 

but is based on a factor other than just the passage of time (e.g., percentage of 

sales, amount of usage, price indices, market rates of interest). 

Types of leases 

For accounting purposes, leases are classified as: 

(i) Finance leases; and   

(ii) Operating leases.  

A Finance Lease is a lease that transfers substantially all the risks and rewards 

incident to ownership of an asset. Title may or may not be eventually transferred. 

© The Institute of Chartered Accountants of India



 

 

1.42 

 

ADVANCED ACCOUNTING 

A lease is classified as an Operating Lease if it does not transfer substantially all 

the risk and rewards incident to ownership. 

Indicators of Finance Lease 

Situations, which would normally lead to a lease being classified as a finance lease 

are: 

(a) The lease transfers ownership of the asset to the lessee by the end of the 

lease term;  

(b) The lessee has the option to purchase the asset at a price which is expected 

to be sufficiently lower than the fair value at the date the option becomes 

exercisable such that, at the inception of the lease, it is reasonably certain 

that the option will be exercised; 

(c) The lease term is for the major part of the economic life of the asset even if 

title is not transferred; 

(d) At the inception of the lease, present value of the minimum lease payments 

amounts to at least substantially all of the fair value of the leased asset; and 

(e) The leased asset is of a specialised nature such that only the lessee can use it 

without major modifications being made.   

Indicators of situations which individually or in combination could also lead to a 

lease being classified as a finance lease are: 

(a) If the lessee can cancel the lease and the lessor’s losses associated with the 

cancellation are borne by the lessee; 

(b) If gains or losses from the fluctuations in the residual value accrue to the 

lessee (for example if the lessor agrees to allow rent rebate equaling most of 

the disposal value of leased asset at the end of the lease); and 

(c) If the lessee can continue the lease for a secondary period at a rent, which is 

substantially lower than market rent. 

Lease classification is made at the inception of the lease. If at any time the lessee 

and the lessor agree to change the provisions of the lease, other than by 

renewing the lease, in a manner that would have resulted in a different 

classification of the lease had the changed terms been in effect at the inception of 

the lease, the revised agreement is considered as a new agreement over its 

revised term. Changes in estimates (for example, changes in estimates of the 

economic life or of the residual value of the leased asset) or changes in 

circumstances (for example, default by the lessee), however, do not give rise to a 

new classification of a lease for accounting purposes. 
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Accounting for Finance Leases (Books of lessee) 

Following is the accounting treatment of Finance Leases in the books of Lessee: 

(i) On the date of inception of Lease, Lessee should show it as an asset and 

corresponding liability at lower of: 

• Fair value of leased asset at the inception of the lease 

• Present value of minimum lease payments from the standpoint of the 

lessee (present value to be calculated with discount rate equal to interest 

rate implicit in the lease, if this is practicable to determine; if not, the 

lessee’s incremental borrowing rate should be used) 

(ii) Lease payments to be apportioned between the finance charge and the 

reduction of the outstanding liability. 

(iii) Finance charges to be allocated to periods during the lease term so as to 

produce a constant rate of interest on the remaining balance of liability for 

each period. 

(iv) A finance lease gives rise to a depreciation expense for the asset as well as a 

finance expense for each accounting period. The depreciation policy for a 

leased asset should be consistent with that for depreciable assets which are 

owned, and the depreciation recognised should be calculated on the basis set 

out in AS 10 (Revised), Property, Plant and Equipment. If there is no 

reasonable certainty that the lessee will obtain ownership by the end of the 

lease term, the asset should be fully depreciated over the lease term or its 

useful life, whichever is shorter. 

(v) Initial direct costs are often incurred in connection with specific leasing 

activities, as in negotiating and securing leasing arrangements. The costs 

identified as directly attributable to activities performed by the lessee for a 

finance lease are included as part of the amount recognised as an asset under 

the lease. 

Computation of interest rate implicit on lease 

The interest rate implicit in the lease is the discount rate that, at the inception of 

the lease, causes the aggregate present value of: 

(a) the minimum lease payments under a finance lease from the standpoint of the 

lessor; and 

(b) any unguaranteed residual value accruing to the lessor, to be equal to the fair 

value of the leased asset. 
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Discounting rate = R% p.a; 

Lease Rents = L1, L2 ……… Ln (Payable annually, at the end of each year)  

Lease period = n years;  

Guaranteed residual value = GR;  

Unguaranteed residual value = UGR 

Fair Value at the inception (beginning) of lease = FV 

PV of MLP = 
( ) ( ) ( ) ( )nn

n

2

2

1

1

R1

GR

R1

L

R1

L

R1

L

+
+

+
+

+
+

+
 

Present value of unguaranteed residual value = 
( )n

R1

UGR

+
 

If interest rate implicit on lease is used as discounting rate:  

Fair Value = PV of Minimum Lease Payments + PV of unguaranteed residual 

value  ….. (1) 

The interest rate implicit on lease can be computed by trial and error, provided 

the information required, e.g. the unguaranteed residual value can be reasonably 

ascertained.  

Example 1 

Annual lease rents = ` 50,000 at the end of each year.   

Lease period = 5 years;  

Guaranteed residual value = ` 25,000  

Unguaranteed residual value (UGR) = ` 15,000 

Fair Value at the inception (beginning) of lease = ` 2,00,000 

Interest rate implicit on lease is computed below: 

Interest rate implicit on lease is a discounting rate at which present value of 

minimum lease payments and unguaranteed residual value is ` 2 lakhs. 

PV of minimum lease payments and unguaranteed residual value at guessed rate 10% 

Year MLP + UGR DF (10%) PV 

` ` 

1 50,000 0.909 45,450 

2 50,000 0.826 41,300 
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3 50,000 0.751 37,550 

4 50,000 0.683 34,150 

5 50,000 0.621 31,050 

5 25,000 0.621 15,525 

5 15,000 0.621 9,315 

   2,14,340 

PV of minimum lease payments and unguaranteed residual value at guessed rate 

14% 

Year 
MLP + UGR 

DF (14%) 
PV 

` ` 

1 50,000 0.877 43,850 

2 50,000 0.769 38,450 

3 50,000 0.675 33,750 

4 50,000 0.592 29,600 

5 50,000 0.519 25,950 

5 25,000 0.519 12,975 

5 15,000 0.519 7,785 

   1,92,360 

Interest rate implicit on lease is computed below by interpolation: 

Interest rate implicit on lease = 10% + ( ) %6.12000,00,2340,14,2
360,92,1340,14,2

%10%14
=−×

−
−

 

Example 2 

Present value of minimum lease payment using data for example 1 is computed 

below: 

Year MLP 
DF (12.6%) 

PV 

 ` ` 

1 50,000 0.890 44,500 

2 50,000 0.790 39,500 

3 50,000 0.700 35,000 

4 50,000 0.622 31,100 

5 50,000 0.552 27,600 
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5 25,000 0.552 13,800 

   1,91,500 

Present value of minimum lease payment = ` 1,91,500 

Fair value of leased asset = ` 2,00,000 

The accounting entry at the inception of lease to record the asset taken on finance 

lease in books of lessee is suggested below: 

 `  `  

Asset  A/c     Dr. 1,91,500  

      To Lessor A/c  1,91,500 

(Being recognition of finance lease as asset 

and liability) 

  

Example 3 

Using data for example 1 and assuming zero residual value, allocation of finance 

charge over lease period is shown below: 

Year 

Minimum 

Lease 

Payments 

Finance 

Charge 

(12.6%) 

Principal Principal due 

 ` ` ` ` 

0 -- -- -- 1,91,500 

1 50,000 24,129 25,871 1,65,629 

2 50,000 20,869 29,131 1,36,498 

3 50,000 17,199 32,801 1,03,697 

4 50,000 13,066 36,934 66,763 

5 75,000   8,237∗ 66,763  

 2,75,000 83,500 1,91,500  

Accounting entries in year 1 to recognise the finance charge in books of lessee are 

suggested below: 

 `  `  

Finance Charge A/c Dr. 24,129  

                                                 

∗ The difference between this figure and finance charge [66,763×12.6%=8412] is due to 

approximation in computation. 
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    To Lessor  24,129 

(Being finance charge due for the year)   

Lessor Dr. 50,000  

    To Bank A/c  50,000 

(Being payment of lease rent for the year)   

P & L A/c Dr. 24,129  

    To Finance Charge A/c  24,129 

(Being recognition of finance charge as expense for the 

year) 

  

Example 4 

In example 1, suppose unguaranteed residual value is not determinable and lessee’s 

incremental borrowing rate is 10%. 

Since interest rate implicit on lease is discounting rate at which present value of 

minimum lease payment and present value of unguaranteed residual value equals 

the fair value, interest rate implicit on lease cannot be determined unless 

unguaranteed residual value is known. If interest rate implicit on lease is not 

determinable, the present value of minimum lease payments should be determined 

using lessee’s incremental borrowing rate. 

Present value of minimum lease payment using lessee’s incremental borrowing rate 

10% is computed below: 

Year MLP 

` 

DF (10%) PV 

` 

1 50,000 0.909 45,450 

2 50,000 0.826 41,300 

3 50,000 0.751 37,550 

4 50,000 0.683 34,150 

5 50,000 0.621 31,050 

5 25,000 0.621 15,525 

   2,05,025 

Present value of minimum lease payment = ` 2,05,025 

Fair value of leased asset = ` 2,00,000 

© The Institute of Chartered Accountants of India



 

 

1.48 

 

ADVANCED ACCOUNTING 

The accounting entry at the inception of lease to record the asset taken on finance 

lease in books of lessee is suggested below: 

 ` ` 

Asset  A/c Dr. 2,00,000  

    To Lessor  2,00,000 

(Being recognition of finance lease as asset and liability)   

Since the liability is recognised at fair value ` 2 lakh (total principal), we need to 

ascertain a discounting rate at which present value minimum lease payments 

equals ` 2 lakh. The discounting rate can then be used for allocation of finance 

charge over lease period. 

PV of minimum lease payments at guessed rate 12% 

Year 

Minimum Lease 

Payments DF (12%) 
PV 

` ` 

1 50,000 0.893 44,650 

2 50,000 0.797 39,850 

3 50,000 0.712 35,600 

4 50,000 0.636 31,800 

5 50,000 0.567 28,350 

5 25,000 0.567 14,175 

   1,94,425 

Required discounting rate = 10%+ ( ) %95.10000,00,2025,05,2
425,94,1025,05,2

%10%12
=−×

−
−

 

Allocation of finance charge over lease period is shown below: 

Year Minimum 

Lease 

Payments 

Finance 

Charge 

(10.95%) 

Principal Principal due 

 ` ` ` ` 

0 -- -- -- 2,00,000 

1 50,000 21,900 28,100 1,71,900 

2 50,000 18,823 31,177 1,40,723 
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3 50,000 15,409 34,591 1,06,132 

4 50,000 11,621 38,379 67,753 

5 75,000 7,247∗ 67,753 

2,75,000 75,000 2,00,000 

Accounting entries in year 1 to recognise the finance charge in books of lessee are 

suggested below: 

`  `  

Finance Charge A/c Dr. 21,900 

 To Lessor 21,900 

(Being finance charge due for the year) 

Lessor Dr. 50,000 

 To Bank A/c 50,000 

(Being payment of lease rent for the year) 

P & L A/c Dr. 21,900 

 To Finance Charge 21,900 

(Being recognition of finance charge as expense for the 

year) 

Illustration 1 

S. Square Private Limited has taken machinery on finance lease from S.K. Ltd.  The

information is as under:

Lease term = 4 years

Fair value at inception of lease = ` 20,00,000

Lease rent = ` 6,25,000 p.a. at the end of year

Guaranteed residual value = ` 1,25,000

Expected residual value = ` 3,75,000

Implicit interest rate = 15%

Discounted rates for 1st year, 2nd year, 3rd year and 4th year are 0.8696, 0.7561,

0.6575 and 0.5718 respectively.

Calculate the value of the lease liability as per AS-19.

∗
 The difference between this figure & finance charge [67,753×10.95% = 7418] is due to 

approximation in computation 
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Solution 

According to para 11 of AS 19 “Leases”, the lessee should recognise the lease as 

an asset and a liability at an amount equal to the lower of the fair value of the 

leased asset at the inception of the finance lease and the present value of the 

minimum lease payments from the standpoint of the lessee.  

In calculating the present value of the minimum lease payments the discount rate 

is the interest rate implicit in the lease. Present value of minimum lease payments 

will be calculated as follows: 

Year Minimum Lease 

Payment 

` 

Internal rate of return 

(Discount rate @5%) 

Present value 

         ` 

1 6,25,000 0.8696 5,43,500 

2 6,25,000 0.7561 4,72,563 

3 6,25,000 0.6575 4,10,937 

4 7,50,000∗ 0.5718 4,28,850 

Total 26,25,000  18,55,850 

Present value of minimum lease payments ` 18,55,850 is less than fair value at the 

inception of lease i.e. ` 20,00,000, therefore, the lease liability should be 

recognised at ` 18,55,850 as per AS 19.  

Disclosures made by the Lessee  

The lessee should, in addition to the requirements of AS 10 (Revised), Property, 

Plant and Equipment, and the governing statute, make the following disclosures 

for finance leases: 

(a) assets acquired under finance lease as segregated from the assets owned;  

(b) for each class of assets, the net carrying amount at the balance sheet date;  

(c) a reconciliation between the total of minimum lease payments at the balance 

sheet date and their present value. In addition, an enterprise should disclose the 

total of minimum lease payments at the balance sheet date, and their present 

value, for each of the following periods:   

                                                 

∗ Minimum Lease Payment of 4th year includes guaranteed residual value amounting  

` 1,25,000. 
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(i) not later than one year;  

(ii) later than one year and not later than five years;  

(iii) later than five years;   

(d) contingent rents recognised as expense in the statement of profit and loss for 

the period;  

(e) the total of future minimum sublease payments expected to be received 

under non-cancelable subleases at the balance sheet date; and  

(f) a general description of the lessee's significant leasing arrangements 

including, but not limited to, the following:  

(i) the basis on which contingent rent payments are determined;  

(ii) the existence and terms of renewal or purchase options and escalation 

clauses; and  

(iii) restrictions imposed by lease arrangements, such as those concerning 

dividends, additional debt, and further leasing.  

Note: The Level II and Level III enterprises (and SMCs) need not make disclosures 

required by (c), (e) and (f) above. 

Accounting for finance leases (Books of lessor)  

The lessor should recognise assets given under a finance lease in its balance sheet 

as a receivable at an amount equal to the net investment in the lease. 

In a finance lease, the lessor recognises the net investment in lease (which is 

usually equal to fair value, i.e. usual market price of the asset, as shown below) as 

receivable by debiting the Lessee A/c.  

Gross investment in Lease (GIL)  

      = Minimum Lease Payments (MLP) + Unguaranteed Residual value (UGR)  

Net investment in Lease (NIL)  

= Gross investment in Lease (GIL) – Unearned Finance Income (UFI).  

Unearned finance income (UFI) = GIL – (PV of MLP + PV of UGR) 

The discounting rate for the above purpose is the rate of interest implicit in the 

lease.  

From the definition of interest rate implicit on lease:  

(PV of MLP + PV of UGR) = Fair Value.  
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The above definitions imply that: 

(a) Unearned Finance Income (UFI) = GIL – Fair Value 

(b) Net Investment in Lease = GIL – UFI = GIL – (GIL – Fair Value) = Fair Value   

Since the sale and receivables are recognised at net investment in lease, which is 

equal to fair value: Profit recognised at the inception of lease = Fair Value – Cost  

   Total earning of lessor = GIL – Cost 

                                      = (GIL – Fair Value) + (Fair Value – Cost) 

                                      = Unearned Finance Income + (Fair Value – Cost) 

The above analysis does not hold where the discounting rate is not equal to interest 

rate implicit on lease. Such is the case, where the interest rate implicit on lease is 

artificially low. The discounting rate in such situations should be the commercial rate 

of interest (refer discussion on ‘manufacturer or dealer lessor’ below). 

Recognition of Finance Income 

The unearned finance income is recognised over the lease term on a systematic 

and rational basis. This income allocation is based on a pattern reflecting a 

constant periodic return on the net investment in lease outstanding.  

The constant periodic return is the rate used for discounting, i.e. either the 

interest rate implicit on lease or the commercial rate of interest.  

Initial Direct Costs 

Initial direct costs, such as commissions and legal fees, are often incurred by 

lessors in negotiating and arranging a lease. For finance leases, these initial direct 

costs are incurred to produce finance income and are either recognised 

immediately in the statement of profit and loss or allocated against the finance 

income over the lease term.  

Review of unguaranteed residual value by lessor 

AS 19 requires a lessor to review unguaranteed residual value used in computing 

the gross investment in lease regularly. In case any reduction in the estimated 

unguaranteed residual value is identified, the income allocation over the 

remaining lease term is to be revised. Also, any reduction in respect of income 

already accrued is to be recognised immediately. An upward adjustment of the 

estimated residual value is not made.  
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Illustration 2 

Prakash Limited leased a machine to Badal Limited on the following terms: 

  (` In lakhs) 

(i) Fair value of the machine  48.00 

(ii) Lease term 5 years 

(iii) Lease rental per annum 8.00 

(iv) Guaranteed residual value 1.60 

(v) Expected residual value 3.00 

(vi) Internal rate of return 15% 

Discounted rates for 1st year to 5th year are 0.8696, 0.7561, 0.6575, 0.5718, and 

0.4972 respectively. 

Ascertain Unearned Finance Income. 

Solution 

As per AS 19 on Leases, unearned finance income is the difference between (a) 

the gross investment in the lease and (b) the present value of minimum lease 

payments under a finance lease from the standpoint of the lessor; and any 

unguaranteed residual value accruing to the lessor, at the interest rate implicit in 

the lease. 

Where: 

(a) Gross investment in the lease is the aggregate of (i) minimum lease 

payments from the stand point of the lessor and (ii) any unguaranteed 

residual value accruing to the lessor. 

Gross investment = Minimum lease payments + Unguaranteed residual 

value  

  = [Total lease rent + Guaranteed residual value (GRV)] + Unguaranteed residual 

value  (URV) 

 = [(` 8,00,000 × 5 years) + ` 1,60,000] +  ` 1,40,000  = ` 43,00,000  (a) 

(b) Table showing present value of (i) Minimum lease payments (MLP) and 

(ii)  Unguaranteed residual value (URV). 
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Year MLP inclusive of URV 

` 

Internal rate of return 

(Discount factor @ 

15%) 

Present Value  
` 

1 8,00,000 0.8696 6,95,680 

2 8,00,000 0.7561 6,04,880 

3 8,00,000 0.6575 5,26,000 

4 8,00,000 0.5718 4,57,440 

5 8,00,000 0.4972 3,97,760 

 1,60,000 (GRV) 0.4972 79,552 

 41,60,000  27,61,312 (i) 

 1,40,000 (URV) 0.4972 69,608 (ii) 

 43,00,000 (i)+ (ii) 28,30,920(b) 

Unearned Finance Income (a) - (b) = ` 43,00,000 –  ` 28,30,920=  ` 14,69,080. 

Manufacturer or dealer lessor 

The manufacturer or dealer lessor should recognise the transaction of sale in the 

statement of profit and loss for the period, in accordance with the policy followed 

by the enterprise for outright sales. If artificially low rates of interest are quoted, 

profit on sale should be restricted to that which would apply if a commercial rate 

of interest were charged. Initial direct costs should be recognised as an expense 

in the statement of profit and loss at the inception of the lease. 

Disclosures   

The lessor should make the following disclosures for finance leases: 

(a) a reconciliation between the total gross investment in the lease at the 

balance sheet date, and the present value of minimum lease payments 

receivable at the balance sheet date. In addition, an enterprise should 

disclose the total gross investment in the lease and the present value of 

minimum lease payments receivable at the balance sheet date, for each of 

the following periods: 

(i) not later than one year;  

(ii) later than one year and not later than five years;  

(iii) later than five years; 

(b) unearned finance income;  

(c) the unguaranteed residual values accruing to the benefit of the lessor;  

© The Institute of Chartered Accountants of India



 

 

1.55 

 

APPLICATION OF ACCOUNTING STANDARDS 

(d) the accumulated provision for uncollectible minimum lease payments 

receivable;  

(e) contingent rents recognised in the statement of profit and loss for the period;  

(f) a general description of the significant leasing arrangements of the lessor; 

and  

(g) accounting policy adopted in respect of initial direct costs.   

Note: The Level II and Level III non-corporate entities (and SMCs) need not make 

disclosures required by (a) and (f) above. 

Accounting for Operating Leases 

Accounting treatment in the Books of lessee 

Lease payments under an operating lease should be recognised as an expense in the 

statement of profit and loss of a lessee on a straight line basis over the lease term 

unless another systematic basis is more representative of the time pattern of the 

user’s benefit. 

Lease payments may be tailor made to suit the payment capacity of the lessee.  

For example, a lease term may provide for low initial rents and high terminal rent. 

Such payment patterns do not reflect the pattern of benefit derived by the lessee 

from the use of leased asset. To have better matching between revenue and costs, 

AS 19 requires lessees to recognise operating lease payments as expense in the 

statement of profit and loss on a straight line basis over the lease term unless 

another systematic basis is more representative of the time pattern of the user's 

benefit.  

Suppose outputs from a machine taken on a 3 year operating lease are estimated 

as 10,000 units in year 1,20,000 units in year 2 and 50,000 units in year 3.  The 

agreed annual lease payments are ` 25,000, ` 45,000 and ` 50,000 respectively.  

The total lease payment ` 1,20,000 in this example should be recognised in 

proportion of output as ` 15,000 in year 1, ` 30,000 in year 2 and ` 75,000 in year 

3.  The difference between lease rent due and lease rent recognised can be debited / 

credited to Lease Equalisation A/c. 

The accounting entries for year 1 in books of lessee are suggested below: 

 `  `  

Lease Rent A/c Dr. 25,000  

    To Lessor  25,000 

(Being lease rent for the year due)   
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Lessor  Dr. 25,000  

   To Bank A/c  25,000 

(Being payment of lease rent for the year)   

Lease Equalisation A/c  Dr. 10,000  

P & L A/c Dr. 15,000  

    To Lease Rent A/c  25,000 

(Being recognition of lease rent as expense for the year)   

Since total lease rent due and recognised must be same, the Lease Equalisation A/c 

will close in the terminal year.  Till then, the balance of Lease Equalisation A/c can 

be shown in the balance sheet under "Current Assets" or Current Liabilities" 

depending on the nature of balance. 

Disclosures by lessees 

The paragraph 25 requires lessees to make following disclosures for operating 

leases: 

(a) the total of future minimum lease payments under non-cancelable operating 

leases for each of the following periods: 

(i) not later than one year;  

(ii) later than one year and not later than five years;  

(iii) later than five years;  

(b) the total of future minimum sublease payments expected to be received 

under non-cancelable subleases at the balance sheet date;  

(c) lease payments recognised in the statement of profit and loss for the period, 

with separate amounts for minimum lease payments and contingent rents;  

(d) sub-lease payments received (or receivable) recognised in the statement of 

profit and loss for the period;  

(e) a general description of the lessee's significant leasing arrangements 

including, but not limited to, the following: 

(i) the basis on which contingent rent payments are determined; 

(ii) the existence and terms of renewal or purchase options and escalation 

clauses; and 

(iii) restrictions imposed by lease arrangements, such as those concerning 

dividends, additional debt, and further leasing. 
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Note:  The Level II and Level III non-corporate entities (and SMCs) need not make 

disclosures required by (a), (b) and (e) above. 

Accounting treatment in the books of lessor 

(i) The lessor should present an asset given under operating lease as fixed assets 

in its balance sheets.  

(ii) Lease income from operating leases should be recognised in the statement of 

profit and loss on a straight line basis over the lease term, unless another 

systematic basis is more representative of the time pattern in which benefit 

derived from the use of the leased asset is diminished. 

(iii) Depreciation should be recognised in the books of lessor. The depreciation of 

leased assets should be on a basis consistent with the normal depreciation 

policy of the lessor for similar assets, and the depreciation charge should be 

calculated on the basis set out in AS 10. 

(iv) The impairment losses on assets given on operating leases are determined 

and treated as per AS 28. 

A manufacturer or dealer lessor should recognise the asset given on operating 

lease as fixed asset in their books by debiting concerned Fixed Asset A/c and 

crediting Cost of Production / Purchase at cost. No selling profit should be 

recognised on entering into operating lease, because such leases are not 

equivalents of sales.     

Suppose outputs from a machine of economic life of 6 years are estimated as 

10,000 units in year 1, 20,000 units in year 2 and 30,000 units in year 3, 40,000 

units in year 4, 20,000 units in year 5 and 5,000 units in year 6. The machine was 

given on 3-year operating lease by a dealer of the machine for equal annual lease 

rentals to yield 20% profit margin on cost ` 5,00,000. Straight-line depreciation in 

proportion of output is considered appropriate.  

Total lease rent    = 120% of ` 5 lakhs × 
output Total

period lease  during Output
 

                            = ` 6 lakhs × 
60,000  units

1,25,000 units
 = ` 2.88 lakhs     

Annual lease rent = ` 2,88,000 / 3 = ` 96,000 

Total lease rent should be recognised as income in proportion of output during 

lease period, i.e. in the proportion of 10 : 20 : 30. Hence income recognised in years 

1, 2 and 3 are ` 48,000, ` 96,000 and ` 1,44,000 respectively.   
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Since depreciation in proportion of output is considered appropriate, the 

depreciable amount ` 5 lakh should be allocated over useful life 6 years in 

proportion of output, i.e. in proportion of 10 : 20 : 30 : 40 : 20 : 5. Depreciation for 

year 1 is ` 40,000. 

The accounting entries for year 1 in books of lessor are suggested below: 

 `  `  

Machine given on Operating Lease Dr. 5,00,000  

    To Purchase  5,00,000 

(Being machine given on operating lease brought into 

books) 

  

Lessee   Dr. 96,000  

    To Lease Rent  96,000 

(Being lease rent for the year due)   

Bank  Dr. 96,000  

    To Lessee  96,000 

(Being receipt of lease rent for the year)   

Lease Rent  Dr. 96,000  

    To P & L A/c  48,000 

    To Lease Equalisation A/c  48,000 

(Being recognition of lease rent as income for the year)   

Depreciation Dr. 40,000  

   To Machine given on Operating Lease  40,000 

(Being depreciation for the year)   

P & L A/c Dr. 40,000  

   To Depreciation  40,000 

(Being depreciation for the year transferred to P & L 

A/c) 

  

Since total lease rent due and recognised must be same, the Lease Equalisation A/c 

will close in the terminal year. Till then, the balance of Lease Equalisation A/c can 

be shown in the balance sheet under "Current Assets" or Current Liabilities" 

depending on the nature of balance. 
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Disclosures by lessors 

As per AS 19, the lessor should, in addition to the requirements of AS 10 (Revised) 

and the governing statute, make the following disclosures for operating leases: 

(a) for each class of assets, the gross carrying amount, the accumulated 

depreciation and accumulated impairment losses at the balance sheet date; 

and  

(i) the depreciation recognised in the statement of profit and loss for the 

period;  

(ii) impairment losses recognised in the statement of profit and loss for the 

period;  

(iii) impairment losses reversed in the statement of profit and loss for the 

period; 

(b) the future minimum lease payments under non-cancelable operating leases 

in the aggregate and for each of the following periods:  

(i) not later than one year;  

(ii) later than one year and not later than five years;  

(iii) later than five years;  

(c) total contingent rents recognised as income in the statement of profit and 

loss for the period;   

(d)  a general description of the lessor ’s significant leasing arrangements; and 

(e) accounting policy adopted in respect of initial direct costs. 

Note:  The Level II and Level III non-corporate entities (and SMCs) need not make 

disclosures required by (b) and (d) above. 

Sale and Leaseback 

The basis of a sale and leaseback agreement is simply that one sells an asset for 

cash and then leases it back from the buyer. The asset subject to such sale and 

leaseback agreement is generally property. Under such an agreement the 

property owner agrees to sell the property at an agreed valuation and lease it 

back from the buyer. The lessee or seller receives cash immediately and makes 

periodic payment in form of lease rents for right to use the property. The lease 

payments and the sale price are generally interdependent as they are negotiated 

as a package. The accounting treatment of a sale and lease back depends upon 

the type of lease involved. Accounting treatment of profits / losses on sale of 
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asset, as required by the standard in respect of sale and lease-back transactions, 

are summarised below. 

• Where sale and leaseback results in finance lease  

The excess or deficiency of sales proceeds over the carrying amount should be 

deferred and amortised over the lease term in proportion to the depreciation of 

the leased asset.  

• Where sale and leaseback results in operating lease   

Case 1:  Sale price = Fair Value  

  Profit or loss should be recognised immediately.  

Case 2:  Sale Price < Fair Value 

Profit should be recognised immediately. The loss should also be recognised 

immediately except that, if the loss is compensated by future lease payments at 

below market price, it should be deferred and amortised in proportion to the 

lease payments over the period for which the asset is expected to be used.  

Case 3: Sale Price > Fair Value 

The excess over fair value should be deferred and amortised over the period for 

which the asset is expected to be used.  

Illustration 3 

A Ltd. sold machinery having WDV of ` 40 lakhs to B Ltd. for ` 50 lakhs and the same 

machinery was leased back by B Ltd. to A Ltd.  The lease back is operating lease.  

Comment if – 

(a) Sale price of ` 50 lakhs is equal to fair value. 

(b) Fair value is ` 60 lakhs. 

(c) Fair value is ` 45 lakhs and sale price is ` 38 lakhs. 

(d) Fair value is ` 40 lakhs and sale price is `50 lakhs. 

(e) Fair value is ` 46 lakhs and sale price is ` 50 lakhs  

(f) Fair value is ` 35 lakhs and sale price is `39 lakhs. 

Solution  

Following will be the treatment in the given cases: 

(a) When sales price of ` 50 lakhs is equal to fair value, A Ltd. should 

immediately recognise the profit of `10 lakhs (i.e. 50 – 40) in its books. 
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(b) When fair value is ` 60 lakhs then also profit of `10 lakhs should be 

immediately recognised by A Ltd. 

(c) When fair value of leased machinery is ` 45 lakhs & sales price is ` 38 lakhs, 

then loss of ` 2 lakhs (40 – 38) to be immediately recognised by A Ltd. in its 

books provided loss is not compensated by future lease payment. 

(d) When fair value is ` 40 lakhs & sales price is ` 50 lakhs then, profit of ` 10 

lakhs is to be deferred and amortised over the lease period. 

(e) When fair value is ` 46 lakhs & sales price is ` 50 lakhs, profit of ` 6 lakhs (46 

- 40) to be immediately recognised in its books and balance profit of `4 lakhs 

(50-46) is to be amortised/deferred over lease period. 

(f) When fair value is ` 35 lakhs & sales price is ` 39 lakhs, then the loss of ` 5 

lakhs (40-35) to be immediately recognised by A Ltd. in its books and profit 

of ` 4 lakhs (39-35) should be amortised/deferred over lease period 

2.6  AS 20: EARNINGS PER SHARE 

Introduction 

The objective of AS 20 is to describe principles for determination and 

presentation of earnings per share which will improve comparison of performance 

among different enterprises for the same period and among different accounting 

periods for the same enterprise.   

Earnings per share (EPS) is a financial ratio indicating the amount of profit or loss for the 

period attributable to each equity share and AS 20 gives computational methodology for 

determination and presentation of basic and diluted earnings per share. 

This Accounting Standard is mandatory for all companies. However, disclosure of 

diluted earnings per share (both including and excluding extraordinary items) is 

not mandatory for SMCs. Such companies are however encouraged to make these 

disclosures. 

In consolidated financial statements, the information required by AS 20 should be 

presented on the basis of consolidated information. 

Definition of the terms used in AS 20 

An equity share is a share other than a preference share. 

A preference share is a share carrying preferential rights to dividends and 

repayment of capital. 
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A financial instrument is any contract that gives rise to both a financial asset of 

one enterprise and a financial liability or equity shares of another enterprise. 

A financial asset is any asset that is  

a. Cash; 

b. A contractual right to receive cash or another financial asset from another 

enterprise; 

c. A contractual right to exchange financial instruments with another enterprise 

under conditions that are potentially favourable; or 

d. An equity share of another enterprise. 

A financial liability is any liability that is a contractual obligation to deliver cash 

or another financial asset to another enterprise or to exchange financial 

instruments with another enterprise under conditions that are potentially 

unfavourable. 

A potential equity share is a financial instrument or other contract that entitles, 

or may entitle, its holder to equity shares. 

Examples of potential equity shares are:  

a. Debt instruments or preference shares, that are convertible into equity 

shares; 

b. Share warrants; 

c. Options including employee stock option plans under which employees of an 

enterprise are entitled to receive equity shares as part of their remuneration 

and other similar plans; and 

d. Shares which would be issued upon the satisfaction of certain conditions 

resulting from contractual arrangements (contingently issuable shares), such 

as the acquisition of a business or other assets, or shares issuable under a 

loan contract upon default of payment of principal or interest, if the contract 

so provides. 

Share warrants or options are financial instruments that give the holder the 

right to acquire equity shares. 

Fair value is the amount for which an asset could be exchanged, or a liability 

settled, between knowledgeable, willing parties in an arm’s length transaction. 

Basic Earnings Per Share 

Basic earnings per share is calculated as 
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Net profit (loss) attributable to equity shareholders

Weighted average number of equity shares outstanding during the period
 

Earnings- Basic 

All items of income and expense which are recognised in a period, including tax 

expense and extraordinary items, are included in the determination of the net 

profit or loss for the period unless AS 5 requires or permits otherwise. 

The amount of preference dividends and any attributable tax thereto for the 

period is deducted from the net profit for the period (or added to the net loss for 

the period) in order to calculate the net profit or loss for the period attributable 

to equity shareholders. 

The amount of preference dividends for the period that is deducted from the net 

profit for the period is:  

a. The amount of any preference dividends on non-cumulative preference 

shares provided for in respect of the period; and 

b. The full amount of the required preference dividends for cumulative 

preference shares for the period, whether or not the dividends have been 

provided for. The amount of preference dividends for the period does not 

include the amount of any preference dividends for cumulative preference 

shares paid or declared during the current period in respect of previous 

periods. 

If an enterprise has more than one class of equity shares, net profit or loss for the 

period is apportioned over the different classes of shares in accordance with their 

dividend rights. 

Per share- Basic 

The number of shares used in the denominator for basic EPS should be the 

weighted average number of equity shares outstanding during the period. 

The weighted average number of equity shares outstanding during the period is 

the number of shares outstanding at the beginning of the period, adjusted by the 

number of equity shares bought back or issued during the period multiplied by a 

time-weighting factor. 

The time-weighting factor is: 

  
Numbers of days the shares are outstanding

Number of days in the period
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Although the Standard defines the time-weighting factor as being determined on 

a daily basis, it acknowledges that a reasonable approximation of the weighted 

average is adequate in many circumstances. 

Illustration 1 

 Date  Particulars Purchased Sold Balance 

1st January Balance at beginning of 

year 

   1,800   -  1,800 

31st May Issue of shares for cash       600   -  2,400 

1st November Buy Back of shares         - 300  2,100 

Calculate Weighted Number of Shares. 

Solution 

Computation of Weighted Average: 

(1,800 x 5/12) + (2,400 x 5/12) + (2,100 x 2/12) = 2,100 shares. 

The weighted average number of shares can alternatively be computed as follows: 

(1,800 x12/12) + (600 x 7/12) - (300 x 2/12) = 2,100 shares 

In most cases, shares are included in the weighted average number of shares from 

the date the consideration is receivable, for example:  

a. Equity shares issued in exchange for cash are included when cash is 

receivable; 

b. Equity shares issued as a result of the conversion of a debt instrument to 

equity shares are included as of the date of conversion; 

c. Equity shares issued in lieu of interest or principal on other financial 

instruments are included as of the date interest ceases to accrue; 

d. Equity shares issued in exchange for the settlement of a liability of the 

enterprise are included as of the date the settlement becomes effective; 

e. Equity shares issued as consideration for the acquisition of an asset other 

than cash are included as of the date on which the acquisition is recognised; 

and 

f. Equity shares issued for the rendering of services to the enterprise are 

included as the services are rendered.  

In these and other cases, the timing of the inclusion of equity shares is 

determined by the specific terms and conditions attaching to their issue. Due 
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consideration should be given to the substance of any contract associated with 

the issue. 

Equity shares issued as part of the consideration in an amalgamation in the 

nature of purchase are included in the weighted average number of shares as of 

the date of the acquisition because the transferee incorporates the results of the 

operations of the transferor into its statement of profit and loss as from the date 

of acquisition.  Equity shares issued as part of the consideration in an 

amalgamation in the nature of merger are included in the calculation of the 

weighted average number of shares from the beginning of the reporting period 

because the financial statements of the combined enterprise for the reporting 

period are prepared as if the combined entity had existed from the beginning of 

the reporting period.  Therefore, the number of equity shares used for the 

calculation of basic earnings per share in an amalgamation in the nature of 

merger is the aggregate of the weighted average number of shares of the 

combined enterprises, adjusted to equivalent shares of the enterprise whose 

shares are outstanding after the amalgamation.   

Partly paid equity shares are treated as a fraction of an equity share to the 

extent that they were entitled to participate in dividends relative to a fully paid 

equity share during the reporting period. 

Illustration 2 

 Date Particulars No. of Share Face Value Paid up Value 

1st January Balance at 

beginning of year 

1,800 `  10 ` 10 

31st October Issue of Shares 600 `  10 ` 5 

Calculate Weighted Number of Shares. 

Solution 

Assuming that partly paid shares are entitled to participate in the dividend to the 

extent of amount paid, number of partly paid equity shares would be taken as 300 

for the purpose of calculation of earnings per share. 

Computation of weighted average would be as follows: 

(1,800 x 12/12) + (300 x 2/12) = 1,850 shares. 

Where an enterprise has equity shares of different nominal values but with the 

same dividend rights, the number of equity shares is calculated by converting all 

such equity shares into equivalent number of shares of the same nominal value. 
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Equity shares which are issuable upon the satisfaction of certain conditions 

resulting from contractual arrangements (contingently issuable shares) are 

considered outstanding, and included in the computation of basic earnings per 

share from the date when all necessary conditions under the contract have been 

satisfied. 

Equity shares may be issued, or the number of shares outstanding may be 

reduced, without a corresponding change in resources. Examples include:  

a. A bonus issue;

b. A bonus element in any other issue, for example a bonus element in a rights

issue to existing shareholders;

c. A share split; and

d. A reverse share split (consolidation of shares).

In case of a bonus issue or a share split, equity shares are issued to existing 

shareholders for no additional consideration. Therefore, the number of equity 

shares outstanding is increased without an increase in resources. The number of 

equity shares outstanding before the event is adjusted for the proportionate 

change in the number of equity shares outstanding as if the event had occurred 

at the beginning of the earliest period reported. For example, upon a two-for-one 

bonus issue, the number of shares outstanding prior to the issue is multiplied by 

a factor of three to obtain the new total number of shares, or by a factor of two to 

obtain the number of additional shares. 

Illustration 3 

Net profit for the year 2016 ` 18,00,000 

Net profit for the year 2017 ` 60,00,000 

No. of equity shares outstanding until 30th September 2017      20,00,000 

Bonus issue 1st October 2017 was 2 equity shares for each equity share outstanding 

at 30th September, 2017 

Calculate Basic Earnings Per Share. 

Solution 

No. of Bonus Issue 20,00,000 x 2 = 40,00,000 shares 

Earnings per share for the year 2017
( )

 60,00,000

20,00,000 + 40,00,000

`
= ` 1.00 
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Adjusted earnings per share for the year 2016 
( )

  18,00,000

20,00,000 40,00,000+

`
 = ` 0.30 

Since the bonus issue is an issue without consideration, the issue is treated as if it 

had occurred prior to the beginning of the year 2016, the earliest period reported. 

The issue of equity shares at the time of exercise or conversion of potential equity 

shares will not usually give rise to a bonus element, since the potential equity 

shares will usually have been issued for full value, resulting in a proportionate 

change in the resources available to the enterprise. In a rights issue, on the other 

hand, the exercise price is often less than the fair value of the shares. Therefore, a 

rights issue usually includes a bonus element. The number of equity shares to be 

used in calculating basic earnings per share for all periods prior to the rights issue 

is the number of equity shares outstanding prior to the issue, multiplied by the 

following adjustment factor: 

Fair value per share immediately prior to the exercise of rights

Theoretical ex-rights fair value per share
 

The theoretical ex-rights fair value per share is calculated by adding the 

aggregate fair value of the shares immediately prior to the exercise of the rights 

to the proceeds from the exercise of the rights, and dividing by the number of 

shares outstanding after the exercise of the rights. 

Illustration 4 

Net profit for the year 2016 ` 11,00,000 

Net profit for the year 2017 ` 15,00,000 

No. of shares outstanding prior to rights issue 5,00,000 shares 

Rights issue price ` 15.00 

Last date to exercise rights 1st March 2017 

Rights issue is one new share for each five outstanding (i.e. 1,00,000 new shares)  

Fair value of one equity share immediately prior to exercise of rights on 1st March 

2017 was ` 21.00.  Compute Basic Earnings Per Share. 

Solution 

Fair value of shares immediately prior to exercise of rights + Total  amount  received  from  exercise

Number of shares outstanding prior to exercise + Number of shares issued in the exercise

` `(  21.00×5,00,000 shares) + (  15.00 ×1,00,000 Shares)

5,00,000 Shares + 1,00,000 Shares
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Theoretical ex-rights fair value per share = ` 20.00 

Computation of adjustment factor: 

Fair value per share prior to exercise of rights

Theoretical ex-rights value per share

 

 

`

`

(21.00)

(20.00)
= 1.05 

Computation of earnings per share: 

EPS for the year 2016 as originally reported: ` 11,00,000/5,00,000 shares = ` 2.20 

EPS for the year 2016 restated for rights issue: ` 11,00,000/ (5,00,000 shares x 

1.05) = ` 2.10 

EPS for the year 2017 including effects of rights issue:  

(5,00,000 x 1.05 x 2/12) + (6,00,000 x 10/12) = 5,87,500 shares 

EPS = 15,00,000/5,87,500 = ` 2.55 

Diluted Earnings Per Share 

In calculating diluted earnings per share, effect is given to all dilutive potential 

equity shares that were outstanding during the period, that is:  

a. The net profit for the period attributable to equity shares is:

i. Increased by the amount of dividends recognised in the period in

respect of the dilutive potential equity shares as adjusted for any

attributable change in tax expense for the period;

ii. Increased by the amount of interest recognised in the period in

respect of the dilutive potential equity shares as adjusted for any

attributable change in tax expense for the period; and

iii. Adjusted for the after-tax amount of any other changes in expenses or

income that would result from the conversion of the dilutive potential

equity shares.

b. The weighted average number of equity shares outstanding during the

period is increased by the weighted average number of additional equity

shares which would have been outstanding assuming the conversion of all

dilutive potential equity shares.

For the purpose of AS 20, share application money pending allotment or any 

advance share application money as at the balance sheet date, which is not 

statutorily required to be kept separately and is being utilised in the business of 

the enterprise, is treated in the same manner as dilutive potential equity shares 

for the purpose of calculation of diluted earnings per share. 
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Earnings- Diluted 

For the purpose of calculating diluted earnings per share, the amount of net 

profit or loss for the period attributable to equity shareholders, should be 

adjusted by the following, after taking into account any attributable change in tax 

expense for the period: 

(a)  any dividends on dilutive potential equity shares which have been deducted 

in arriving at the net profit attributable to equity shareholders; 

(b)  interest recognised in the period for the dilutive potential equity shares; and 

(c)  any other changes in expenses or income that would result from the 

conversion of the dilutive potential equity shares. 

After the potential equity shares are converted into equity shares, the dividends, 

interest and other expenses or income associated with those potential equity 

shares will no longer be incurred (or earned). Instead, the new equity shares will 

be entitled to participate in the net profit attributable to equity shareholders. 

Therefore, the net profit for the period attributable to equity shareholders 

calculated in Basic Earnings Per Share is increased by the amount of dividends, 

interest and other expenses that will be saved, and reduced by the amount of 

income that will cease to accrue, on the conversion of the dilutive potential equity 

shares into equity shares. The amounts of dividends, interest and other expenses 

or income are adjusted for any attributable taxes. 

Illustration 5 

Net profit for the current year ` 1,00,00,000 

No. of equity shares outstanding 50,00,000 

Basic earnings per share ` 2.00 

No. of 12% convertible debentures of ` 100 each 1,00,000  

Each debenture is convertible into 10 equity shares  

Interest expense for the current year ` 12,00,000 

Tax relating to interest expense (30%) ` 3,60,000 

Compute Diluted Earnings Per Share. 

Solution 

Adjusted net profit for the current year (1,00,00,000 + 12,00,000 – 3,60,000) =  

` 1,08,40,000 

No. of equity shares resulting from conversion of debentures: 10,00,000 Shares 
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No. of equity shares used to compute diluted EPS: (50,00,000 + 10,00,000)  

= 60,00,000 Shares 

Diluted earnings per share: (1,08,40,000/60,00,000) = ` 1.81 

Per share- Diluted 

For the purpose of calculating diluted earnings per share, the number of equity 

shares should be the aggregate of the weighted average number of equity shares, 

and the weighted average number of equity shares which would be issued on the 

conversion of all the dilutive potential equity shares into equity shares. Dilutive 

potential equity shares should be deemed to have been converted into equity 

shares at the beginning of the period or, if issued later, the date of the issue of 

the potential equity shares. 

The number of equity shares which would be issued on the conversion of dilutive 

potential equity shares is determined from the terms of the potential equity 

shares. The computation assumes the most advantageous conversion rate or 

exercise price from the standpoint of the holder of the potential equity shares. 

Equity shares which are issuable upon the satisfaction of certain conditions 

resulting from contractual arrangements (contingently issuable shares) are 

considered outstanding and included in the computation of both the basic 

earnings per share and diluted earnings per share from the date when the 

conditions under a contract are met. If the conditions have not been met, for 

computing the diluted earnings per share, contingently issuable shares are 

included as of the beginning of the period (or as of the date of the contingent 

share agreement, if later). The number of contingently issuable shares included in 

this case in computing the diluted earnings per share is based on the number of 

shares that would be issuable if the end of the reporting period was the end of 

the contingency period. Restatement is not permitted if the conditions are not 

met when the contingency period actually expires subsequent to the end of the 

reporting period. The provisions of this paragraph apply equally to potential 

equity shares that are issuable upon the satisfaction of certain conditions 

(contingently issuable potential equity shares). 

For the purpose of calculating diluted earnings per share, an enterprise should 

assume the exercise of dilutive options and other dilutive potential equity shares 

of the enterprise. The assumed proceeds from these issues should be considered 

to have been received from the issue of shares at fair value. The difference 

between the number of shares issuable and the number of shares that would have 

been issued at fair value should be treated as an issue of equity shares for no 
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consideration. 

Options and other share purchase arrangements are dilutive when they would 

result in the issue of equity shares for less than fair value. The amount of the 

dilution is fair value less the issue price. Therefore, in order to calculate diluted 

earnings per share, each such arrangement is treated as consisting of:  

a. A contract to issue a certain number of equity shares at their average fair 

value during the period. The shares to be so issued are fairly priced and are 

assumed to be neither dilutive nor anti-dilutive. They are ignored in the 

computation of diluted earnings per share; and 

b. A contract to issue the remaining equity shares for no consideration. Such 

equity shares generate no proceeds and have no effect on the net profit 

attributable to equity shares outstanding. Therefore, such shares are dilutive 

and are added to the number of equity shares outstanding in the 

computation of diluted earnings per share. 

Illustration 6 

Net profit for the year 2017 ` 12,00,000 

Weighted average number of equity shares outstanding 

during the year 2017 

 5,00,000 shares 

Average fair value of one equity share during the year 2017 ` 20.00 

Weighted average number of shares under option during 

the year 2017 

1,00,000 shares 

Exercise price for shares under option during the year 2017 ` 15.00 

Compute Basic and Diluted Earnings Per Share. 

Solution 

Computation of earnings per share 

 Earnings Shares Earnings/Share 

 `  ` 

Net profit for the year 2017 12,00,000   

Weighted average no. of shares 

during year 2017 

 5,00,000  

Basic earnings per share   2.40 

Number of shares under option  1,00,000  

Number of shares that would have    
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been issued at  

fair value (100,000 x 15.00)/20.00   (75,000)  

Diluted earnings per share 12,00,000 5,25,000 2.29 

Note: The earnings have not been increased as the total number of shares has 

been increased only by the number of shares (25,000) deemed for the purpose of 

the computation to have been issued for no consideration. 

To the extent that partly paid shares are not entitled to participate in dividends 

during the reporting period they are considered the equivalent of warrants or 

options. 

Dilutive Potential Equity Shares 

Potential equity shares are anti-dilutive when their conversion to equity shares 

would increase earnings per share from continuing ordinary activities or decrease 

loss per share from continuing ordinary activities. The effects of anti-dilutive 

potential equity shares are ignored in calculating diluted earnings per share. 

In considering whether potential equity shares are dilutive or antidilutive, each 

issue or series of potential equity shares is considered separately rather than in 

aggregate. The sequence in which potential equity shares are considered may 

affect whether or not they are dilutive. Therefore, in order to maximise the 

dilution of basic earnings per share, each issue or series of potential equity shares 

is considered in sequence from the most dilutive to the least dilutive. For the 

purpose of determining the sequence from most dilutive to least dilutive 

potential equity shares, the earnings per incremental potential equity share is 

calculated. Where the earnings per incremental share is the least, the potential 

equity share is considered most dilutive and vice-versa. 

Potential equity shares are weighted for the period they were outstanding. 

Potential equity shares that were cancelled or allowed to lapse during the 

reporting period are included in the computation of diluted earnings per share 

only for the portion of the period during which they were outstanding. Potential 

equity shares that have been converted into equity shares during the reporting 

period are included in the calculation of diluted earnings per share from the 

beginning of the period to the date of conversion; from the date of conversion, 

the resulting equity shares are included in computing both basic and diluted 

earnings per share. 
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Restatement 

If the number of equity or potential equity shares outstanding increases as a 

result of a bonus issue or share split or decreases as a result of a reverse share 

split (consolidation of shares), the calculation of basic and diluted earnings per 

share should be adjusted for all the periods presented. If these changes occur 

after the balance sheet date but before the date on which the financial 

statements are approved by the board of directors, the per share calculations for 

those financial statements and any prior period financial statements presented 

should be based on the new number of shares. When per share calculations 

reflect such changes in the number of shares, that fact should be disclosed. 

Presentation 

An enterprise should present basic and diluted earnings per share on the face of 

the statement of profit and loss for each class of equity shares that has a different 

right to share in the net profit for the period. An enterprise should present basic 

and diluted earnings per share with equal prominence for all periods presented. 

AS 20 requires an enterprise to present basic and diluted earnings per share, even 

if the amounts disclosed are negative (a loss per share). 

Disclosure 

An enterprise should disclose the following: 

a. Where the statement of profit and loss includes extraordinary items (as

defined is AS 5), basic and diluted EPS computed on the basis of earnings

excluding extraordinary items (net of tax expense);

b. The amounts used as the numerators in calculating basic and diluted earnings

per share, and a reconciliation of those amounts to the net profit or loss for

the period;

c. The weighted average number of equity shares used as the denominator in

calculating basic and diluted earnings per share, and a reconciliation of these

denominators to each other; and

d. The nominal value of shares along with the earnings per share figures.

If an enterprise discloses, in addition to basic and diluted earnings per share, per 

share amounts using a reported component of net profit other than net profit or 

loss for the period attributable to equity shareholders, such amounts should be 

calculated using the weighted average number of equity shares determined in 

accordance with AS 20. If a component of net profit is used which is not reported 
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as a line item in the statement of profit and loss, a reconciliation should be 

provided between the component used and a line item which is reported in the 

statement of profit and loss. Basic and diluted per share amounts should be 

disclosed with equal prominence. 

2.7  AS 24: DISCONTINUING OPERATIONS 

Introduction 

AS 24 is applicable to all discontinuing operations. 

The objective of AS 24 is to establish principles for reporting information about 

discontinuing operations, thereby enhancing the ability of users of financial 

statements to make projections of an enterprise's cash flows, earnings-generating 

capacity, and financial position by segregating information about discontinuing 

operations from information about continuing operations. 

Discontinuing Operation 

A discontinuing operation is a component of an enterprise:  

a. That the enterprise, pursuant to a single plan, is: 

(i) Disposing of substantially in its entirety, such as by selling the 

component in a single transaction or by demerger or spin-off of 

ownership of the component to the enterprise's shareholders or 

(ii) Disposing of piecemeal, such as by selling off the component's assets 

and settling its liabilities individually or 

(iii) Terminating through abandonment and 

b. That represents a separate major line of business or geographical area of 

operations. 

c. That can be distinguished operationally and for financial reporting purposes. 

A reportable business segment or geographical segment as defined in AS 17 

‘Segment Reporting’, would normally satisfy criterion (b) of the above definition, 

that is, it would represent a separate major line of business or geographical area 

of operations. A part or such a segment may also satisfy criterion (b) of the above 

definition. For an enterprise that operates in a single business or geographical 

segment and, therefore, does not report segment information, a major product or 

service line may also satisfy the criteria of the definition.  

Instead of disposing of a component substantially in its entirety, an enterprise 
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may discontinue and dispose of the component by selling its assets and settling 

its liabilities piecemeal (individually or in small groups). For piecemeal disposals, 

while the overall result may be a net gain or a net loss, the sale of an individual 

asset or settlement of an individual liability may have the opposite effect. 

Moreover, there is no specific date at which an overall binding sale agreement is 

entered into. Rather, the sales of assets and settlements of liabilities may occur 

over a period of months or perhaps even longer. Thus, disposal of a component 

may be in progress at the end of a financial reporting period. To qualify as a 

discontinuing operation, the disposal must be pursuant to a single coordinated 

plan. 

An enterprise may terminate an operation by abandonment without substantial 

sales of assets. An abandoned operation would be a discontinuing operation if it 

satisfies the criteria in the definition. However, changing the scope of an 

operation or the manner in which it is conducted is not abandonment because 

that operation, although changed, is continuing. 

Examples of activities that do not necessarily satisfy criterion (a) of the definition, 

but that might do so in combination with other circumstances, include:  

a. Gradual or evolutionary phasing out of a product line or class of service. 

b. Discontinuing, even if relatively abruptly, several products within an ongoing 

line of business. 

c. Shifting of some production or marketing activities for a particular line of 

business from one location to another and 

d. Closing of a facility to achieve productivity improvements or other cost 

savings.  

An example in relation to consolidated financial statements is selling a subsidiary 

whose activities are similar to those of the parent or other subsidiaries. 

A component can be distinguished operationally and for financial reporting 

purposes - criterion (c) of the definition of a discontinuing operation - if all the 

following conditions are met:  

a. The operating assets and liabilities of the component can be directly 

attributed to it. 

b. Its revenue can be directly attributed to it. 

c. At least a majority of its operating expenses can be directly attributed to it. 

Assets, liabilities, revenue, and expenses are directly attributable to a component 

© The Institute of Chartered Accountants of India



 

 

1.76 

 

ADVANCED ACCOUNTING 

if they would be eliminated when the component is sold, abandoned or otherwise 

disposed of. If debt is attributable to a component, the related interest and other 

financing costs are similarly attributed to it.  

Discontinuing operations are infrequent events, but this does not mean that all 

infrequent events are discontinuing operations. 

The fact that a disposal of a component of an enterprise is classified as a 

discontinuing operation under AS 24 does not, in itself, bring into question the 

enterprise's ability to continue as a going concern. 

Initial Disclosure event 

With respect to a discontinuing operation, the initial disclosure event is the 

occurrence of one of the following, whichever occurs earlier:  

a. The enterprise has entered into a binding sale agreement for substantially all 

of the assets attributable to the discontinuing operation or 

b. The enterprise's board of directors or similar governing body has both  

(i)  approved a detailed, formal plan for the discontinuance and  

(ii)  made an announcement of the plan. 

A detailed, formal plan for the discontinuance normally includes: 

• identification of the major assets to be disposed of; 

• the expected method of disposal; 

• the period expected to be required for completion of the disposal; 

• the principal locations affected; 

• the location, function, and approximate number or employees who will be 

compensated for terminating their services; and  

• the estimated proceeds or salvage to be realised by disposal. 

An enterprise’s board of directors or similar governing body is considered to have 

made the announcement of a detailed, formal plan for discontinuance, if it has 

announced the main features of the plan to those affected by it, such as, lenders, 

stock exchanges, trade payables, trade unions, etc. in a sufficiently specific 

manner so as to make the enterprise demonstrably committed to the 

discontinuance. 

Recognition and Measurement 

For recognising and measuring the effect of discontinuing operations, this AS 

© The Institute of Chartered Accountants of India



1.77 

 

APPLICATION OF ACCOUNTING STANDARDS 

does not provide any guidelines, but for the purpose the relevant Accounting 

Standards should be referred. 

Presentation and Disclosure 

Initial Disclosure 

An enterprise should include the following information relating to a 
discontinuing operation in its financial statements beginning with the 
financial statements for the period in which the initial disclosure event 
occurs:  
a. A description of the discontinuing operation(s)

b. The business or geographical segment(s) in which it is reported as per AS 17

c. The date and nature of the initial disclosure event.

d. The date or period in which the discontinuance is expected to be completed

if known or determinable

e. The carrying amounts, as of the balance sheet date, of the total assets to be

disposed of and the total liabilities to be settled

f. The amounts of revenue and expenses in respect of the ordinary activities

attributable to the discontinuing operation during the current financial

reporting period

g. The amount of pre-tax profit or loss from ordinary activities attributable to

the discontinuing operation during the current financial reporting period, and

the income tax expense related thereto

h. The amounts of net cash flows attributable to the operating, investing, and

financing activities of the discontinuing operation during the current financial

reporting period

Disclosures other than Initial Disclosures Note 

All the disclosures above should be presented in the notes to the financial 

statements except for amounts pertaining to pre-tax profit/loss of the 

discontinuing operation and the income tax expense thereon (second last bullet 

above) which should be shown on the face of the statement of profit and loss.  

Other disclosures 

When an enterprise disposes of assets or settles liabilities attributable to a 

discontinuing operation or enters into binding agreements for the sale of such 

assets or the settlement of such liabilities, it should include, in its financial 

statements, the following information when the events occur:  
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a. For any gain or loss that is recognised on the disposal of assets or settlement 

of liabilities attributable to the discontinuing operation, (i) the amount of the 

pre-tax gain or loss and (ii) income tax expense relating to the gain or loss 

and  

b. The net selling price or range of prices (which is after deducting expected 

disposal costs) of those net assets for which the enterprise has entered into 

one or more binding sale agreements, the expected timing of receipt of those 

cash flows and the carrying amount of those net assets on the balance sheet 

date. 

Updating the disclosures 

In addition to these disclosures, an enterprise should include, in its financial 

statements, for periods subsequent to the one in which the initial disclosure event 

occurs, a description of any significant changes in the amount or timing of cash 

flows relating to the assets to be disposed or liabilities to be settled and the 

events causing those changes.  

The disclosures should continue in financial statements for periods up to and 

including the period in which the discontinuance is completed.  Discontinuance is 

completed when the plan is substantially completed or abandoned, though full 

payments from the buyer(s) may not yet have been received. 

 If an enterprise abandons or withdraws from a plan that was previously reported 

as a discontinuing operation, that fact, reasons therefore and its effect should be 

disclosed.  

Separate disclosure for each discontinuing operation 

Any disclosures required by AS 24 should be presented separately for each 

discontinuing operation. 

Presentation of the required disclosures 

The above disclosures should be presented in the notes to the financial 

statements except the following which should be shown on the face of the 

statement of profit and loss:  

a. The amount of pre-tax profit or loss from ordinary activities attributable to 

the discontinuing operation during the current financial reporting period, and 

the income tax expense related thereto and 

b. The amount of the pre-tax gain or loss recognised on the disposal of assets 

or settlement of liabilities attributable to the discontinuing operation. 

Restatement of prior periods 
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Comparative information for prior periods that is presented in financial 

statements prepared after the initial disclosure event should be restated to 

segregate assets, liabilities, revenue, expenses, and cash flows of continuing and 

discontinuing operations in a manner similar to that mentioned above. 

Disclosure in interim financial reports 

Disclosures in an interim financial report in respect of a discontinuing operation 

should be made in accordance with AS 25, ‘Interim Financial Reporting’, including: 

a. Any significant activities or events since the end of the most recent annual

reporting period relating to a discontinuing operation and

b. Any significant changes in the amount or timing of cash flows relating to the

assets to be disposed or liabilities to be settled.

2.8 AS 26 : INTANGIBLE ASSETS 

Introduction 

The objective of AS 26 is to prescribe the accounting treatment for intangible 

assets that are not dealt with specifically in another Accounting Standard. AS 26 

requires an enterprise to recognise an intangible asset if, and only if, certain 

criteria are met. AS 26 also specifies how to measure the carrying amount of 

intangible assets and requires certain disclosures about intangible assets. 

Scope 

AS 26 should be applied by all enterprises in accounting for intangible assets, 

except:  

a. Intangible assets that are covered by another Accounting Standard

For example, AS 26 does not apply to:

(a) intangible assets held by an enterprise for sale in the ordinary course of

business (AS 2 and AS 7)

(b) deferred tax assets (AS 22)

(c) leases that fall within the scope of AS 19

(d) goodwill arising on an amalgamation (AS 14 (Revised)) and goodwill arising

on consolidation (AS 21 (Revised))

b. Financial assets.
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c. Mineral rights and expenditure on the exploration for, or development and 

extraction of, minerals, oil, natural gas and similar non-regenerative resources 

and 

d. Intangible assets arising in insurance enterprises from contracts with 

policyholders. 

However, AS 26 applies to other intangible assets used (such as computer 

software), and other expenditure (such as start-up costs), in extractive industries 

or by insurance enterprises. 

AS 26 also applies to: 

(i) expenditure on advertising, training, start - up cost 

(ii) Research and development activities 

(iii) Right under licensing agreements for items such as motion picture films, 

video recordings, plays, manuscripts 

(iv) Patents, copyrights and trademarks 

(v) goodwill 

Definitions 

An asset is a resource:  

a. Controlled by an enterprise as a result of past events and 

b. From which future economic benefits are expected to flow to the enterprise.  

Monetary assets are money held and assets to be received in fixed or 

determinable amounts of money. 

Non-monetary assets are assets other than monetary assets. 

Amortisation is the systematic allocation of the depreciable amount of an 

intangible asset over its useful life. 

Depreciable amount is the cost of an asset less its residual value. 

Useful life is either: 

(a)  the period of time over which an asset is expected to be used by the 

enterprise; or 

(b)  the number of production or similar units expected to be obtained from the 

asset by the enterprise. 
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Fair value of an asset is the amount for which that asset could be exchanged 

between knowledgeable, willing parties in an arm's length transaction. 

An active market is a market where all the following conditions exist:  

a. The items traded within the market are homogeneous. 

b. Willing buyers and sellers can normally be found at any time and 

c. Prices are available to the public.  

An impairment loss is the amount by which the carrying amount of an asset 

exceeds its recoverable amount. 

Carrying amount is the amount at which an asset is recognised in the balance 

sheet, net of any accumulated amortisation and accumulated impairment losses 

thereon. 

A financial asset is any asset that is:  

a. Cash, 

b. A contractual right to receive cash or another financial asset from another 

enterprise, 

c. A contractual right to exchange financial instruments with another enterprise 

under conditions that are potentially favourable or 

d. An ownership interest in another enterprise. 

Intangible Assets 

An intangible asset is  

• an identifiable 

• non-monetary asset 

• without physical substance 

• held for use in the production or supply of goods or services, for rental to 

others, or for administrative purposes. 

Enterprises frequently expend resources, or incur liabilities, on the acquisition, 

development, maintenance or enhancement of intangible resources such as 

scientific or technical knowledge, design and implementation of new processes or 

systems, licences, intellectual property, market knowledge and trademarks 

(including brand names and publishing titles). Common examples of items 

encompassed by these broad headings are computer software, patents, 

copyrights, motion picture films, customer lists, mortgage servicing rights, fishing 

licences, import quotas, franchises, customer or supplier relationships, customer 
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loyalty, market share and marketing rights. Goodwill is another example of an 

item of intangible nature which either arises on acquisition or is internally 

generated. 

Not all the items described above will meet the definition of an intangible asset, 

that is, identifiability, control over a resource and expectation of future economic 

benefits flowing to the enterprise. If an item covered by AS 26 does not meet the 

definition of an intangible asset, expenditure to acquire it or generate it internally 

is recognised as an expense when it is incurred. 

Some intangible assets may be contained in or on a physical substance such as a 

compact disk (in the case of computer software), legal documentation (in the case 

of a licence or patent) or film (in the case of motion pictures). The cost of the 

physical substance containing the intangible assets is usually not significant. 

Accordingly, the physical substance containing an intangible asset, though 

tangible in nature, is commonly treated as a part of the intangible asset contained 

in or on it. 

In some cases, an asset may incorporate both intangible and tangible elements 

that are, in practice, inseparable. Judgement is required to assess as to which 

element is predominant. For example, computer software for a computer 

controlled machine tool that cannot operate without that specific software is an 

integral part of the related hardware and it is treated as a fixed asset. The same 

applies to the operating system of a computer. Where the software is not an 

integral part of the related hardware, computer software is treated as an 

intangible asset. 

Identifiability 

• The definition of an intangible asset requires that an intangible asset be

identifiable. To be identifiable, it is necessary that the intangible asset is

clearly distinguished from goodwill.

• An intangible asset can be clearly distinguished from goodwill if the asset is

separable. An asset is separable if the enterprise could rent, sell, exchange or

distribute the specific future economic benefits attributable to the asset

without also disposing of future economic benefits that flow from other assets

used in the same revenue earning activity.

• Though Separability is not a necessary condition for identifiability. If an asset

generates future economic benefits only in combination with other assets, the

asset is identifiable if the enterprise can identify the future economic benefits

that will flow from the asset.
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Control 

An enterprise controls an asset if the enterprise has the power to obtain the 

future economic benefits flowing from the underlying resource and also can 

restrict the access of others to those benefits. The capacity of an enterprise to 

control the future economic benefits from an intangible asset would normally 

stem from legal rights that are enforceable in a court of law. However, legal 

enforceability of a right is not a necessary condition for control since an 

enterprise may be able to control the future economic benefits in some other 

way. 

Market and technical knowledge may give rise to future economic benefits. An 

enterprise controls those benefits if, for example, the knowledge is protected by 

legal rights such as copyrights, a restraint of trade agreement or by a legal duty on 

employees to maintain confidentiality. 

Future economic benefit is also flown from the skill of labour and customer loyalty 

but usually this flow of benefits cannot be controlled by the enterprise as employees 

may leave the enterprise anytime or even loyal customers may decide to purchase 

goods and services from other suppliers. Hence, these items don’t even qualify as 

intangible asset as per the definition given in AS 26. 

Future Economic Benefits 

The future economic benefits flowing from an intangible asset may include revenue 

from the sale of products or services, cost savings, or other benefits resulting from 

the use of the asset by the enterprise. For example, the use of intellectual property in 

a production process may reduce future production costs rather than increase future 

revenues. 

Recognition and Initial Measurement of an Intangible Asset 

The recognition of an item as an intangible asset requires an enterprise to 

demonstrate that the item meets the definition of an intangible asset and 

recognition criteria set out as below: 

a. It is probable that the future economic benefits that are attributable to the 

asset will flow to the enterprise; and 

b. The cost of the asset can be measured reliably. 

An intangible asset should be measured initially at cost. 

An enterprise should assess the probability of future economic benefits using 

reasonable and supportable assumptions that represent best estimate of the set of 

economic conditions that will exist over the useful life of the asset. 
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An intangible asset should be measured initially at cost. 

Separate Acquisition 

If an intangible asset is acquired separately, the cost of the intangible asset can 

usually be measured reliably. This is particularly so when the purchase 

consideration is in the form of cash or other monetary assets. 

The cost of an intangible asset comprises its purchase price, including any import 

duties and other taxes (other than those subsequently recoverable by the 

enterprise from the taxing authorities), and any directly attributable expenditure 

on making the asset ready for its intended use. Directly attributable expenditure 

includes, for example, professional fees for legal services. Any trade discounts and 

rebates are deducted in arriving at the cost. 

If an intangible asset is acquired in exchange for shares or other securities of the 

reporting enterprise, the asset is recorded at its fair value, or the fair value of the 

securities issued, whichever is more clearly evident. 

Acquisition as part of an Amalgamation 

An intangible asset acquired in an amalgamation in the nature of purchase is 

accounted for in accordance with AS 14 (Revised). In accordance with AS 26:  

a. A transferee recognises an intangible asset that meets the recognition 

criteria, even if that intangible asset had not been recognised in the financial 

statements of the transferor and 

b. If the cost (i.e. fair value) of an intangible asset acquired as part of an 

amalgamation in the nature of purchase cannot be measured reliably, that 

asset is not recognised as a separate intangible asset but is included in 

goodwill. 

Hence, judgement is required to determine whether the cost (i.e. fair value) of an 

intangible asset acquired in an amalgamation can be measured with sufficient 

reliability for the purpose of separate recognition. Quoted market prices in an 

active market provide the most reliable measurement of fair value. The 

appropriate market price is usually the current bid price. If current bid prices are 

unavailable, the price of the most recent similar transaction may provide a basis 

from which to estimate fair value, provided that there has not been a significant 

change in economic circumstances between the transaction date and the date at 

which the asset's fair value is estimated. 

If no active market exists for an asset, its cost reflects the amount that the 

enterprise would have paid, at the date of the acquisition, for the asset in an 
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arm's length transaction between knowledgeable and willing parties, based on 

the best information available. The cost initially recognised for the intangible 

asset in this case is restricted to an amount that does not create or increase any 

capital reserve arising at the date of the amalgamation. 

Acquisition by way of a Government Grant 

In some cases, an intangible asset may be acquired free of charge, or for nominal 

consideration, by way of a government grant. This may occur when a government 

transfers or allocates to an enterprise intangible assets such as airport landing 

rights, licences to operate radio or television stations, import licences or quotas 

or rights to access other restricted resources. AS 12, requires that government 

grants in the form of non-monetary assets, given at a concessional rate should be 

accounted for on the basis of their acquisition cost. Accordingly, intangible asset 

acquired free of charge, or for nominal consideration, by way of government 

grant is recognised at a nominal value or at the acquisition cost, as appropriate; 

any expenditure that is directly attributable to making the asset ready for its 

intended use is also included in the cost of the asset. 

Exchanges of assets 

An intangible asset may be acquired in exchange or part exchange for another 

asset. In such a case, the cost of the asset acquired is determined in accordance 

with the principles laid down in this regard in AS 10. 

Internally generate goodwill 

Internally generated goodwill is not recognised as an asset because it is not an 

identifiable resource controlled by the enterprise that can be measured reliably at 

cost. 

Internally Generated Intangible Assets 

To assess whether an internally generated intangible asset meets the criteria for 

recognition, an enterprise classifies the generation of the asset into  

 Research Phase &  

 Development Phase  

If an enterprise cannot distinguish the research phase from the development 

phase of an internal project to create an intangible asset, the enterprise treats the 

expenditure on that project as if it were incurred in the research phase only. 
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Research Phase 

Research is original and planned investigation undertaken with the prospect of 

gaining new scientific or technical knowledge and understanding. 

No intangible asset arising from research or from the research phase should be 

recognised. Expenditure on research or on the research phase should be 

recognised as an expense when it is incurred. 

Examples of research activities are:  

a. Activities aimed at obtaining new knowledge. 

b. The search for, evaluation and final selection of, applications of research 

findings or other knowledge. 

c. The search for alternatives for materials, devices, products, processes, systems or 

services;  

d. The formulation, design, evaluation and final selection of possible alternatives 

for new or improved materials, devices, products, processes, systems or 

services.   

Development Phase 

Development is the application of research findings or other knowledge to a plan 

or design for the production of new or substantially improved materials, devices, 

products, processes, systems or services prior to the commencement of 

commercial production or use. 

An intangible asset arising from development (or from the development phase of 

an internal project) should be recognised if, and only if, an enterprise can 

demonstrate all of the following:  

a. The technical feasibility of completing the intangible asset so that it will be 

available for use or sale. 

b. Its intention to complete the intangible asset and use or sell it. 

c. Its ability to use or sell the intangible asset. 

d. How the intangible asset will generate probable future economic benefits. 

Among other things, the enterprise should demonstrate the existence of a 

market for the output of the intangible asset or the intangible asset itself or, 

if it is to be used internally, the usefulness of the intangible asset. 

e. The availability of adequate technical, financial and other resources to 

complete the development and to use or sell the intangible asset and 
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f. Its ability to measure the expenditure attributable to the intangible asset 

during its development reliably. 

Examples of development activities are:  

a. The design, construction and testing of pre-production or pre-use prototypes 

and models. 

b. The design of tools, jigs, moulds and dies involving new technology. 

c. The design, construction and operation of a pilot plant that is not of a scale 

economically feasible for commercial production and 

d. The design, construction and testing of a chosen alternative for new or 

improved materials, devices, products, processes, systems or services. 

An enterprise assesses the future economic benefits to be received from the asset 

using the principles in AS 28 on ‘Impairment of Assets’.  

AS 26 takes the view that expenditure on internally generated brands, mastheads, 

publishing titles, customer lists and items similar in substance cannot be 

distinguished from the cost of developing the business as a whole. Therefore, 

such items are not recognised as intangible assets. 

Cost of an Internally Generated Intangible Asset 

The cost of an internally generated intangible asset is the sum of expenditure 

incurred from the time when the intangible asset first meets the recognition 

criteria. Reinstatement of expenditure recognised as an expense in previous 

annual financial statements or interim financial reports is prohibited. 

The cost of an internally generated intangible asset comprises all expenditure that 

can be directly attributed, or allocated on a reasonable and consistent basis, to 

creating, producing and making the asset ready for its intended use from the time 

when the intangible asset first meets the recognition criteria. The cost includes, if 

applicable:  

a Expenditure on materials and services used or consumed in generating the 

intangible asset. 

b. The salaries, wages and other employment related costs of personnel directly 

engaged in generating the asset. 

c. Any expenditure that is directly attributable to generating the asset, such as 

fees to register a legal right and the amortisation of patents and licenses that 

are used to generate the asset and 
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d. Overheads that are necessary to generate the asset and that can be allocated 

on a reasonable and consistent basis to the asset. Allocations of overheads 

are made on bases similar to those discussed in AS 2 & AS 16.  

The following are not components of the cost of an internally generated 

intangible asset:  

a. Selling, administrative and other general overhead expenditure unless this 

expenditure can be directly attributed to making the asset ready for use. 

b. Clearly identified inefficiencies and initial operating losses incurred before an 

asset achieves planned performance and  

c. Expenditure on training the staff to operate the asset. 

Example 

An enterprise is developing a new production process. During the year 20X1, 

expenditure incurred was ` 10 lacs, of which ` 9 lacs was incurred before 1 

December 20X1 and 1 lac was incurred between 1 December 20X1 and 31 

December 20X1. The enterprise is able to demonstrate that, at 1 December 20X1, 

the production process met the criteria for recognition as an intangible asset. The 

recoverable amount of the know-how embodied in the process (including future 

cash outflows to complete the process before it is available for use) is estimated to 

be ` 5 lacs. 

At the end of 20X1, the production process is recognised as an intangible asset at a 

cost of ` 1 lac (expenditure incurred since the date when the recognition criteria 

were met, that is, 1 December 20X1). The ` 9 lacs expenditure incurred before 1 

December 20X1 is recognised as an expense because the recognition criteria were 

not met until 1 December 20X1. This expenditure will never form part of the cost of 

the production process recognised in the balance sheet. 

During the year 20X2, expenditure incurred is ` 20 lacs. At the end of 20X2, the 

recoverable amount of the know-how embodied in the process (including future 

cash outflows to complete the process before it is available for use) is estimated to 

be ` 19 lacs. 

At the end of the year 20X2, the cost of the production process is ` 21 lacs (` 1 lac 

expenditure recognised at the end of 20X1 plus ` 20 lacs expenditure recognised in 

20X2). The enterprise recognises an impairment loss of ` 2 lacs to adjust the 

carrying amount of the process before impairment loss (` 21 lacs) to its recoverable 

amount (` 19 lacs). This impairment loss will be reversed in a subsequent period if 

the requirements for the reversal of an impairment loss in AS 28, are met. 
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Recognition of an Expense 

Expenditure on an intangible item should be recognised as an expense when it is 

incurred unless:  

a. It forms part of the cost of an intangible asset that meets the recognition 

criteria or 

b. The item is acquired in an amalgamation in the nature of purchase and 

cannot be recognised as an intangible asset. It forms part of the amount 

attributed to goodwill (capital reserve) at the date of acquisition. 

In some cases, expenditure is incurred to provide future economic benefits to an 

enterprise, but no intangible asset or other asset is acquired or created that can 

be recognised. In these cases, the expenditure is recognised as an expense when 

it is incurred. For example, expenditure on research is always recognised as an 

expense when it is incurred. Examples of other expenditure that is recognised as 

an expense when it is incurred include: 

(a)  expenditure on start-up activities (start-up costs), unless this expenditure is 

included in the cost of an item of fixed asset under AS 10. Start-up costs may 

consist of preliminary expenses incurred in establishing a legal entity such as legal 

and secretarial costs, expenditure to open a new facility or business (pre-opening 

costs) or expenditures for commencing new operations or launching new 

products or processes (pre-operating costs); 

(b)  expenditure on training activities; 

(c)  expenditure on advertising and promotional activities; and 

(d)  expenditure on relocating or re-organising part or all of an enterprise. 

The above guidance does not apply to payments for the delivery of goods or 

services made in advance of the delivery of goods or the rendering of services. 

Such prepayments are recognised as assets. 

Expenses recognised as expenses cannot be reclassified as cost of intangible asset in 

later years. 

Subsequent Expenditure 

Subsequent expenditure on an intangible asset after its purchase or its 

completion should be recognised as an expense when it is incurred unless:  

a. It is probable that the expenditure will enable the asset to generate future 

economic benefits in excess of its originally assessed standard of 

performance and  
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b. The expenditure can be measured and attributed to the asset reliably.  

If these conditions are met, the subsequent expenditure should be added to the 

cost of the intangible asset. 

Subsequent expenditure on brands, mastheads, publishing titles, customer lists 

and items similar in substance is always recognised as an expense to avoid the 

recognition of internally generated goodwill. 

Measurement subsequent to initial recognition 

After initial recognition, an intangible asset should be carried at its cost less any 

accumulated amortisation and any accumulated impairment losses. 

Amortisation Period 

The depreciable amount of an intangible asset should be allocated on a 

systematic basis over the best estimate of its useful life. Amortisation should 

commence when the asset is available for use.   

Estimates of the useful life of an intangible asset generally become less reliable as 

the length of the useful life increases. AS 26 adopts a presumption that the useful 

life of intangible assets is unlikely to exceed ten years. 

In some cases, there may be persuasive evidence that the useful life of an 

intangible asset will be a specific period longer than ten years. In these cases, the 

presumption that the useful life generally does not exceed ten years is rebutted 

and the enterprise:  

a. Amortises the intangible asset over the best estimate of its useful life. 

b. Estimates the recoverable amount of the intangible asset at least annually in 

order to identify any impairment loss and 

c. Discloses the reasons why the presumption is rebutted and the factors that 

played a significant role in determining the useful life of the asset. 

Examples 

A. An enterprise has purchased an exclusive right to generate hydroelectric power 

for 60 years. The costs of generating hydro-electric power are much lower than the 

costs of obtaining power from alternative sources. It is expected that the 

geographical area surrounding the power station will demand a significant amount 

of power from the power station for at least 60 years. 

The enterprise amortises the right to generate power over 60 years, unless there is 

evidence that its useful life is shorter. 
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B. An enterprise has purchased an exclusive right to operate a toll motorway for 30 

years. There is no plan to construct alternative routes in the area served by the 

motorway. It is expected that this motorway will be in use for at least 30 years. 

The enterprise amortises the right to operate the motorway over 30 years, unless 

there is evidence that its useful life is shorter. 

If control over the future economic benefits from an intangible asset is achieved 

through legal rights that have been granted for a finite period, the useful life of the 

intangible asset should not exceed the period of the legal rights unless the legal 

rights are renewable and renewal is virtually certain. 

There may be both economic and legal factors influencing the useful life of an 

intangible asset: economic factors determine the period over which future economic 

benefits will be generated; legal factors may restrict the period over which the 

enterprise controls access to these benefits. The useful life is the shorter of the 

periods determined by these factors. 

Amortisation Method 

A variety of amortisation methods can be used to allocate the depreciable amount of 

an asset on a systematic basis over its useful life. These methods include the straight-

line method, the diminishing balance method and the unit of production method. The 

method used for an asset is selected based on the expected pattern of consumption 

of economic benefits and is consistently applied from period to period, unless there 

is a change in the expected pattern of consumption of economic benefits to be 

derived from that asset. There will rarely, if ever, be persuasive evidence to support 

an amortisation method for intangible assets that results in a lower amount of 

accumulated amortisation than under the straight-line method.  

The amortisation charge for each period should be recognised as an expense unless 

another Accounting Standard permits or requires it to be included in the carrying 

amount of another asset. For example, the amortisation of intangible assets used in a 

production process is included in the carrying amount of inventories. 

Residual Value 

Residual value is the amount, which an enterprise expects to obtain for an asset at 

the end of its useful life after deducting the expected costs of disposal. 

The residual value of an intangible asset should be assumed to be zero unless:  

a. There is a commitment by a third party to purchase the asset at the end of its 

useful life or 
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b. There is an active market for the asset and:  

i. Residual value can be determined by reference to that market and 

ii. It is probable that such a market will exist at the end of the asset's useful 

life. 

Review of amortisation period and amortisation method 

The amortisation period and the amortisation method should be reviewed at least 

at each financial year end. If the expected useful life of the asset is significantly 

different from previous estimates, the amortisation period should be changed 

accordingly. If there has been a significant change in the expected pattern of 

economic benefits from the asset, the amortisation method should be changed to 

reflect the changed pattern. Such changes should be accounted for in accordance 

with AS 5. 

Recoverability of the Carrying Amount-Impairment Losses 

Impairment losses of intangible assets are calculated on the basis of AS 28.  AS 28 

“Impairment of Assets” is not covered under IPCC curriculum and will be 

discussed in the Final level of CA course. 

Retirements and Disposals 

An intangible asset should be derecognised (eliminated from the balance sheet) if  

 disposed or 

 when no future economic benefits are expected from its use and subsequent 

disposal. 

Gains or losses arising from the retirement or disposal of an intangible asset 

should be determined as the difference between the net disposal proceeds and 

the carrying amount of the asset and should be recognised as income or expense 

in the statement of profit and loss. 

Disclosure 

The financial statements should disclose the following for each class of intangible 

assets, distinguishing between internally generated intangible assets and other 

intangible assets:  

1. The useful lives or the amortisation rates used. 

2. The amortisation methods used. 

3. The gross carrying amount and the accumulated amortisation (aggregated 

with accumulated impairment losses) at the beginning and end of the period. 
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4. A reconciliation of the carrying amount at the beginning and end of the 

period showing: 

I. Additions, indicating separately those from internal development and 

through amalgamation. 

II. Retirements and disposals. 

III. Impairment losses recognised in the statement of profit and loss during 

the period. 

IV Impairment losses reversed in the statement of profit and loss during the 

period. 

V Amortisation recognised during the period and 

VI Other changes in the carrying amount during the period. 

Other Disclosures 

The financial statements should also disclose:  

a. If an intangible asset is amortised over more than ten years, the reasons why it is 

presumed that the useful life of an intangible asset will exceed ten years from 

the date when the asset is available for use. In giving these reasons, the 

enterprise should describe the factor(s) that played a significant role in 

determining the useful life of the asset. 

b. A description, the carrying amount and remaining amortisation period of any 

individual intangible asset that is material to the financial statements of the 

enterprise as a whole. 

c. The existence and carrying amounts of intangible assets whose title is 

restricted and the carrying amounts of intangible assets pledged as security 

for liabilities and 

d. The amount of commitments for the acquisition of intangible assets. 

The financial statements should disclose the aggregate amount of research and 

development expenditure recognised as an expense during the period. 

Illustration 1 

ABC Ltd. developed know-how by incurring expenditure of ` 20 lakhs, The know-how 

was used by the company from 1.4.2009. The useful life of the asset is 10 years from 

the year of commencement of its use. The company has not amortised the asset till 

31.3.2016.  Pass Journal entry to give effect to the value of know-how as per 

Accounting Standard-26 for the year ended 31.3.2016. 
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Solution 

 Journal Entry 

  ` ` 

Profit and Loss A/c (Prior period item) Dr. 12,00,000  

Depreciation A/c Dr. 2,00,000  

 To Know-how A/c∗   14,00,000 

[Being depreciation of 7 years (out of which 

depreciation of 6 years charged as prior period 

item)] 

   

Illustration 2 

The company had spent ` 45 lakhs for publicity and research expenses on one of its new 

consumer product, which was marketed in the accounting year 2015-2016, but proved to 

be a failure. State, how you will deal with the following matters in the accounts of U 

Ltd. for the year ended 31st March, 2016. 

Solution  

In the given case, the company spent ` 45 lakhs for publicity and research of a new 

product which was marketed but proved to be a failure. It is clear that in future there 

will be no related further revenue/benefit because of the failure of the product. Thus 

according to AS 26 ‘Intangible Assets’, the company should charge the total amount 

of ` 45 lakhs as an expense in the profit and loss account. 

Illustration 3 

A company with a turnover of ` 250 crores and an annual advertising budget of ` 2 

crores had taken up the marketing of a new product. It was estimated that the 

company would have a turnover of ` 25 crores from the new product. The company 

had debited to its Profit and Loss account the total expenditure of ` 2 crore incurred 

on extensive special initial advertisement campaign for the new product. 

Is the procedure adopted by the company correct? 

                                                 

∗ As per para 63 of AS 26 “Intangible Assets”, there is a rebuttable presumption that the useful life of 

an intangible asset will not exceed ten years from the date when the asset is available for use. 

Amortisation should commence when the asset is available for use. 
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Solution  

According to AS 26 ‘Intangible Assets’, “expenditure on an intangible item should 

be recognised as an expense when it is incurred unless it forms part of the cost of 

an intangible asset”.  

AS 26 mentions that expenditure on advertising and promotional activities should 

be recognised as an expense when incurred. 

In the given case, advertisement expenditure of ` 2 crores had been taken up for 

the marketing of a new product which may provide future economic benefits to 

an enterprise by having a turnover of ` 25 crores. Here, no intangible asset or 

other asset is acquired or created that can be recognised. Therefore, the 

accounting treatment by the company of debiting the entire advertising 

expenditure of ` 2 crores to the Profit and Loss account of the year is correct. 

 2.9 AS 29 (REVISED): PROVISIONS, CONTINGENT LIABILITIES AND 

CONTINGENT ASSETS  

Introduction 

AS 29 (Revised) came into effect in respect of accounting periods commenced on 

or after 1-4-2004.  The objective of AS 29 (Revised) is to ensure that appropriate 

recognition criteria and measurement bases are applied to provisions and 

contingent liabilities and sufficient information is disclosed in the notes to the 

financial statements to enable users to understand their nature, timing and 

amount. The objective of AS 29 (Revised) is also to lay down appropriate 

accounting for contingent assets. 

Scope  

AS 29 should be applied in accounting for provisions and contingent liabilities 

and in dealing with contingent assets, other than 

a. Those resulting from financial instruments that are carried at fair value; 

b. Those resulting from executory contracts except where the contract is 

onerous; 

c. Those arising in insurance enterprises from contracts with policy-holders; and 

d. Those covered by another Accounting Standard. 

Where another Accounting Standard such as AS 7; AS 9; AS 15; AS 19 and AS 22 

deals with a specific type of provision, contingent liability or contingent asset, an 
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enterprise applies that Standard instead of AS 29.   

Definitions 

Executory contracts are contracts under which neither party has performed any 

of its obligations or both parties have partially performed their obligations to an 

equal extent. 

A Provision is a liability which can be measured only by using a substantial 

degree of estimation. 

A Liability is a present obligation of the enterprise arising from past events, the 

settlement of which is expected to result in an outflow from the enterprise of 

resources embodying economic benefits. 

An Obligating event is an event that creates an obligation that results in an 

enterprise having no realistic alternative to settling that obligation. 

A Contingent liability is: 

(a) A possible obligation that arises from past events and the existence of which 

will be confirmed only by the occurrence or non-occurrence of one or more 

uncertain future events not wholly within the control of the enterprise; or 

(b) A present obligation that arises from past events but is not recognised 

because: 

(i) It is not probable that an outflow of resources embodying economic 

benefits will be required to settle the obligation; or 

(ii) A reliable estimate of the amount of the obligation cannot be made. 

A Contingent asset is a possible asset that arises from past events the existence 

of which will be confirmed only by the occurrence or non-occurrence of one or 

more uncertain future events not wholly within the control of the enterprise. 

Present obligation - an obligation is a present obligation if, based on the 

evidence available, its existence at the balance sheet date is considered probable, 

i.e., more likely than not. 

Possible obligation - an obligation is a possible obligation if, based on the 

evidence available, its existence at the balance sheet date is considered not 

probable. 

A Restructuring is a programme that is planned and controlled by management, 

and materially changes either: 
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(a) The scope of a business undertaken by an enterprise; or 

(b) The manner in which that business is conducted. 

Provisions 

A provision should be recognised when: 

(a) An enterprise has a present obligation as a result of a past event; 

(b) It is probable that an outflow of resources embodying economic benefits will 

be required to settle the obligation; and  

(c) A reliable estimate can be made of the amount of the obligation. 

If these conditions are not met, no provision should be recognised. 

Present Obligation 

An enterprise determines whether a present obligation exists at the balance sheet 

date by taking account of all available evidence, e.g., the opinion of experts. On 

the basis of such evidence: 

(a) Where it is more likely than not that a present obligation exists at the balance 

sheet date, the enterprise recognises a provision (if the recognition criteria 

are met); and 

(b) Where it is more likely that no present obligation exists at the balance sheet 

date, the enterprise discloses a contingent liability, unless the possibility of an 

outflow of resources embodying economic benefits is remote. 

Past Event 

A past event that leads to a present obligation is called an obligating event. For 

an event to be an obligating event, it is necessary that the enterprise has no 

realistic alternative to settling the obligation created by the event. 

 Financial statements deal with the financial position of an enterprise at the end 

of its reporting period and not its possible position in the future. Therefore, no 

provision is recognised for costs that need to be incurred to operate in the future. 

The only liabilities recognised in an enterprise's balance sheet are those that exist 

at the balance sheet date.  

It is only those obligations arising from past events existing independently of an 

enterprise's future actions (i.e. the future conduct of its business) that are 

recognised as provisions. Examples of such obligations are penalties or clean-up 

costs for unlawful environmental damage, both of which would lead to an outflow 
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of resources embodying economic benefits in settlement regardless of the future 

actions of the enterprise. Similarly, an enterprise recognises a provision for the 

decommissioning costs of an oil installation to the extent that the enterprise is 

obliged to rectify damage already caused. In contrast, because of commercial 

pressures or legal requirements, an enterprise may intend or need to carry out 

expenditure to operate in a particular way in the future (for example, by fitting 

smoke filters in a certain type of factory). Because the enterprise can avoid the 

future expenditure by its future actions, for example by changing its method of 

operation, it has no present obligation for that future expenditure and no 

provision is recognised. 

An event that does not give rise to an obligation immediately may do so at a later 

date, because of changes in the law.  For example, when environmental damage is 

caused there may be no obligation to remedy the consequences.  However, the 

causing of the damage will become an obligating event when a new law requires 

the existing damage to be rectified.  

Where details of a proposed new law have yet to be finalised, an obligation arises 

only when the legislation is virtually certain to be enacted. 

Probable Outflow of Resources Embodying Economic Benefits 

For a liability to qualify for recognition there must be not only a present 

obligation but also the probability of an outflow of resources embodying 

economic benefits to settle that obligation. For the purpose of AS 29, an outflow 

of resources or other event is regarded as probable if the probability that the 

event will occur is greater than the probability that it will not. Where it is not 

probable that a present obligation exists, an enterprise discloses a contingent 

liability, unless the possibility of an outflow of resources embodying economic 

benefits is remote. 

Where there are a number of similar obligations (e.g., product warranties or 

similar contracts) the probability that an outflow will be required in settlement is 

determined by considering the class of obligations as a whole. Although the 

likelihood of outflow for any one item may be small, it may well be probable that 

some outflow of resources will be needed to settle the class of obligations as a 

whole. If that is the case, a provision is recognised (if the other recognition 

criteria are met). 

Reliable Estimate of the Obligation 

The use of estimates is an inherent part of preparing financial statements and 
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does not undermine their reliability. Provisions require a greater degree of 

estimation than most other items, but AS 29 (Revised) emphasises that it should 

not be impossible to determine a range of possible outcomes and, from this 

range, to reach an appropriate conclusion that is sufficiently reliable for the 

provision to be recognised. AS 29 (Revised) concludes that the circumstances in 

which it will not be possible to reach a reliable estimate, will be extremely rare.  

In the extremely rare case where no reliable estimate can be made, a liability 

exists that cannot be recognised.  That liability will, instead, be disclosed as a 

contingent liability. 

Contingent Liabilities 

An enterprise should not recognise a contingent liability but should be disclosed. 

A contingent liability is disclosed, unless the possibility of an outflow of resources 

embodying economic benefits is remote.  

Where an enterprise is jointly and severally liable for an obligation, the part of the 

obligation that is expected to be met by other parties is treated as a contingent 

liability. The enterprise recognises a provision for the part of the obligation for 

which an outflow of resources embodying economic benefits is probable, except 

in the extremely rare circumstances where no reliable estimate can be made. 

Contingent liabilities may develop in a way not initially expected. Therefore, they 

are assessed continually to determine whether an outflow of resources 

embodying economic benefits has become probable.  If it becomes probable that 

an outflow of future economic benefits will be required for an item previously 

dealt with as a contingent liability, a provision is recognised in the financial 

statements of the period in which the change in probability occurs. 

Contingent Assets 

Contingent assets usually arise from unplanned or other unexpected events that 

give rise to the possibility of an inflow of economic benefits to the enterprise. An 

example is a claim that an enterprise is pursuing through legal processes, where 

the outcome is uncertain. 

An enterprise should not recognise a contingent asset, since this may result in the 

recognition of income that may never be realised. However, when the realisation 

of income is virtually certain, then the related asset is not a contingent asset and 

its recognition is appropriate. A contingent asset is not disclosed in the financial 

statements. It is usually disclosed in the report of the approving authority (Board 

of Directors in the case of a company, and, the corresponding approving 
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authority in the case of any other enterprise), where an inflow of economic 

benefits is probable. 

Contingent assets are assessed continually and if it has become virtually certain 

that an inflow of economic benefits will arise, the asset and the related income 

are recognised in the financial statements of the period in which the change 

occurs. 

Table- Provisions and contingent liabilities 

Where, as a result of past events, there may be an outflow of resources 

embodying future economic benefits in settlement of: (a) a present 

obligation the one whose existence at the balance sheet date is considered 

probable; or (b) a possible obligation the existence of which at the balance 

sheet date is considered not probable. 

There is a present 

obligation that probably 

requires an outflow of 

resources and a reliable 

estimate can be made of 

the amount of 

obligation. 

There is a possible 

obligation or a present 

obligation that may, but 

probably will not, require 

an outflow of resources. 

There is a possible 

obligation or a present 

obligation where the 

likelihood of an outflow of 

resources is remote. 

A provision is 

recognised. 

Disclosures are required 

for the provision. 

No provision is 

recognised. 

Disclosures are required 

for the contingent 

liability. 

No provision is 

recognised. 

No disclosure is required. 

Measurement 

Best Estimate 

The amount recognised as a provision should be the best estimate of the 

expenditure required to settle the present obligation at the balance sheet date. 

The estimates of outcome and financial effect are determined by the judgment of 

the management of the enterprise, supplemented by experience of similar 

transactions and, in some cases, reports from independent experts.   

The amount of a provision should not be discounted to its present value except in 

case of decommissioning, restoration and similar liabilities that are recognised as 

cost of Property, Plant and Equipment.  The discount rate (or rates) should be a 
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pre-tax rate (or rates) that reflect(s) current market assessments of the time value 

of money and the risks specific to the liability.  The discount rate(s) should not 

reflect risks for which future cash flow estimates have been adjusted. Periodic 

unwinding of discount should be recognised in the statement of profit and loss.   

The provision is measured before tax; the tax consequences of the provision, and 

changes in it, are dealt with under AS 22.   

Risks and uncertainties 

The risks and uncertainties that inevitably surround many events and 

circumstances should be taken into account in reaching the best estimate of a 

provision. 

Future Events 

It is only those obligations arising from past events that exist independently of 

the enterprise’s future actions (ie the future conduct of its business) that are 

recognised as provisions.   

Future events that may affect the amount required to settle an obligation should 

be reflected in the amount of a provision where there is sufficient objective 

evidence that they will occur. 

For example, an enterprise may believe that the cost of cleaning up a site at the 

end of its life will be reduced by future changes in technology.  The amount 

recognised reflects a reasonable expectation of technically qualified, objective 

observers, taking account of all available evidence as to the technology that will 

be available at the time of the clean-up.  Thus, it is appropriate to include, for 

example, expected cost reductions associated with increased experience in 

applying existing technology or the expected cost of applying existing technology 

to a larger or more complex clean-up operation than has previously been carried 

out.  However, an enterprise does not anticipate the development of a completely 

new technology for cleaning up unless it is supported by sufficient objective 

evidence. 

The effect of possible new legislation is taken into consideration in measuring an 

existing obligation when sufficient objective evidence exists that the legislation is 

virtually certain to be enacted. The variety of circumstances that arise in practice 

usually makes it impossible to specify a single event that will provide sufficient, 

objective evidence in every case. Evidence is required both of what legislation will 

demand and of whether it is virtually certain to be enacted and implemented in 

due course. In many cases sufficient objective evidence will not exist until the new 

legislation is enacted. 
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Expected Disposal of Assets 

Gains on the expected disposal of assets are not taken into account in measuring 

a provision, even if the expected disposal is closely linked to the event giving rise 

to the provision. Instead, an enterprise recognises gains on expected disposals of 

assets at the time specified by the Accounting Standard dealing with the assets 

concerned. 

Reimbursements 

An, enterprise with a present obligation may be able to seek reimbursement of part 

or all of the expenditure from another party, for example via: 

• An insurance contract arranged to cover a risk; 

• An indemnity clause in a contract; or  

• A warranty provided by a supplier. 

The basis underlying the recognition of a reimbursement is that any asset arising is 

separate from the related obligation. Consequently, such a reimbursement should be 

recognised only when it is virtually certain that it will be received consequent upon 

the settlement of the obligation.  

In most cases, the enterprise will remain liable for the whole of the amount in 

question so that the enterprise would have to settle the full amount if the third 

party failed to pay for any reason. In this situation, a provision is recognised for 

the full amount of the liability, and a separate asset for the expected 

reimbursement is recognised when it is virtually certain that reimbursement will 

be received if the enterprise settles the liability. 

In some cases, the enterprise will not be liable for the costs in question if the third 

party fails to pay. In such a case, the enterprise has no liability for those costs and 

they are not included in the provision. 

An obligation for which an enterprise is jointly and severally liable is a contingent 

liability to the extent that it is expected that the obligation will be settled by the 

other parties. 

Table- Reimbursements 

Some or all of the expenditure required to settle a provision is expected to 

be reimbursed by another party. 

The enterprise has no 

obligation for the part of 

the expenditure to be 

The obligation for the 

amount expected to be 

reimbursed remains with 

The obligation for the 

amount expected to be 

reimbursed remains with 
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reimbursed by the other 

party. 

the enterprise and it is 

virtually certain that 

reimbursement will be 

received if the enterprise 

settles the provision. 

the enterprise and the 

reimbursement is not 

virtually certain if the 

enterprise settles the 

provision. 

The enterprise has no 

liability for the amount to 

be reimbursed. 

The reimbursement is 

recognised as a separate 

asset in the balance sheet 

and may be offset 

against the expense in 

the statement of profit 

and loss. The amount 

recognised for the 

expected reimbursement 

does not exceed the 

liability. 

The expected 

reimbursement is not 

recognised as an asset. 

No disclosure is required. The reimbursement is 

disclosed together with 

the amount recognised 

for the reimbursement. 

The expected 

reimbursement is 

disclosed. 

Changes in Provisions 

Provisions should be reviewed at each balance sheet date and adjusted to reflect 

the current best estimate. If it is no longer probable that an outflow of resources 

embodying economic benefits will be required to settle the obligation, the 

provision should be reversed. 

Use of Provisions 

A provision should be used only for expenditures for which the provision was 

originally recognised. Only expenditures that relate to the original provision are 

adjusted against it. Adjusting expenditures against a provision that was originally 

recognised for another purpose would conceal the impact of two different events. 

Application of the Recognition and Measurement Rules 

Future Operating Losses 

Future operating losses do not meet the definition of a liability and the general 

recognition criteria, therefore provisions should not be recognised for future 
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operating losses. 

Restructuring 

The following are examples of events that may fall under the definition of 

restructuring: 

(a) Sale or termination of a line of business 

(b) The closure of business locations in a country or region or the relocation of 

business activities from one country or region to another 

(c) Changes in management structure, for example, eliminating a layer of 

management 

(d) Fundamental re-organisations that have a material effect on the nature and 

focus of the enterprise's operations 

A provision for restructuring costs is recognised only when the recognition criteria 

for provisions are met. No obligation arises for the sale of an operation until the 

enterprise is committed to the sale, i.e., there is a binding sale agreement. Until there 

is a binding sale agreement, the enterprise will be able to change its mind and 

indeed will have to take another course of action if a purchaser cannot be found on 

acceptable terms. 

A restructuring provision should include only the direct expenditures arising from the 

restructuring, which are those that are both: 

(a) Necessarily entailed by the restructuring; and 

(b)  Not associated with the ongoing activities of the enterprise. 

A restructuring provision does not include such costs as: 

(a) Retraining or relocating continuing staff; 

(b) Marketing; or 

(c) Investment in new systems and distribution networks. 

These expenditures relate to the future conduct of the business and are not liabilities 

for restructuring at the balance sheet date. Such expenditures are recognised on the 

same basis as if they arose independently of a restructuring. 

Identifiable future operating losses up to the date of a restructuring are not included 

in a provision. 

Gains on the expected disposal of assets are not taken into account in measuring a 

restructuring provision, even if the sale of assets is envisaged as part of the 

restructuring.  
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Disclosure 

For each class of provision, an enterprise should disclose:  

(a) The carrying amount at the beginning and end of the period; 

(b) Additional provisions made in the period, including increases to existing 

provisions; 

(c) Amounts used (i.e. incurred and charged against the provision) during the 

period; and 

(d) Unused amounts reversed during the period. 

Note: SMCs are exempt from the above disclosure requirements of AS 29 

(Revised) 

An enterprise should disclose the following for each class of provision:  

(a) A brief description of the nature of the obligation and the expected timing of 

any resulting outflows of economic benefits; 

(b) An indication of the uncertainties about those outflows. Where necessary to 

provide adequate information, an enterprise should disclose the major 

assumptions made concerning future events, and 

(c) The amount of any expected reimbursement, stating the amount of any asset 

that has been recognised for that expected reimbursement. 

Note: SMCs are exempt from the above disclosure requirements of AS 29 

(Revised) 

Unless the possibility of any outflow in settlement is remote, an enterprise should 

disclose for each class of contingent liability at the balance sheet date a brief 

description of the nature of the contingent liability and, where practicable:  

(a) An estimate of its financial effect,  

(b) An indication of the uncertainties relating to any outflow; and 

(c) The possibility of any reimbursement. 

Where any of the information required by above paragraph is not disclosed 

because it is not practicable to do so, that fact should be stated. 

In extremely rare cases, disclosure of some or all of the information required by 

AS 29 can be expected to prejudice seriously the position of the enterprise in a 

dispute with other parties on the subject matter of the provision or contingent 

liability. In such cases, an enterprise need not disclose the information, but should 

disclose the general nature of the dispute, together with the fact that, and reason 
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why, the information has not been disclosed. 

Transitional Provisions 

As per the amendment made in AS 29 (Revised) pursuant to MCA notification 

dated 30 March 2016, effective from financial year 2016-17, all the existing 

provisions for decommissioning, restoration and similar liabilities should be 

discounted prospectively, with the corresponding effect to the related item of 

property, plant and equipment. 

Miscellaneous Illustrations 

Illustration 1 

At the end of the financial year ending on 31st December, 2017, a company finds 

that there are twenty law suits outstanding which have not been settled till the date 

of approval of accounts by the Board of Directors.  The possible outcome as 

estimated by the Board is as follows: 

 Probability Loss (`) 

In respect of five cases (Win) 100% − 

Next ten cases (Win) 60% − 

 Lose (Low damages) 30% 1,20,000 

 Lose (High damages) 10% 2,00,000 

Remaining five cases    

 Win 50% − 

 Lose (Low damages) 30% 1,00,000 

 Lose (High damages) 20% 2,10,000 

Outcome of each case is to be taken as a separate entity.  Ascertain the amount of 

contingent loss and the accounting treatment in respect thereof. 

Solution  

According to AS 29 (Revised) ‘Provisions, Contingent Liabilities and Contingent 

Assets’, contingent liability should be disclosed in the financial statements if 

following conditions are satisfied: 

(i) There is a present obligation arising out of past events but not recognised as 

provision. 

(ii) It is not probable that an outflow of resources embodying economic benefits 

will be required to settle the obligation. 

(iii) The possibility of an outflow of resources embodying economic benefits is 

also remote. 
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(iv) The amount of the obligation cannot be measured with sufficient reliability to 

be recognised as provision. 

In this case, the probability of winning of first five cases is 100% and hence, question 

of providing for contingent loss does not arise.  The probability of winning of next 

ten cases is 60% and for remaining five cases is 50%.  As per AS 29 (Revised), we 

make a provision if the loss is probable.  As the loss does not appear to be probable 

and the possibility of an outflow of resources embodying economic benefits is 

remote, therefore disclosure by way of note should be made.  For the purpose of the 

disclosure of contingent liability by way of note, amount may be calculated as under: 

Expected loss in next ten cases    = 30% of ` 1,20,000 + 10% of ` 2,00,000 

        = ` 36,000 + ` 20,000 

        = ` 56,000 

Expected loss in remaining five cases  = 30% of ` 1,00,000 + 20% of ` 2,10,000 

       = ` 30,000 + ` 42,000 

       = ` 72,000 

To disclose contingent liability on the basis of maximum loss will be highly 

unrealistic.  Therefore, the better approach will be to disclose the overall expected 

loss of ` 9,20,000 (` 56,000 × 10 + ` 72,000 × 5) as contingent liability. 

Illustration 2 

EXOX Ltd. is in the process of finalising its accounts for the year ended 31st March, 

2017. The company seeks your advice on the following: 

(i) The Company’s sales tax assessment for assessment year 2014-15 has been 

completed on 14th February, 2017 with a demand of ` 2.76 crore. The company 

paid the entire due under protest without prejudice to its right of appeal. The 

Company files its appeal before the appellate authority wherein the grounds of 

appeal cover tax on additions made in the assessment order for a sum of 2.10 

crore.  

(ii) The Company has entered into a wage agreement in May, 2017 whereby the 

labour union has accepted a revision in wage from June, 2016. The agreement 

provided that the hike till May, 2017 will not be paid to the employees but will 

be settled to them at the time of retirement. The company agrees to deposit the 

arrears in Government Bonds by September, 2017.  
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Answer  

(i) Since the company is not appealing against the addition of ` 0.66 crore the 

same should be provided for in its accounts for the year ended on 31st March, 

2017. The amount paid under protest can be kept under the heading ‘Loans 

& Advances’ and disclosed along with the contingent liability of ` 2.10 crore.  

(ii) The arrears for the period from June, 2013 to March, 2017 are required to be 

provided for in the accounts of the company for the year ended on  

31st March, 2017. 

TEST YOUR KNOWLEDGE  

MCQs 

1. AB Company Ltd. had 1,00,000 shares of common stock outstanding on January 

1. Additional 50,000 shares were issued on July 1, and 25,000 shares were re-

acquired on September 1.  The weighted average number of shares outstanding 

during the year on Dec. 31 is 

 (a) 1,40,000 shares. 

 (b) 1,25,000 shares. 

 (c) 1,16,667 shares. 

2.  A Ltd. sold machinery having WDV of ` 40 lakhs to B Ltd. for ` 50 lakhs (Fair 

value ` 50 lakhs) and same machinery was leased back by B Ltd. to A Ltd. The 

lease back is in nature of operating lease. The treatment will be 

(a)  A Ltd. should amortise the profit of ` 10 lakhs over lease term. 

(b)  A Ltd. should recognise the profit of ` 10 lakhs immediately.  

(c)  A Ltd. should defer the profit of ` 10 lakhs. 

(d)  None of the three. 

3.  A Ltd. sold its building for ` 50 lakhs to B Ltd. and has also given the possession 

to B Ltd.  The book value of the building is ` 30 lakhs. As on 31st March, 2017, 

the documentation and legal formalities are pending. For the financial year 

ended 31st March, 2017 

(a) The company should record the sale. 

(b)  The company should recognise the profit of ` 20 lakhs in its profit and loss 

account. 
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(c)  Both (a) and (b). 

4. As per AS 20, potential equity shares should be treated as dilutive when, and 

only when, their conversion to equity shares would 

(a) Decrease net profit per share from continuing ordinary operations. 

(b) Increase net profit per share from continuing ordinary operations. 

(c) Make no change in net profit per share from continuing ordinary 

operations. 

(d) None of the above. 

5.  Internally generated goodwill is 

 (a) Recorded at cost of generating goodwill. 

 (b) Recorded at valuation done by experts. 

 (c) Not recorded. 

 (d) Either (a) or (b). 

Theory Questions 

1. Briefly describe the disclosure requirements for amalgamation including 

additional disclosure, if any, for different methods of amalgamation as per AS 

14 (Revised).  

2. List the conditions to be fulfilled as per AS 14 (Revised) for an amalgamation 

to be in the nature of merger, in the case of companies. 

3. Who are related parties under AS 18? What are the related party disclosure 

requirements? 

4  (i) What are the disclosure and presentation requirements of AS 24 for 

discontinuing operations? 

(ii) Give four examples of activities that do not necessarily satisfy criterion (a) 

of paragraph 3 of AS 24, but that might do so in combination with other 

circumstances. 

Practical Questions 

Question 1 

A Ltd. has sold its building for ` 50 lakhs to B Ltd. and has also given the 

possession to B Ltd. The book value of the building is ` 30 lakhs. As on 31st 

March, 2017, the documentation and legal formalities are pending. The company 
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has not recorded the sale and has shown the amount received as advance. Do you 

agree with this treatment? 

Question 2 

X Ltd. supplied the following information.  You are required to compute the basic 

earnings per share:  

(Accounting year 1.1.2016– 31.12.2016) 

Net Profit : Year 2016: ` 20,00,000 

 : Year 2017 : ` 30,00,000 

No. of shares outstanding prior to Right 

Issue 

: 10,00,000 shares 

Right Issue : One new share for each four 

 outstanding i.e., 2,50,000 

 shares. 

  Right Issue price – `  20 

  Last date of exercise rights – 

 31.3.2017. 

Fair rate of one Equity share immediately 

prior to exercise of rights on 31.3.2017 

: `  25 

Question 3 

Swift Ltd. acquired a patent at a cost of ` 80,00,000 for a period of 5 years and 

the product life-cycle is also 5 years.  The company capitalised the cost and 

started amortising the asset at ` 10,00,000 per annum.  After two years it was 

found that the product life-cycle may continue for another 5 years from then.  

The net cash  flows from the product during these 5 years were expected to be  

` 36,00,000, ` 46,00,000, ` 44,00,000, ` 40,00,000 and ` 34,00,000.  Find out the 

amortisation cost of the patent for each of the years. 

Question 4 

Classify the following into either operating or finance lease:  

(i) Lessee has option to purchase the asset at lower than fair value, at the end of 

lease term;  

(ii)  Economic life of the asset is 7 years, lease term is 6 years, but asset is not 

acquired at the end of the lease term;  
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(iii) Economic life of the asset is 6 years, lease term is 2 years, but the asset is 

of special nature and has been procured only for use of the lessee;  

(iv) Present value (PV) of Minimum lease payment (MLP) = "X". Fair value of 

the asset is "Y". 

Question 5 

AB Ltd. launched a project for producing product X in October, 2015.  The 

Company incurred ` 20 lakhs towards Research.  Due to prevailing market 

conditions, the Management came to conclusion that the product cannot be 

manufactured and sold in the market for the next 10 years.  The Management 

hence wants to defer the expenditure write off to future years. 

Advise the Company as per the applicable Accounting Standard.   

Question 6 

Mr. Raj a relative of key management personnel received remuneration of ` 

2,50,000 for his services in the company for the period from 1.4.2016 to 30.6.2016.  

On 1.7.2016, he left the service. 

Should the relative be identified as at the closing date i.e. on 31.3.2017 for the 

purposes of AS 18? 

Question 7 

X Ltd. sold goods to its associate Company for the 1st quarter ending 30.6.2017.  

After that, the related party relationship ceased to exist.  However, goods were 

supplied as was supplied to any other ordinary customer.  Decide whether 

transactions of the entire year have to be disclosed as related party transaction. 

ANSWERS/ HINTS 

MCQs 

[1. (c), 2. (b), 3. (c), 4 (a), 5. (c)]  

Theory Questions 

Answer 1 

The disclosure requirements for amalgamations have been prescribed in 

paragraphs 43 to 46 of AS 14 (Revised) on Accounting for Amalgamation. Refer 

Para 2.3 for details. 
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Answer 2 

An amalgamation should be considered to be an amalgamation in the nature of 

merger if the specified conditions are satisfied. Refer Para 2.3 for details. 

Answer 3 

Parties are considered to be related if at any time during the reporting period one 

party has the ability to control the other party or exercise significant influence 

over the other party in making financial and/or operating decisions. Refer Para 2.4 

for details.  

Answer 4 

(i) An enterprise should include prescribed information relating to a 

discontinuing operation in its financial statements beginning with the 

financial statements for the period in which the initial disclosure event (as 

defined in paragraph 15) occurs. For details, refer Para 2.7 for details.  

(ii) Para 3 of AS 24 “Discontinuing Operations” explains the criteria for 

determination of discontinuing operations.  For details, refer Para 2.7 for 

details.  

Practical Questions 

Answer 1 

The economic reality and substance of the transaction is that the rights and 

beneficial interest in the property has been transferred although legal title has 

not been transferred. A Ltd. should record the sale and recognise the profit of ` 

20 lakhs in its profit and loss account. The building should be eliminated from the 

balance sheet. 

Answer 2 

Computation of Basic Earnings Per Share 

(as per paragraphs 10 and 26 of AS 20 on Earnings Per Share) 

 Year 

2016 

Year 2017 

 `  `  

EPS for the year 2016 as originally reported    

 
 year the during goutstandin sharesequity  ofnumber  average Weighted

rsshareholdeequity  to leattributab year the of profit Net
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 = (` 20,00,000 / 10,00,000 shares) 2.00  

EPS for the year 2016 restated for rights issue    

 = [` 20,00,000 / (10,00,000 shares × 1.04∗)] 1.92 

(approx.) 

 

EPS for the year 2017 including effects of rights issue   

 
 9/12)  shares (12,50,000  3/12)  1.04  shares (10,00,000

30,00,000  

×+××

`
 

  

 

 
 shares  500,97,11

000,00,30  `
 

 2.51 

(approx.) 

Working Notes: 

1. Computation of theoretical ex-rights fair value per share 

Fair value of all outstanding shares  immediately  prior  to 

exercise of rights + Total amount  received from exercise

Number of shares outstanding  prior to exercise+

Number of shares  issued  in the excercise

 

 
( ) ( )25 × 10,00,000 shares  +  20 × 2,50,000 shares

10,00,000 shares + 2,50,000 shares
=

` ` 
24

 shares000,50,12

000,00,00,3  
 `  

`
==

 
2. Computation of adjustment factor  

Fair  value per share prior to exercise of rights

Theoretical ex-rights value per share
=

  25
=  = 1.04 (approx.)

24 (Refer Working Note 1)

`

` 
 

Answer 3 

Swift Limited amortised ` 10,00,000 per annum for the first two years i.e.  

` 20,00,000.  The remaining carrying cost can be amortised during next 5 years on 

the basis of net cash flows arising from the sale of the product.  The amortisation 

may be found as follows:  

Year Net cash flows 

` 

Amortisation 

Ratio 

Amortisation 

Amount 

` 

I - 0.125 10,00,0003 

                                                 

∗ Refer working note 2. 
3  It has been assumed that the company had amortized the patent at ` 10,00,000 per annum in the 

first two years on the basis of economic benefits derived from the product manufactured under the 

patent. 
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II - 0.125 10,00,000 

III 36,00,000 0.180 10,80,000 

IV 46,00,000 0.230 13,80,000 

V 44,00,000 0.220 13,20,000 

VI 40,00,000 0.200 12,00,000 

VII    34,00,000 0.170 10,20,000 

Total 2,00,00,000 1.000 80,00,000 

It may be seen from above that from third year onwards, the balance of carrying 

amount i.e., ` 60,00,000 has been amortised in the ratio of net cash flows arising 

from the product of Swift Ltd. 

Note: The answer has been given on the basis that the patent is renewable and 

Swift Ltd. got it renewed after expiry of five years 

Answer 4 

(i) If it becomes certain at the inception of lease itself that the option will be 

exercised by the lessee, it is a Finance Lease. 

(ii) The lease will be classified as a finance lease, since a substantial portion of 

the life of the asset is covered by the lease term.  

(iii) Since the asset is procured only for the use of lessee, it is a finance lease. 

(iv) The lease is a finance lease if X = Y, or where X substantially equals Y. 

Answer 5 

As per para 41 of AS 26 “Intangible Assets”, expenditure on research should be 

recognised as an expense when it is incurred.   Hence, the expenses amounting  

` 20 lakhs incurred on the research has to be written off in the current year 

ending 31st March, 2017.  

Answer 6 

According to AS 18 on ‘Related Party Disclosures’, parties are considered to be 

related if at any time during the reporting period one party has the ability to 

control the other party or exercise significant influence over the other party in 

making financial and/or operating decisions.  Hence, Mr. Raj, a relative of key 

management personnel should be identified as relative as at the closing date i.e. 

on 31.3.2017. 
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Answer 7 

As per AS 18, transactions of X Ltd. with its associate company for the first quarter 

ending 30.06.2017 only are required to be disclosed as related party transactions.  

The transactions for the period in which related party relationship did not exist 

need not be reported. 
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LEARNING OUTCOMES 

After studying this chapter, you will be able to:  

 Comprehend the concept of Guidance Notes.  

 Understand the provisions of the Guidance Notes specified 

in the syllabus 

 Solve the practical problems based on application of 

Guidance Notes. 

 

CHAPTER OVERVIEW 

Guidance Notes are primarily designed to provide guidance to members of ICAI 

on matters which may arise in the course of their professional work and on which 

they may desire assistance in resolving issues which may pose difficulty.  In recent 

years, several Guidance Notes on accounting aspects have been issued promptly 

responding to the need for accounting guidance on contemporary issues, which 

arise due to amendments in laws and other developments related to economic 

reforms in the country.  These Guidance Notes are issued by the Council of the ICAI 

from time to time.  Guidance Notes are recommendatory in nature.  The list of 

applicable guidance notes on accounting aspects (covered in Intermediate Paper 5 

Syllabus) have been discussed in detail in this chapter.  

CHAPTER 2 
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1. INTRODUCTION 

Guidance Notes are primarily designed to provide guidance to members of ICAI on 

matters which may arise in the course of their professional work and on which they 

may desire assistance in resolving issues which may pose difficulty.  In recent years 

several Guidance Notes on accounting aspects have been issued promptly responding 

to the need for accounting guidance on contemporary issues, which arise due to 

amendments in laws and other developments related to economic reforms in the 

country.  These Guidance Notes are issued by the Council of the ICAI from time to 

time.  

Guidance Notes are recommendatory in nature.  A member should ordinarily follow 

recommendations in a guidance note relating to an auditing matter except where he 

is satisfied that in the circumstances of the case, it may not be necessary to do so.  

Similarly, while discharging his attest function, a member should examine whether the 

recommendations in a guidance note relating to an accounting matter have been 

followed or not.  If the same have not been followed, the member should consider 

whether keeping in view the circumstances of the case, a disclosure in his report is 

necessary. 

2. STATUS OF GUIDANCE NOTES 

In a situation where certain matters are covered both by an Accounting Standard and 

a Guidance Note, issued by the Institute of Chartered Accountants of India, the 

Guidance Note or the relevant portion thereof will be considered as superseded from 

the date of the relevant Accounting Standard coming into effect, unless otherwise 

specified in the Accounting Standard. 

Similarly, in a situation where certain matters are covered by a recommendatory 

Accounting Standard and subsequently, an Accounting Standard is issued which also 

covers those matters, the recommendatory Accounting Standard or the relevant 

portion thereof will be considered as superseded from the date of the new Accounting 

Standard coming into effect, unless otherwise specified in the new Accounting 

Standard. 

In a situation where certain matters are covered by a mandatory Accounting Standard 

and subsequently, an Accounting Standard is issued which also covers those matters, 

the earlier Accounting Standard or the relevant portion thereof will be considered as 

superseded from the date of the new Accounting Standard becoming mandatory, 

unless otherwise specified in the new Accounting Standard. 
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Scope and Applicability of Guidance Notes: 

Guidance Notes are primarily designed to provide guidance to members on matters 

which may arise in the course of their professional work and on which they may desire 

assistance in resolving issues which may pose difficulty. Guidance Notes are 

recommendatory in nature. A member should ordinarily follow recommendations in a 

guidance note relating to any matter except where he is satisfied that in the 

circumstances of the case, it may not be necessary to do so. Similarly while discharging 

his attest function, a member should examine whether the recommendations in a 

Guidance Note relating to an accounting matter have been followed or not. If the same 

have not been followed, the members should consider, keeping in view the 

circumstances of the case, a disclosure in his report necessary. 

Accounting Standard vis-à-vis Guidance Notes 

Accounting Standards seeks to describe the accounting principles, the valuation 

techniques and methods of applying the accounting principles in the preparation and 

presentation of financial statements so that they give true and fair view. 

Guidance notes seeks to provide guidance in some specific matters which are already 

dealt with by the accounting standards. It aims are clarifying the issues which needs 

special attention or where there are more than one treatment possible of the same 

item. 

Accounting Standards are the basis on which the accounting world operates and are 

compulsorily required to be complied with. If any deviations found, it the responsibility 

of the Accounting and Auditing Professional to report the matter to the higher 

authorities .The auditor may even qualify the report if the deviation is material. In 

contrast to this guidance note are the leading paths to the professional on some 

matters which may need special attention. It is at the discretion of the professional to 

take the note into consideration. He may even seek to not abide by the Guidance Note, 

if the situation so warrant. No qualification needed in the report if one does not follow 

guidance note. 

3. GUIDANCE NOTES ON  ACCOUNTING ASPECTS 

The following is the list of applicable guidance notes on accounting aspects (covered 

in Intermediate Paper 5 Syllabus): 

1.  Guidance Note on Terms Used in Financial Statements. 

2.  Guidance Note on Accrual Basis of Accounting.  
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3. Guidance Note on Accounting for Corporate Dividend Tax.

4. Guidance Note on Accounting for Employee Share-base Payments.

5. Guidance Note on Accounting for Depreciation in Companies in the context of

Schedule II to the Companies Act, 2013.

6. Guidance Note on Accounting for Credit Available in Respect of Minimum

Alternative Tax under the Income-tax Act, 1961.

7. Guidance Note on Accounting for Real Estate Transactions (revised 2012)

8. Guidance Note on Turnover in case of Contractors.

9. Guidance Note on Schedule III to the Companies Act, 2013.

The students are advised to go through the bare text of these Guidance Notes.    
Students may also check the following link for the full text of the Guidance Notes on 
our Institute’s website: 

http://www.icai.org/post.html?post_id=1399 

4. AN OVERVIEW OF GUIDANCE NOTES

The list of applicable guidance notes on accounting aspects (covered in 

Intermediate Paper 5 Syllabus) have been discussed in detail in the succeeding paras.  

4.1 GUIDANCE NOTE ON TERMS USED IN FINANCIAL STATEMENTS 

The objective of this guidance note is to facilitate a broad and basic understanding of 

the various terms as well as to promote consistency and uniformity in their usage.  The 

terms have been defined in this guidance note, keeping in view their usage in the 

preparation and presentation of the financial statements.  Some of these terms may 

have different meanings when used in the context of certain special enactments.  The 

definitions of the terms in this guidance note do not spell out the accounting 

procedure and are not prescriptive of a course of action. For the definition of terms 

used in financial Statements, the students are advised to refer the bare text of this 

Guidance Note.   

4.2 GUIDANCE NOTE ON ACCRUAL BASIS OF ACCOUNTING. 

Introduction: 

Certain fundamental accounting assumptions underlie the preparation and 

presentation of financial statements. “Accrual” is one of the fundamental accounting 

assumptions. Para 27 of the Accounting Standard on Disclosure of Accounting Policies 
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(AS-1), issued by the Institute of Chartered Accountants of India (ICAI), provides that if 

fundamental accounting assumptions, viz., going concern, consistency and accrual are 

not followed, the fact should be disclosed. 

There are three bases of accounting in use, viz., (i) accrual (ii) cash and (iii) hybrid. 

Section 128 of the Companies Act, 2013, makes it obligatory on all companies to 

maintain their accounts on accrual basis and according to the double entry system of 

accounting.  

This guidance note is issued by the Research Committee of the ICAI providing 

guidance in respect of maintenance of accounts on the accrual basis of accounting. 

Meaning of Accrual Basis of Accounting 

The term “Accrual” has been explained in the Accounting Standard on Disclosure of 

Accounting Policies (AS-1), as under: 

“Revenues and costs are accrued, that is, recognised as they are earned or incurred 

(and not as money is received or paid) and recorded in the financial statements of the 

periods to which they relate” 

The Guidance Note on Terms Used in Financial Statements, issued by the Accounting 

Standards Board of the ICAI, explains ‘Accrual Basis of Accounting’ as under: 

“The method of recording transactions by which revenues, costs, assets and liabilities 

are reflected in the accounts in the period in which they accrue. The ‘Accrual Basis of 

Accounting’ includes considerations relating to deferrals, allocations, depreciation and 

amortisation. This basis is also referred to as ‘Mercantile Basis of Accounting’.” 

Reasons for Accrual Basis of Accounting 

1. Accrual basis of accounting, thus, attempts to record the financial effects of 

the transactions, events, and circumstances of an enterprises in the period in 

which they occur rather than recording them in the period(s) in which cash is 

received or paid by the enterprise. 

2. Receipts and payments of the period will not coincide with the buying 

producing or selling events and other economic events that affect entity 

performance. 

3. The goal of Accrual basis of accounting is to follow the Matching concept of 

Income and Expenditure so that reported net income measures an enterprise’s 

performance during a period instead of merely listing its cash receipts and 

payments. 

4. Accrual basis of accounting recognises assets, liabilities or components of 
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revenues and expenses for amounts received or paid in cash in past, and 

amounts expected to be received or paid in cash in the future. 

5. Important point of difference between accrual and accounting based on cash 

receipts and outlay is in timing of recognition of revenues, expenses, gains and 

losses. 

Features of Revenue Recognition AS-9 

♦ The Accounting Standard on “Revenue Recognition” (AS-9) issued by ICAI deals 

with the bases for recognition of revenue in the statement of profit and loss of 

an enterprise. This standard lays down rules for recognition of revenue arising 

in the course of the ordinary activities of the enterprise from (i) sale of goods, 

(ii) rendering of services, and (iii) use of resources of the enterprise by others 

yielding interest, royalties and dividends. 

♦ Recognition of revenue requires revenue should be measurable and that at the 

time of sale or rendering of services or the use of resources of the enterprises 

by others it would not be unreasonable to expect ultimate collection. When 

such consideration is not determinable within reasonable limits, the 

recognition of revenue is postponed. 

If recognition of revenue is postponed due to uncertainties 

Where the ability to assess the ultimate collection with reasonable certainty is lacking 

at the time of raising any claim, e.g., for escalation of price, export incentives, interest 

etc., and revenue recognition is postponed to the extent of uncertainty involved. It is 

possible that the uncertainty of collection may be either in respect of the entire 

transaction or a part thereof. For that part in respect of which there is no uncertainty 

of collection, the revenue is immediately recognised and for the remaining part the 

recognition of revenue is postponed. In such cases, it may be appropriate to recognise 

revenue only when it is reasonably certain that the ultimate collection will be made. 

When the uncertainty relating to collectability arises subsequent to the time of sale or 

the rendering of the service, it is more appropriate to make a separate provision to 

reflect the uncertainty rather than to adjust the amount of revenue originally recorded. 
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Note : The use of resources of the enterprise by others yielding interest, royalties and 

dividends is recognised when no significant uncertainty as to measurability or 

collectability exists.   

 

 

 

 

PERFORMANCE SHOULD BE REGARDED AS ACHIEVED WHEN?

Sale of goods

A The seller of goods has transferred to
the buyer the property in the goods for
a price or all significant risks and
rewards of ownership have been
transferred to the buyer and the seller
retains no effective control of the goods
transferred to a degree usually
associated with ownership; and

B no significant uncertainty exists
regarding the amount of the
consideration that will be derived from
the sale of goods. Thus, when such
consideration is not determinable
within reasonable limits, the recognition
of revenue is postponed.

Rendering of Services

In a transaction involving the
rendering of services, performance
should be measured either under the
completed service contract method or
under the proportionate completion
method, whichever relates the
revenue to the work accomplished.
Such performance should be regarded
as being achieved when no significant
uncertainty exists regarding the
amount of the consideration that will
be derived from rendering the service.
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The recognition of interest, royalties and dividends are as follows- 

 
 

When interest, royalties and dividends from foreign countries require exchange 

permission and uncertainty in remittances is anticipated, revenue recognition may 

need to be postponed. 

Rules for Expense Recognition 

The Guidance Note on Terms Used in Financial Statements explains the term ‘Expense’ 

as under: 

“A cost relating to the operations of an accounting period or to the revenue earned 

during the period or the benefits of which do not extend beyond that period”. 

Under accrual basis of accounting, expenses are recognised by the following 

approaches: 

 

Sources

(A) Interest

Interest accrues, in 
most circumstances, 

on the time basis 
determined by the 

amount outstanding 
and the rate 

applicable. Usually, 
discount or premium 

on debt securities 
held is treated as 
though it were 

accruing over the 
period of maturity.

(B) Royalty

Royalties accrue in 
accordance with the 
terms of the relevant 
agreement and are 

usually recognised on 
that basis unless, 

having regard to the 
substance of the 
transactions, it is 

more appropriate to 
recognise revenue on 

some other 
systematic and 
rational basis.

(C) Dividends

Dividends from 
investments in shares 

accrue when the 
owner’s right to 

receive payment is 
established.
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Identification with revenue transactions 

Costs directly associated with the revenue recognised during the relevant period (in 

respect of which whether money has been paid or not) are considered as expenses 

and are charged to income for the period. 

Identification with a period of time 

In many cases, although some costs may have connection with the revenue for the 

period, the relationship is so indirect that it is impracticable to attempt to establish it. 

However, there is a clear identification with a period of time. Such costs are regarded 

as ‘period costs’ and are expensed in the relevant period, e.g., salaries, telephone, 

traveling, depreciation on office building etc. Similarly, the costs the benefits of which 

do not clearly extend beyond the accounting period are also charged as expenses. 

Expenses Relating to Future Period 

Prepaid Expenses 

Expenses of future periods paid in 

current accounting period is known 

as prepaid expenses 

Outstanding Expenses 

Expenses of the current year, for which 

payment has not yet been made, are 

charged to the profit and loss account 

for the current accounting period. 
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Recognition of Assets and Liabilities 

As in the case of revenues and expenses which are recognised under the accrual basis 

of accounting, as they are earned or incurred (and not as money is received or paid), 

the transactions related to assets and liabilities are recognised as they occur 

irrespective of the actual receipts or payments 

Concept of Materiality 

(a) The Companies Act, requires that every company has to keep the books of 

account in such a manner that they give a ‘true and fair’ view of its state of 

affairs and that the books are maintained on the accrual basis of accounting 

(b) The concept of ‘true and fair’ view also recognises that the concept of 

materiality must be given due importance in the preparation and presentation 

of financial statements. As explained in para 17 of Accounting Standard on 

WHEN IS CONTINGENT LOSS TO BE PROVIDED 

Chances of an asset has been impaired or a liability has been incurred 

It is probable that resource 

embodying economic benefits 

will flow from the enterprise 

It is remote that resource 

embodying economic benefits 

will flow from the enterprise

Reasonable estimate of the 

amount can be made 

Provision is to be made 

No provision is to be made

No 

Yes 

© The Institute of Chartered Accountants of India



 

 

2.11 

 

APPLICATION OF GUIDANCE NOTES 

‘Disclosure of Accounting Policies’ (AS-1), financial statements should disclose 

all “material” items, i.e., items the knowledge of which might influence the 

decisions of the user of the financial statements. 

(c) The accrual basis of accounting does not necessarily imply that detailed 

calculations are required to be made in respect of even the smallest and 

immaterial amounts of revenue and expenditure and co-relate the same on the 

basis of the principle of accrual. For example, it may not be improper to write 

off a small calculator costing ` 100 even though it is expected to be used for 

more than one year. 

Change in the Basis of Accounting 

When an enterprise which was earlier following cash basis of accounting for all or any 

of its transactions, changes over to the accrual basis of accounting, the effect of the 

change should be ascertained with reference to the transactions of the previous 

accounting periods also, to the extent such transactions have an impact on the current 

financial position of the enterprise. The fact of such change should be disclosed in the 

financial statements. The impact of, and the adjustments resulting from, such change, 

if material, should be shown in the financial statements of the period in which such 

change is made to reflect the effect of such change. Where the effect of the change is 

not ascertainable, wholly or in part, the fact should be indicated. If the change has no 

material effect on the financial statements for the current period but is reasonably 

expected to have a material effect in later periods, the fact of such change should be 

appropriately disclosed in the period in which the change is adopted 

Auditor’s Responsibility 

Where a company has maintained its books of account in a manner that all material 

transactions are accounted for on accrual basis as discussed above, the auditor should 

state in his report that, as far as this aspect is concerned, the company has maintained 

proper books of account as required by law. Where a company has not maintained its 

books of account in a manner that all material transactions are accounted for on 

accrual basis as discussed above, the auditor will have to qualify his report or give a 

negative opinion with regard to the following assertions: 

♦ Whether proper books of account as required by law have been kept by the 

company 

♦ Whether the accounts give the information required by this Act in the manner so 

required and give a true and fair view of: 
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i. in the case of the balance sheet, of the state of the company’s affairs 

as at the end of its financial year; and 

ii. in the case of the profit and loss account, of the profit or loss for its 

financial year. 

4.3 GUIDANCE NOTE ON ACCOUNTING FOR CORPORATE DIVIDEND TAX  

Corporate Dividend Tax (CDT) is in addition to the income-tax chargeable in respect 

of the total income of a domestic company and was introduced under The Finance Act, 

1997. The Guidance Note on Accounting for Corporate Dividend Tax explains the 

salient features of Corporate Dividend tax (CDT). As per the Guidance Note, CDT on 

dividend, being directly linked to the amount of the dividend concerned, should also 

be reflected in the accounts of the same financial year even though the actual tax 

liability in respect thereof may arise in a different year. The liability in respect of CDT 

arises only if the profits are distributed as dividends whereas the normal income-tax 

liability arises on the earning of the taxable profits. Since the CDT liability relates to 

distribution of profits as dividends which are disclosed ‘below the line’, it is appropriate 

that the liability in respect of CDT should also be disclosed ‘below the line’ as a separate 

item. It is felt that such a disclosure would give a proper picture regarding payments 

involved with reference to dividends. 

The Salient Features of CDT as are follows: 

I. CDT is chargeable to the domestic company declaring or distributing dividend 

in India on or after 1st day of June 1997 

II. It is the tax in addition to income tax 

III. The dividend may be paid out of current profits or accumulated profits 

IV. The rate of CDT is 15% plus 12% surcharge as increased by education cess. 

V. CDT should be payable even if no income tax is payable by the domestic 

company on its total income. 

VI. CDT is payable to the credit of the Central Government within 14 days of  

(a) declaration of any dividend, 

(b) distribution of any dividend, or 

(c) Payment of any dividend, whichever is the earliest.  

VII. No Credit should be allowed towards payment of CDT. It should be treated as 

the final payment of tax on the dividends. 
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VIII. The expression ‘dividend’ should have the same meaning as is given to 

‘dividend’ in clause (22) of Section 2 but should not include sub-clause (e) 

thereof. 

Accounting for CDT   

According to generally accepted accounting principles, the provision for dividend is 

recognised in the financial statements of the year to which the dividend relates. In view 

of this, CDT on dividend, being directly linked to the amount of the dividend 

concerned, should also be reflected in the accounts of the same financial year even 

though the actual tax liability in respect thereof may arise in a different year. 

Disclosure and Presentation of CDT in Financial Statements 

♦ The dividends are disclosed ‘below the line’, a question arises with regard to 

disclosure and presentation of CDT, as to whether the said tax should also be 

disclosed ‘below the line’ or should be disclosed along with the normal 

income-tax provision for the year ‘above the line’. 

♦ The liability in respect of CDT arises only if the profits are distributed as 

dividends whereas the normal income-tax liability arises on the earning of the 

taxable profits. Since the CDT liability relates to distribution of profits as 

dividends which are disclosed ‘below the line’, it is appropriate that the liability 

in respect of CDT should also be disclosed ‘below the line’ as a separate item. 

It is felt that such a disclosure would give a proper picture regarding payments 

involved with reference to dividends. 

Recommendations 

♦ According to the matching concept of accounting CDT liability should be 

recognised in the same period as the dividend concerned is recognised. 

♦ CDT liability should be disclosed below the line item dividend as follows: 

 Dividend xxxx 

 Corporate Dividend tax thereon xxxx 

  xxxx 

♦ Provision for Corporate Dividend Tax should be disclosed separately under the 

head ‘Provisions’ in the balance sheet. 
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4.4 GUIDANCE NOTE ON ACCOUNTING FOR EMPLOYEE SHARE-BASED 

PAYMENTS 

This Guidance Note establishes financial accounting and reporting principles for 

employee share-based payment plans, viz., employee stock option plans, employee 

stock purchase plans and stock appreciation rights. For the purposes of this Guidance 

Note, the term 'employee' includes a director of the enterprise, whether whole time or 

not.  

For accounting purposes, employee share-based payment plans are classified into the 

following categories:  

♦ Equity-settled: Under these plans, the employees receive shares. 

♦ Cash-settled: Under these plans, the employees receive cash based on the price 

(or value) of the enterprise's shares. 

♦ Employee share-based payment plans with cash alternatives: Under these 

plans, either the enterprise or the employee has a choice of whether the 

enterprise settles the payment in cash or by issue of shares.  

An employee share-based payment plan falling in the above categories can be 

accounted for by adopting the fair value method or the intrinsic value method. The 

accounting treatment recommended here in below is based on the fair value method.  

An enterprise should recognise as an expense (except where service received qualifies 

to be included as a part of the cost of an asset) the services received in an equity-

settled employee share-based payment plan when it receives the services, with a 

corresponding credit to an appropriate equity account, say, 'Stock Options 

Outstanding Account'. This account is transitional in nature as it gets ultimately 

transferred to another equity account such as share capital, securities premium 

account and/or general reserve as recommended in this Guidance Note. If the shares 

or stock options granted vest immediately, the employee is not required to complete 

a specified period of service before becoming unconditionally entitled to those 

instruments. In the absence of evidence to the contrary, the enterprise should presume 

that services rendered by the employee as consideration for the instruments have been 

received. In this case, on the grant date, the enterprise should recognise services 

received in full with a corresponding credit to the equity account. If the shares or stock 

options granted do not vest until the employee completes a specified period of service, 

the enterprise should presume that the services to be rendered by the employee as 

consideration for those instruments will be received in the future, during the vesting 

period. The enterprise should account for those services as they are rendered by the 
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employee during the vesting period, on a time proportion basis, with a corresponding 

credit to the equity account. 

An enterprise should measure the fair value of shares or stock options granted at the 

grant date, based on market prices if available, taking into account the terms and 

conditions upon which those shares or stock options were granted. If market prices 

are not available, the enterprise should estimate the fair value of the instruments 

granted using a valuation technique to estimate what the price of those instruments 

would have been on the grant date in an arm's length transaction between 

knowledgeable, willing parties. The valuation technique should be consistent with 

generally accepted valuation methodologies for pricing financial instruments (e.g., use 

of an option pricing model for valuing stock options) and should incorporate all factors 

and assumptions that knowledgeable, willing market participants would consider in 

setting the price. Vesting conditions, other than market conditions, should not be 

taken into account when estimating the fair value of the shares or stock options at the 

grant date. Instead, vesting conditions should be taken into account by adjusting the 

number of shares or stock options included in the measurement of the transaction 

amount so that, ultimately, the amount recognised for employee services received as 

consideration for the shares or stock options granted is based on the number of shares 

or stock options that eventually vest. Hence, on a cumulative basis, no amount is 

recognised for employee services received if the shares or stock options granted do 

not vest because of failure to satisfy a vesting condition (i.e., these are forfeited), e.g., 

the employee fails to complete a specified service period, or a performance condition 

is not satisfied. 

To apply the requirements of the Guidance Note, the enterprise should recognise an 

amount for the employee services received during the vesting period based on the 

best available estimate of the number of shares or stock options expected to vest and 

should revise that estimate, if necessary, if subsequent information indicates that the 

number of shares or stock options expected to vest differs from previous estimates. 

On vesting date, the enterprise should revise the estimate to equal the number of 

shares or stock options that ultimately vest. Market conditions, such as a target share 

price upon which vesting (or exercisability) is conditioned, should be taken into 

account when estimating the fair value of the shares or stock options granted. On 

exercise of the right to obtain shares or stock options, the enterprise issues shares on 

receipt of the exercise price. The shares so issued should be considered to have been 

issued at the consideration comprising the exercise price and the corresponding 

amount standing to the credit of the relevant equity account (e.g., Stock Options 

Outstanding Account). In a situation where the right to obtain shares or stock option 
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expires unexercised, the balance standing to the credit of the relevant equity account 

should be transferred to general reserve. 

For cash-settled employee share-based payment plans, the enterprise should measure 

the services received and the liability incurred at the fair value of the liability. Until the 

liability is settled, the enterprise is required to re-measure the fair value of the liability 

at each reporting date and at the date of settlement, with any changes in value 

recognised in profit or loss for the period. 

For employee share-based payment plans in which the terms of the arrangement 

provide either the enterprise or the employee with a choice of whether the enterprise 

settles the transaction in cash or by issuing shares, the enterprise is required to account 

for that transaction, or the components of that transaction, as a cash-settled share-

based payment plan if, and to the extent that, the enterprise has incurred a liability to 

settle in cash (or other assets), or as an equity-settled share-based payment plan if, 

and to the extent that, no such liability has been incurred. 

Accounting for employee share-based payment plans is based on the fair value 

method. There is another method known as the 'Intrinsic Value Method' for valuation 

of employee share-based payment plans. Intrinsic value, in the case of a listed 

company, is the amount by which the quoted market price of the underlying share 

exceeds the exercise price of an option. In the case of a non-listed company, since the 

shares are not quoted on a stock exchange, value of its shares is determined on the 

basis of a valuation report from an independent valuer.  For accounting for employee 

share-based payment plans, the intrinsic value may be used, mutatis mutandis, in place 

of the fair value as described in the Guidance Note. 

Apart from the above, the Guidance Note also deals with various other significant 

aspects of the employee share-based payment plans including those related to 

performance conditions, modifications to the terms and conditions of the grant of 

shares or stock options, reload feature, graded vesting, earnings-per-share 

implications, accounting for employee share-based payments administered through a 

trust, etc. The Guidance Note also recommends detailed disclosure requirements. The 

appendices to the Guidance Note provide detailed guidance on measurement of fair 

value of shares and stock options, including determination of various inputs to the 

option-pricing models and examples to illustrate application of various principles 

recommended in the Guidance Note. 

Illustration 1  

A Company has its share capital divided into shares of ` 10 each.  On 1st April, 2016, it 

granted 10,000 employees’ stock options at ` 40, when the market price was ` 130.  The 
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options were to be exercised between 16th December, 2016 and 15th March, 2017.  The 

employees exercised their options for 9,500 shares only; the remaining options lapsed.  

The company closes its books on 31st March every year. 

Show Journal Entries. 

Solution 

Journal Entries 

 Particulars Dr.  Cr.  

2016  `   `   

April 1 Employee Compensation Expense Dr.   9,00,000  

  To Employee Stock Options Outstanding  9,00,000 

 (Being grant of 10,000 stock options to 

employees at ̀  40 when market price is ̀  130) 

  

2017    

16th Dec.  Bank Dr.   3,80,000  

to 15th  Employee stock options outstanding Dr.   8,55,000  

March  To Equity share capital  95,000 

  To Securities premium  11,40,000 

 (Being allotment to employees of 9,500 

equity shares of ` 10 each at a premium of 

 ` 120 per share in exercise of stock options 

by employees) 

  

March 16 Employee stock options outstanding Dr.      45,000  

  To Employee compensation expense  45,000 

 (Being entry for lapse of stock options for 500 

shares) 

  

March 31 Profit and Loss A/c Dr.   8,55,000  

  To Employee compensation expense  8,55,000 

 (Being transfer of employee compensation 

expense to profit and loss account) 

  

Note: The students are advised to refer Chapter 3 “Accounting for Employee Stock 

Option Plan” for the practical problems based on this Guidance Note. 
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4.5 GUIDANCE NOTE ON ACCOUNTING FOR DEPRECIATION IN 

COMPANIES IN THE CONTEXT OF SCHEDULE II TO THE COMPANIES 

ACT, 2013 

Background 

In contrast to Schedule XIV to the Companies Act 1956 which specifies rates of 

depreciation for various assets, schedule II to the Companies provides for depreciation 

to charges on the basis of the useful lives of the asset. 

As a consequence, the companies are in a position to charge depreciation based on 

the useful life of an asset supported by technical advice, even though such lives are 

higher or lower than those specified in the said schedule. In view of this, depreciation 

charged as per the useful life is true commercial depreciation bringing the financial 

statements prepared accordingly closer to those prepared in accordance with 

international standards. 

In this Guidance Note wherever the term ‘Schedule II’ is used it refers to Schedule II to 

the Companies Act, 2013, and wherever term ‘Schedule XIV’ is used it refers to 

Schedule XIV to the Companies Act, 1956, unless specified otherwise. 

Important points of distinction between Schedule II and Schedule XIV 

Schedule II Schedule XIV 

Useful life is the period over which an 

asset is expected to be available for use 

by an entity, or the number of 

production or similar units expected to 

be obtained from the asset by the 

entity 

Schedule XIV did not include such 

requirement. 

Schedule II prescribes indicative useful 

lives of various assets. 

Schedule XIV provides for depreciation 

on Straight Line Method (SLM)/Written 

Down Value  

Depreciation is systematic allocation of 

the depreciable amount of an asset 

over its useful life. 

It is the allocation of depreciable 

amount based on the rate of 

depreciation prescribed by the schedule 

XIV 

Companies are allowed to follow 

different useful life/residual value if an 

appropriate justification is given 

Companies are allowed to follow the 

different method and rate of 
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supported by technical advice depreciation prescribed by the schedule. 

Useful lives of significant parts of an 

asset to be determined separately. 

Useful lives of the complete asset is 

determined uniformly 

Useful lives of fixed assets prescribed 

under schedule II 

Depreciation rates are prescribed under 

schedule XIV 

Objective 

This Guidance Note is issued with the objective to provide guidance on certain 

significant issues that may arise from the practical application of Schedule II with a 

view to establish consistent practice with regard to the accounting for depreciation. 

Scope 

Shift from Rate-based requirements to Useful Life: 

Paragraph 1 of Part A of Schedule II defines ‘useful life’ of an asset as: 

“The useful life of an asset is the period over which an asset is expected to be available 

for use by an entity, or the number of production or similar units expected to be 

obtained from the asset by the entity.” 

Paragraph 3(i) of Part A of Schedule II, as amended, states as follows: 

Without prejudice to the foregoing provisions of paragraph 1 (of Schedule II),— 

(i) The useful life of an asset shall not ordinarily be different from the useful life 

specified in Part C and the residual value of an asset shall not be more than five percent 

of the original cost of the asset. 

Provided that where a company adopts a useful life different from what is specified in 

Part C or uses a residual value different from the limit specified above, the financial 

statements shall disclose such difference and provide justification in this behalf duly 

supported by technical advice.” 

Both the above paragraphs should be read together for clear understanding of the 

provision. 

It may be noted that paragraph 3 of Schedule II initially provided that the useful life of 

an asset shall not be longer than the useful life prescribed in Part C. With a view to 

clarify that the useful lives as prescribed in Part C to Schedule II are indicative, Schedule 

II was amended by the MCA vide its notification G.S.R. 627(E) dated August 29, 2014, 

where the expression ‘shall not be longer than’ was changed to ‘shall not ordinarily be 

different’. 
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Accounting Standard as clarifies the above circular 

It provides that “where the management’s estimate of the useful life of an asset of the 

enterprise is shorter than that envisaged under the provisions of the relevant statute, 

the depreciation provision is appropriately computed by applying a higher rate. If the 

management’s estimate of the useful life of the asset is longer than that envisaged 

under the statute, depreciation rate lower than that envisaged by the statute can be 

applied only in accordance with requirements of the statute.” As Schedule II permits 

useful lives different from that specified in Part C of Schedule II, the useful lives 

specified therein are indicative only.  

♦ Determination of useful life of an asset is the matter of estimation and is based 

on various factors including the past experience with similar assets 

♦ The useful life of a depreciable asset should be estimated after considering the 

following factors: 

(a) Expected physical wear and tear 

(b) Obsolescence 

(c) Legal or other limits on the use of the asset 

♦ In view of the above, the useful lives as given under Part ‘C’ of Schedule II for 

various types of assets are indicative only and are not minimum or maximum. 

Where the useful lives of various specific assets are the same as those under 

Schedule II, the company should use these useful lives. In case the useful life 

of an asset as estimated by the company, supported by the technical advice, 

external or internal, differs, i.e., higher or lower from the indicative useful life 

given under Schedule II, the former should be applied by the company for 

providing depreciation 

Where the useful life estimated by the management is different from that specified by 

Schedule II, the same is disclosed in notes. 
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Determination of Useful Life 

* No Extra Shift Depreciation/ Continuous Process Plant 

♦ As discussed above, useful lives of an asset are the estimate based on some 

factors. Therefore there may be change in the factors based on which the 

estimate was based. This may require revision in the useful life of the asset. 

 

Asset (newly acquired or existing) 

NESD/CPP* AS PER 

SCHEDULE II 
NON-NESD 

Single Shift Double Shift Triple Shift 

Estimated Useful Life 
Estimated Useful life 

Lower than 

Schedule II 

Equal to Schedule 

II 

Higher Than 

Schedule II 

Make Disclosures No Disclosures

  
Make Disclosures 
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♦ Where there is a revision of the estimated useful life of an asset, the 

unamortised depreciable amount should be charged over the revised 

remaining useful life. 

♦ Accounting Standard (AS) 5, Net Profit or Loss for the Period, Prior Period Items 

and Changes in Accounting Policies, notified under the Companies (Accounting 

Standards) Rules, 2006, provides ‘an estimate may have to be revised if changes 

occur regarding the circumstances on which the estimate was based, or as a 

result of new information, more experience or subsequent developments. 

♦ The revision of the estimate by its nature is neither the extraordinary events, 

nor prior period item. Therefore, a company is required to assess whether there 

have been any changes in the measure of wearing out, consumption or other 

loss of value of the asset during the year and in future. Where there have been 

such changes, the company is required to re-estimate the useful life of the 

asset. 

Illustration 1 

Facts: A Limited is engaged in the business of manufacturing of toys. A Limited purchased 

a unit of machinery costing ̀  60 lakhs as on April 01, 2014. As per Schedule II the general 

useful life of the assets is 15 years. However, as per A Ltd.’s estimation, the useful life of 

the asset is 20 years supported by the technical advice.  

Should the company use the useful life as 15 years or 20 years? 

Solution 

In this case, keeping in view the requirements under Schedule II, A Ltd. should 

depreciate the machinery over its useful life of 20 years as determined by the company 

and not over 15 years as indicated in Schedule II. A limited should also provide 

disclosures in this regard as recommended later in this Guidance Note in the notes to 

accounts to justify the reason for difference between the indicative use life and A’s 

estimated useful life.   

Illustration 2  

Facts: B Limited had considered the minimum rates of depreciation mentioned in 

Schedule XIV for depreciating all its fixed assets till March 31, 2014. Based on the rates 

mentioned for SLM and WDV in Schedule XIV, B Limited had derived the useful lives for 

the assets. Schedule II of the Companies Act, 2013 is now applicable to B Limited w.e.f. 

April 1, 2014. Whether B Limited needs to follow the useful lives mentioned in the 

Schedule II or derived useful lives considered till March 31, 2013 can be considered? 
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Solution 

W.e.f. April 1, 2014, B limited should estimate the remaining useful lives of its assets 

based on the definition of useful life in Schedule II and the factors specified in 

Accounting Standard for recognising depreciation in the statement of profit and loss. 

There is no relevance of the derived useful life as per Schedule XIV. However, if B 

Limited estimates useful lives different from those specified in Schedule II, it should 

disclose such differences in the financial statements and provide justification in this 

behalf duly supported by technical advice. 

Residual Value of an Asset 

♦ Residual Value of an Asset should not exceed five percent of the original value 

of the asset;  

♦ Where a company uses a residual value different from the limit specified above, 

the financial statements should disclose such difference and provide 

justification in this behalf duly supported by technical advice. 

Determination of Residual Value 

Estimated Residual Value 

Lower Than 5% of 

original Cost 

Equal to 5% of 

Original Cost 
Higher than 5% of 

Original Cost 

No Disclosures No Disclosures 
Make Disclosures 
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Continuous Process Plant (CPP) 

Note 8 to Schedule II define the expression ‘Continues Process Plant’ as:

 ‘‘Continuous process plant’’ means a plant which is required and designed 

to operate for twenty-four hours a day. 

In the CPP the technical 

requirement is such 

that it will be run 

continuously for twenty 

four hours. If it is not 

run continuously, there 

are significant shut

down or start-up cost. 

The shutdown does not 

change the inherent 

technical nature of the 

plant. For instance, a blast 

furnace which is required 

and designed to operate 

twenty-four hours a day 

may be shut down due for 

various reasons; 

Useful life as estimated would 

be applicable for providing 

depreciation 

There can be certain 

plants which though 

may work twenty-four 

hours a day, yet their 

technical design is not 

such that they have to 

be operated twenty-

four hours a day, e.g., 

a textile weaving mill. 

Repetitive 

Process Plant 

or Assembly 

line plants are 

different from 

Continuous 

Process Plant 

These plants are not 

CPP since such plants 

do not involve 

significant shut-down 

and/or start-up costs 

and are not technically 

required and designed 

to operate twenty-four 

hours a day, e.g., an 

automobile 

manufacturing plant. 
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Note: 

1. It is noted that Schedule XIV, inter alia, specified the general rates of 15.28% 

under Written down Value method (WDV) and 5.33% under Straight Line 

Method (SLM) of depreciation for CPP, other than those for which special rates 

had been prescribed. In other words, as per the depreciation rates provided 

under Schedule XIV for the CPP, the useful life was 20 years (approx). However, 

Schedule II indicates useful life of 25 years for CPP, other than those for which 

special rates have been prescribed in Schedule II. The principle of estimation 

of useful life as explained in paragraph 12 of this Guidance Note will also apply 

to CPP. 

2. It may be noted that what should be considered as CPP under Schedule II is 

same as it was under Schedule XIV. Accordingly, in case a plant was not 

considered as CPP under Schedule XIV, the same cannot be considered as CPP 

under Schedule II. 

Multiple Shift Depreciation  

Meaning 

Note 6 to Schedule II to the Companies Act, 2013, states that:  

“The useful lives of assets working on shift basis have been specified in the Schedule 

based on their single shift working. Except for assets in respect of which no extra shift 

depreciation is permitted (indicated by NESD in Part C above), if an asset is used for 

any time during the year for double shift, the depreciation will increase by 50% for that 

period and in case of the triple shift the depreciation shall be calculated on the basis 

of 100% for that period.” 

On the other hand, Schedule XIV specified the depreciation rates for double shift and 

triple shift separately. Therefore, an issue may arise whether the rates for extra shift as 

given under Schedule II should be applied without estimating the useful lives of the 

assets under multiple shifts 

Non applicability of multiple 
shift depreciation

♦ Continuous process plant (CPP)

♦ The assets which have been marked
as NO extra Shift Depreciation (NESD)
under Schedule II

Applicability of multiple shift 
depreciation

The concept of extra shift 
depreciation applies only to those 
assets for which the useful life has 
been estimated on single shift basis 
at the beginning of the year.
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Where the company estimates the useful life of the asset on the single shift basis but 

uses the asset for multiple shifts then the depreciation is increased as follows: 

Double Shift-Increased by 50% 

Triple Shift- increased by 100% 

Also for such assets, the company at the beginning of the next year should determine 

whether the asset used in extra shift during the past year was on sporadic basis and is 

expected to be used on sporadic basis in future also. In such a case, the useful life to 

be on single shift.  If in future the asset is used for double or triple shift, then the 

depreciation should be increased by 50% or 100% respectively as the case may be for 

period of use. 

For assets which are not marked as No Extra Shift Depreciation(NESD) under Schedule 

II and for which the useful life has been estimated on double/triple shift basis at the 

beginning of the year, the concept of extra shift deprecation will not apply. For such 

assets, a company should consider whether there is any change in circumstances on 

which the useful life of asset was based or any new developments have taken place 

which may have impact on the estimated useful life of the asset. If there is no such 

indication, the company should continue to depreciate such assets on the basis of 

previous estimates. If there is any such indication, the company should reassess the 

remaining useful life of the assets on the basis of changed circumstances or new 

developments, e.g., use of the asset on single shift basis in future. 

Unit of Production (UOP) Method of Depreciation 

♦ As per Schedule II depreciation on an asset can be provided on the basis of 

Unit expected to be obtained from the use of the asset. This method of 

providing depreciation is generally known as ‘Unit of Production’ method 

(UOP). 

♦ There are several methods of providing depreciation on an asset. The most 

commonly used method is Straight Line Method or Written Value Method.  

♦ The management of a business selects the most appropriate method(s) based 

on various important factors e.g., 

(i)  Type of asset,  

(ii)  The nature of the use of such asset and 

(iii) Circumstances prevailing in the business 

♦ In view of the above, as a result of application of Schedule II, a company may 

use UOP method, where appropriate, keeping in view the various factors 
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mentioned. UOP method is generally considered appropriate where the 

number of units that can be produced or serviced from the use of the asset is 

the major limiting factor for the use of the asset rather than the time. Following 

are some examples where UOP method can be identified appropriate: 

(a) Useful life of Aircraft engine is restricted by number of flying hours 

(b) Useful life of Boiler is limited to number of hours 

(c) Useful life of Mould is limited by the number of imprints 

♦ A company will have review the number of units which can be produced or 

serviced from the asset in the future periodically. 

♦ Under Schedule XIV primarily two methods of depreciation, i.e., Written Down 

Value (WDV) and Straight Line Method (SLM) were prescribed. Therefore, an 

issue may arise that whether the change in method of depreciation from SLM 

to UOP or WDV to UOP would be a change in accounting policy and need to 

be applied retrospectively or required to be applied prospectively. 

Transition to Schedule II 

From the date this schedule comes into existence, the carrying amount of the asset as 

on that date  

(a) shall be depreciated over the remaining useful life of the asset as per this 

Schedule; 

(b) after retaining the residual value, may be recognised in the opening balance of 

retained earnings where the remaining useful life of an asset is nil 

‘Remaining useful life of an asset’ means on transition to Schedule II, a company should 

estimate the remaining useful life of an asset over which the company expects to use 

the asset, which may or may not be equal to remaining useful life as per the rate of 

depreciation specified in Schedule XIV. 
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In accordance with the transitional provisions of Schedule II, the tax effect of the same 

has also to be adjusted directly against the retained earnings in accordance with the 

Announcement issued by the Institute of Chartered Accountants of India, “Tax effect 

of expenses/income adjusted directly against the reserves and/or Securities Premium 

Account”. 

Effect of Schedule II over SLM and WDV Method 

If a company uses Straight Line Method (SLM) of depreciation, the asset will be 

depreciated equally over the new remaining useful life of the asset. 

If a company uses Written Down Value (WDV) method of depreciation, it will need to 

calculate a new rate for depreciation to depreciate the asset over its remaining useful 

life.  

Illustration 3 

B Limited purchased machinery as on April 1, 2005 and depreciated the same on 

Remaining useful life of an asset 

is nil as per Schedule II 

Remaining useful life 

remains as per Schedule II 

Depreciation 

provided as per the 

schedule II The carrying amount of 

such assets may be 

transferred directly either 

to the opening balances 

of retained earnings 

The carrying amount 

of such assets may 

be recognised in the 

statement of profit 

and loss as 

depreciation expense 

as required by 

Accounting Standard. 

Remaining Useful life 
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straight line method as per the depreciation rates given in Schedule XIV. For the 

financial year beginning on April 1, 2014, when B Limited applies Schedule II, it 

estimates that the remaining useful life of machinery is nil and requires to be 

disposed off. 

What should be the treatment of carrying amount of machinery? 

Solution  

The carrying amount of machinery (net of tax) may be recognised in the opening 

balance of the retained earnings as on April 01, 2014. 

Regulatory Rates 

Part B of Schedule II to the Companies Act, 2013 specifies that if any Regulatory 

authority provides for Useful Life of the Asset, rate of depreciation or residual value 

which is different from the estimate undertaken by the management, the company 

should use that useful life, rate of depreciation and residual life for that specific asset. 

Purchase of Used Assets 

The useful life of an asset is based on the expectations and judgement of the 

management which purchases the assets for its use irrespective of whether the asset 

purchased is new or used asset. 

Illustration 4 

B Limited, a company incorporated under the Companies Act, acquired a second hand 

machinery for ` 5,00,000 from C Limited As per the estimate of the C Limited, the useful 

life of the asset when it was newly purchased by it was 15 years out of which 8 years 

have already elapsed (duration for which machinery is used by the C Limited). B Limited, 

for the purpose of providing depreciation on SLM basis under Schedule II, estimates that 

the asset can be used for 10 years and the residual value is estimated to be nil. 

What useful life of such second hand machinery should be considered by the B Limited 

for providing depreciation? 

Solution 

In this case, B Limited should provide for depreciation on the machinery on the basis 

of useful life of 10 years and not 7 years remaining as per the earlier estimate of C Ltd. 

(15 years – 8 years). Therefore, depreciation expense to be recognised in the statement 

of profit and loss for the year would be ` 50,000 (5, 00,000/10 yrs.) 

Intangible Assets 

The Ministry of Corporate Affairs (MCA), vide its notification G.S.R. 237 (E) dated March 
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31, 2014, made amendments to clause (ii) of paragraph 3 of Schedule II with regard to 

amortisation of intangible assets. 

The amendments provide for revenue based methodology MAY BE used for 

amortisation of intangible assets arising from the Toll Roads created under ‘Build, 

Operate and Transfer Scheme (BOT), Build Own Operate And Transfer (BOOT) or any 

other form of Public Private Partnership (PPP) route in case of road projects. 

The words MAY BE used in the above paragraph gives an option and not mandate to 

follow the revenue based amortisation methodology .The option is available only for 

Assets arising from Toll Roads. Intangible assets other than those arising from toll-

roads should be amortised in accordance with Accounting Standards (AS) 26, 

Intangible Assets, notified under the Companies (Accounting Standards) Rules, 2006. 

Illustration 5 

B Limited is a company engaged in various projects of infrastructure development. B’s 

basic business model is to enter into various infrastructure development projects with the 

Central and State Governments controlled enterprises under Public Private Partnership 

(PPP) Model. During the year 2011-12, B Limited entered into a contract with the State 

Government of Haryana for developing a coal-fired thermal power plant serving the 

states of Haryana, Delhi, Rajasthan and Punjab. At the year-end, i.e., 31st March, 2015, 

for providing amortisation on the intangible assets arising from the above mentioned 

projects for developing thermal power plant, B Limited was of the view that the revenue 

based amortisation methodology as permitted by the Schedule II may be applied. 

Whether the view taken by B Limited is appropriate? 

Solution 

In this case, use of revenue-based amortisation is inappropriate as Schedule II permits 

revenue based amortisation only for intangible assets arising from toll road projects 

and not from any other infrastructure projects even though they are entered into 

through PPP model, BOT or BOOT. 

Revaluation of assets 

Paragraph 1 of Part A of Schedule II defines ‘depreciable amount’ as: “The depreciable 

amount of an asset is the cost of an asset or other amount substituted for cost, less its 

residual value.”  

Schedule II requires depreciation to be provided on historical cost or the amount 

substituted for the historical cost. Accordingly, in case of revaluation of an asset, a 

company should recognise depreciation based on the revalued amount (substituted 

cost) of the asset.  
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A company that followed the policy of recouping additional depreciation as a credit to 

the statement of profit and loss, with Schedule II becoming applicable starts recouping 

additional depreciation on account of revaluation as a credit to revenue reserves, such 

a company should disclose the change as a change in accounting policy in accordance 

with AS 5. 

Component Approach 

♦ As per note 4 of Schedule II - “Useful life specified in Part C of the Schedule is 

for whole of the asset. 

♦ Where cost of the part of the asset is significant to total cost of the asset and 

useful life of that part is different from the useful life of the remaining asset, 

useful life of that significant part shall be determined separately.”  

Companies will need to identify and depreciate significant components with different 

useful lives separately. Schedule II requires application of component accounting 

mandatorily. 

The determination as to whether a part of an asset is significant requires a careful 

assessment of the facts and circumstances. This assessment would include at a 

minimum: 

♦ Determine the threshold value to determine which asset requires 

componentisation. 

♦ Threshold value in percentage of cost of component to the total cost of the 

asset 

♦ Proportion of useful life of that part as compared to the useful life of the asset 

♦ Potential impact on the total depreciation expenditure 

♦ Component accounting requires a company to identify and depreciate 

significant components with different useful lives separately. The application 

of component accounting is likely to cause significant change in the 

measurement of depreciation and accounting for replacement costs. 

♦ Companies need to expense replacement costs in the year of incurrence. 

♦ Under component accounting, companies will capitalise these costs as a 

separate component of the asset and decapitalise the carrying amount of 

previously recognised component. 

♦ When it is not practicable to determine the carrying amount of the replaced 

part, the cost of the replacement may be used as an indication of what the cost 
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of the replaced part was at the time it was acquired or constructed. 

♦ As component accounting was hitherto not mandatory in India, it is possible 

that the separate cost of each significant component of an asset is not available 

in the books of account. For the purpose of determining the cost of such 

component, the following criteria can be used in the order given below: 

(a) Break-up cost provided by the vendor; 

(b) Cost break-up given by internal/external technical expert; 

(c) Fair values of various components; or 

(d) Current replacement cost of component of the related asset and applying 

the same basis on the historical cost of asset 

♦ A company is required to apply component accounting (if appropriate) for all 

depreciable fixed assets (existing or newly acquired) as at 1 April 2014 if a 

company opts to follow it voluntarily and as at 1 April, 2015 mandatorily. 

However, if the carrying amount of any asset is lower than or equal to the 

estimated residual value of the asset(s), company is not required to apply 

component accounting for such asset(s). 

♦ The guidance related to providing depreciation on fixed assets as provided in 

the Guidance Note will apply mutatis mutandis to component accounting, 

where applicable, as well. 

An issue arises whether the transitional provision under Note 7 of Schedule II will be 

available to company on April 1, 2015, with respect to componentization, though it 

adopted the other provisions (useful life) of Schedule II as on April 1, 2014. 

This Guidance Note clarifies that if a company determines the life of a component 

which is different from the remaining asset and such useful life happens to be nil as 

on the date of transition to Schedule II either on voluntary basis or on mandatory basis 

as the case may be, the carrying amount of such component may be transferred 

directly to the retained earnings. In other words, the transitional provisions of Schedule 

II may be applied mutatis mutandis w.r.t. component accounting.  
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Following diagram depicts a method for bifurcating Tangible Fixed Assets into major 

components 

Depreciation on low value items 

It may be noted that Schedule II does not prescribe any requirement to provide 

depreciation at the rate of hundred percent. Therefore, an issue may arise whether the 

earlier requirement of providing hundred percent depreciation on assets with value 

less than rupees five thousand can still be followed or not. 

Identification of Parts 

Part 

1 

Part 

2

Part 

3

Part 

4

Part 

5 

Other 

Insignificant

Comparison of useful life and measure of wearing out, 

consumption or other loss of value between identified 

components 

Aggregation of parts with the same useful life and 

the same pattern of consumption 

Component 1 

(Part 1 and 3) 

Component 2 

(Part 2) 

Component 3 

(Part 4 and 5) 
Remainder 
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In this regard, it may be noted that the provisions of Schedule XIV permitting 100% 

depreciation of the cost of an asset having individual value of ` 5000/- or less was 

based on practices followed by the companies based on the materiality of the financial 

impact of such charge. As the life of the asset is a matter of estimation, the materiality 

of impact of such charge should be considered with reference to the cost of asset. The 

size of the company will also be a factor to be considered for such policy. Accordingly, 

a company may have a policy to fully depreciate assets upto certain threshold limits 

considering materiality aspect in the year of acquisition. 

Pro-rata Depreciation  

♦ Note no. 2 in Schedule II prescribes that “where, during any financial year, any 

addition has been made to any asset, or where any asset has been sold, 

discarded, demolished or destroyed, the depreciation on such assets should be 

calculated on a pro rata basis from the date of such addition or, as the case 

may be, up to the date on which such asset has been sold, discarded, 

demolished or destroyed.” The company may group additions and disposals in 

appropriate time period(s), e.g., 15 days, a month, a quarter etc., for the 

purpose of charging pro rata depreciation in respect of additions and disposals 

of its assets keeping in view the materiality of the amounts involved. 

Adoption of different methods for similar assets at different geographical 

locations 

Whether a company can use different methods for depreciation for similar assets 

located at different locations? 

♦ As per the requirements of Schedule II it may be noted that the basic purpose 

of charging depreciation is to allocate depreciable amount of an asset over its 

useful life. 

♦ As stated in this Guidance Note, for the purpose of estimating useful life of an 

asset, a company should consider various factors given in Accounting Standard  

such as expected physical wear and tear, obsolescence, etc. 

♦ Therefore, selection of a method of depreciation is a matter of judgement by 

the management considering various factors, such as, type of asset, the nature 

of the use of such asset and circumstances prevailing in the business, to 

allocate the depreciable amount of an asset over its useful life so that the 

depreciation method best reflects the way the asset is consumed, i.e., 

depreciation should be allocated so as to charge a fair proportion of the 

depreciable amount in each accounting period during the expected useful life 

of the asset . 
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♦ Different methods for similar assets at different geographical locations can 

only be used if the said methods are selected based on the factors discussed 

in paragraph above. Otherwise, the use of different methods for similar assets 

at different geographical locations is not justified. 

Disclosures 

Apart from the disclosures required under the accounting standards, Schedule II 

requires disclosure of useful life and/or residual value, if they are different from those 

specified under that Schedule. In this regard, following disclosures should be made: 

♦ Disclosure of assets alongwith their useful lives where different from those 

specified under Schedule II including where the useful life estimated as per 

double/triple shift is different from that as would be estimated on the basis of 

increase in depreciation by 50% or 100% in case of double shift and triple shift 

respectively of single shift based depreciation. 

♦ The fact that the said useful lives/residual values are supported by technical 

advice. 

Transitional provisions & Effective Date 

This Guidance Note will be applicable for accounting periods beginning on or after 

April 1, 2016; its earlier application is encouraged. Any cumulative impact (net of taxes) 

due to its applicability should be recognised in revenue reserves and disclosed 

separately. 

4.6 GUIDANCE NOTE ON ACCOUNTING FOR CREDIT AVAILABLE IN 

RESPECT OF MINIMUM ALTERNATIVE TAX UNDER THE INCOME-TAX 

ACT, 1961 

Introduction 

The Finance Act, 1997, introduced section 115JAA in the Income-tax Act, 1961 

(hereinafter referred to as the ‘Act’) providing for tax credit in respect of MAT paid 

under section 115JA (hereinafter referred to as ‘MAT credit’) which could be carried 

forward for set-off for five succeeding years in accordance with the provisions of the 

Act. 

Applicability 

Payment of Minimum Alternative Tax (hereinafter referred to as ‘MAT’) by certain 

companies, where the total income, as computed under the Income-tax Act, 1961, in 

respect of any previous year relevant to the assessment year commencing on or after 
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1st day of April, 1997, but before the 1st day of April, 2001, was less than 30% of its 

book profit. 

Thus, the total income of the company chargeable to tax for the relevant previous year 

was deemed to be an amount equal to thirty per cent of its book profit. 

The Finance Act, 2000, w.e.f. 1.4.2001, introduced section 115JB according to which a 

company is liable to pay MAT under the provisions of the said section in respect of any 

previous year relevant to the assessment year commencing on or after the 1st day of 

April, 2001. 

The MAT under this section is payable where the normal income-tax payable by such 

company in the previous year is less than 18.5 per cent of its book profit which is 

deemed to be the total income of the company. Such company is liable to pay income-

tax at the rate of 18.5 per cent of its book profit. The Finance Act, 2005, inserted sub-

section (1A) to section 115JAA, to grant tax credit in respect of MAT paid under section 

115JB of the Act with effect from assessment year 2006-07. 

Example: 

The taxable income of Shinee Pvt. Ltd. computed as per the provisions of Income tax 

Act = ` 8,40,000. 

Book profit of the company computed as per the provisions of section MAT 115JB = 

` 18,40,000. 

The tax liability of a company will be higher of: (i) Normal tax liability, or (ii) MAT. 

♦ The Normal tax rate applicable to an Indian company is 30% (plus cess and 

surcharge as applicable). That is the tax at the rate of 30% on ` 8,40,000 =  

` 2,52,000 (plus cess) 

♦ Book profit of the company is ` 18,40,000. MAT Tax liability (excluding cess & 

surcharge) @ 18.5% on ` 18,40,000 = ` 3,40,400. 

Thus, the tax liability of Shinee Pvt. Ltd. will be ` 3,40,400 (plus cess as applicable) 

because it is higher than the normal tax liability. 

Features of Mat Credit 

(a) A company, which has paid MAT, would be allowed credit in respect thereof. 

(b) The amount of MAT credit would be equal to the excess of MAT over normal 

income-tax for the assessment year for which MAT is paid. 

(c) No interest is allowable on such credit. 

(d) The MAT credit so determined can be carried forward for set-off for ten 
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succeeding assessment years from the year in which MAT credit becomes 

allowable (Hereinafter referred to as the ‘specified period’). 

(e) The amount of MAT credit can be set-off only in the year in which the company 

is liable to pay tax as per the normal provisions of the Act and such tax is in 

excess of MAT for that year. 

(f) The amount of set-off would be to the extent of excess of normal income-tax 

over the amount of MAT calculated as if section 115JB had been applied for 

that assessment year for which the set-off is being allowed. 

Whether MAT credit is a deferred tax asset 

♦ “Timing differences are the differences between taxable income and 

accounting income for a period that originate in one period and are capable 

of reversal in one or more subsequent periods.” 

♦ “Accounting income (loss) is the net profit or loss for a period, as reported in 

the statement of profit and loss, before deducting income tax expense or 

adding income tax saving.” 

♦ “Taxable income (tax loss) is the amount of the income (loss) for a period, 

determined in accordance with the tax laws, based upon which income tax 

payable (recoverable) is determined.” 

♦ It is noted that payment of MAT, does not by itself, result in any timing 

difference since it does not give rise to any difference between the accounting 

income and the taxable income which are arrived at before adjusting the tax 

expense, namely, MAT. 

♦ Thus, deferred tax assets and deferred tax liabilities do not arise on account of 

the amount of the tax expense itself. In view of this, it is not appropriate to 

consider MAT credit as a deferred tax asset for the purposes of AS 22. 

Whether MAT credit can be considered as an ‘asset’ 

Although MAT credit is not a deferred tax asset under AS 22 as discussed above, a 

question, therefore, arises whether the MAT credit can be considered as an ‘asset’ and 

in case it can be considered as an asset whether it should be so recognised in the 

financial statements. 

The Framework for the Preparation and Presentation of Financial Statements, issued 

by the Institute of Chartered Accountants of India, defines the term ‘asset’ as follows: 

“An asset is a resource controlled by the enterprise as a result of past events from 

which future economic benefits are expected to flow to the enterprise.” 
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MAT paid in a year in respect of which the credit is allowed during the specified period 

under the Act is a resource controlled by the company as a result of past event, namely, 

the payment of MAT. MAT credit has expected future economic benefits in the form 

of its adjustment against the discharge of the normal tax liability if the same arises 

during the specified period. Accordingly, MAT credit is an ‘asset’. 

According to the Framework for Preparation and Presentation of Financial 

Statements 

“An asset is recognised in the balance sheet when it is probable that the future 

economic benefits associated with is will flow to the enterprise and the asset has a cost 

or value that can be measured reliably. 

The concept of probability is used in the recognition criteria to refer to the degree of 

uncertainty that the future economic benefits associated with the item will flow to or 

from the enterprise. The concept is in keeping with the uncertainty that characterises 

the environment in which an enterprise operates. Assessments of the degree of 

uncertainty attaching to the flow of future economic benefits are made on the basis of 

the evidence available when the financial statements are prepared. 

The concept of probability as contemplated in paragraph 84 of the Framework relates 

to both items of assets and liabilities and, therefore, the degree of uncertainty for 

recognition of assets and liabilities may vary keeping in view the consideration of 

‘prudence’. Accordingly, while for recognition of a liability the degree of uncertainty to 

be considered ‘probable’ can be ‘more likely than not’ (as in paragraph 22 of 

Accounting Standard (AS) 29, ‘Provisions, Contingent Liabilities and Contingent 

Assets’) for recognition of an asset, in appropriate conditions, the degree may have to 

be higher than that. Thus, for the purpose of consideration of the probability of 

expected future economic benefits in respect of MAT credit, the fact that a company 

is paying MAT and not the normal income tax, provides a prima facie evidence that 

normal income tax liability may not arise within the specified period to avail MAT credit. 

In view of this, MAT credit should be recognised as an asset only when and to the 

extent there is convincing evidence that the company will pay normal income tax 

during the specified period. Such evidence may exist, for example, where a company 

has, in the current year, a deferred tax liability because its depreciation for the income-

tax purposes is higher than the depreciation for accounting purposes, but from the 

next year onwards, the depreciation for accounting purposes would be higher than the 

depreciation for income-tax purposes, thereby resulting in the reversal of the deferred 

tax liability to an extent that the company becomes liable to pay normal income tax. 

The recognition of MAT credit should be reviewed at each balance sheet date. A 
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company should write down the carrying amount of the MAT credit asset to the extent 

there is no longer convincing evidence to the effect that the company will pay normal 

income tax during the specified period. 

Presentation of MAT credit in the financial statements 

BALANCE SHEET 

If the Asset Recognition Criteria is 

met by MAT Credit the same 

should be presented under the 

head ‘Loans and Advances’ since, 

there being a convincing 

evidence of realisation of the 

asset, it is of the nature of a pre-

paid tax which would be adjusted 

against the normal income tax 

during the specified period. The 

asset may be reflected as ‘MAT 

credit entitlement’. 

In the year of set-off of credit, 

the amount of credit availed 

should be shown as a deduction 

from the ‘Provision for Taxation’ 

on the liabilities side of the 

balance sheet. The unavailed 

amount of MAT credit 

entitlement, if any, should 

continue to be presented under 

the head ‘Loans and Advances’ if 

it continues to meet the 

considerations 

PROFIT AND LOSS 

According to paragraph 6 of Accounting Standards Interpretation (ASI) 6, 

‘Accounting for Taxes on Income in the context of the Income tax Act, 1961’, issued 

by the Institute of Chartered Accountants of India, MAT is the current tax. 

Accordingly, the tax expense arising on account of payment of MAT should be 

charged at the gross amount, in the normal way, to the profit and loss account in 

the year of payment of MAT. In the year in which the MAT credit becomes eligible 

to be recognised as an asset in accordance with the recommendations contained 

in this Guidance Note, the said asset should be created by way of a credit to the 

profit and loss account and presented as a separate line item therein. 
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4.7 GUIDANCE NOTE ON ACCOUNTING FOR REAL ESTATE 

TRANSACTIONS  

Objective 

The objective of this Guidance Note is to recommend accounting treatment for entities 

dealing in Real Estate as Sellers or Developers. The term ‘real estate’ refers to land as 

well as buildings and rights in relation thereto. Entities who undertake such activity are 

generally referred to by different terms such as ‘real estate developers’, ‘builders’ or 

‘property developers’. 

Scope 

The Guidance Note covers all forms of transactions in real estate. 

An illustrative list of transactions which are covered by this Guidance Note is as under 

(a) Sale of plots of land (including long term sale type leases) without any 

development. 

(b) Sale of plots of land (including long term sale type leases) with development 

in the form of common facilities like laying of roads, drainage lines and water 

pipelines, electrical lines, sewage tanks, water storage tanks, sports facilities, 

gymnasium, club house, landscaping etc. 

(c) Development and sale of residential and commercial units, row houses, 

independent houses, with or without an undivided share in land. 

(d) Acquisition, utilisation and transfer of development rights 

(e) Redevelopment of existing buildings and structures. 

(f) Joint development agreements for any of the above activities 

The Guidance Note primarily provides guidance on application of percentage of 

completion method where it is appropriate to apply this method as explained in 

subsequent paragraphs as such transactions and activities of real estate have the same 

economic substance as construction contracts. For this purpose, the Guidance Note 

draws upon the principles enunciated in Accounting Standard (AS) 7, Construction 

Contracts. In respect of transactions of real estate which are in substance similar to 

delivery of goods principles enunciated in Accounting Standard (AS) 9, Revenue 

Recognition, are applied. 
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Guidance note on Real Estate does not cover the following transaction: 

(a) Accounting Standard (AS) 10 Accounting for Fixed Assets* 

(b) Accounting Standard (AS) 12 Accounting for Government Grants 

(c) Accounting Standard (AS) 19, Leases 

(d) Accounting Standard (AS) 26, Intangible Assets, 

This Guidance Note should be applied to all projects in real estate which are 

commenced on or after April 1, 2012 and also to projects which have already 

commenced but where revenue is being recognised for the first time on or after April 

1, 2012. An enterprise may choose to apply this Guidance Note from an earlier date 

provided it applies this Guidance Note to all transactions which commenced or were 

entered into on or after such earlier date. 

Definitions: 

(a) Project: Project is the smallest group of units/plots/saleable spaces which are 

linked with a common set of amenities in such a manner that unless the 

common amenities are made available and functional, these units/ plots/ 

saleable spaces cannot be put to their intended effective use. 

A larger venture can be split into smaller projects if the basic conditions as set 

out above are fulfilled. For example, a project may comprise a cluster of towers 

or each tower can also be designated as a project. Similarly, a complete 

township can be a project or it can be broken down into smaller projects. 

(b) Project Costs – Project costs in relation to a project ordinarily comprise: 

(i) Cost of land and cost of development rights: All the cost of acquisition of 

land, Development of land i.e. rehabilitation costs, registration charges, 

stamp duty, brokerage costs and incidental expenses. 

(ii) Borrowing Cost: In accordance with AS 16, Borrowing Costs, which are 

incurred directly in relation to a project or which are apportioned to a 

project 

(iii) Construction and development costs – These would include costs that 

relate directly to the specific project and costs that may be attributable to 

project activity in general and can be allocated to the project. 

                                                 

* The standard has been withdrawn subsequent to the issuance of AS 10 on Property, Plant and 

Equipment in 2016. 
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Construction and development costs 

Relate directly to a specific project The following costs should not be 

considered part of construction 

costs and development costs if they 

are material: 

(a) land conversion costs, betterment 

charges, municipal sanction fee and 

other charges for obtaining building 

permissions;  

(b) site labour costs, including site 

supervision; 

(c) costs of materials used in construction 

or development of property; 

(d) depreciation of plant and equipment 

used for the project;  

(e) costs of moving plant, equipment and 

materials to and from the project site; 

(f) Costs of hiring plant and equipment;  

(g) costs of design and technical 

assistance that is directly related to the 

project; 

(h) Estimated costs of rectification and 

guarantee work, including expected 

warranty costs; and  

(i) Claims from third parties. 

a. General administration  

b. Selling costs;

c. research and development costs; 

d. Depreciation of idle plant and 

equipment;  

e. Cost of unconsumed or uninstalled 

material delivered at site; and  

f. Payments made to sub-contractors 

in advance of work performed. 
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The below cost are incurred on specific or general basis to the project. These are 

allocated to the project on rational and consistent basis. 

(a) Insurance;  

(b) Costs of design and technical assistance that is not directly related to a specific 

project;  

(c) Construction or development overheads; and  

(d) Borrowing costs 

Project Revenues 

Project revenues include revenue on sale of plots, undivided share in land, sale of 

finished and semi-finished structures, consideration for construction, consideration for 

amenities and interiors, consideration for parking spaces and sale of development 

rights. 

Project revenues are measured as the consideration received or receivable. The 

measurement of project revenues is affected by a variety of uncertainties that depend 

on the outcome of future events. The estimates often need revision as events occur 

and uncertainties are resolved. Therefore, the amount of project revenue may increase 

or decrease from one reporting period to the next. 
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Accounting for Real Estate Transactions 

Contract for sale of Land  

(Without any development) 

• Contract for construction, development or sale 

of units that are not complete at the time of 

entering into agreements for construction, 

development or sale 

• Also for sale of plot with development 

The application of principles of 

AS 9 in respect of sale of goods 

requires recognition of 

revenues on completion of the 

transaction/activity when the 

revenue recognition process in 

respect of a real estate project 

is completed

• In case of construction sales, the 

seller usually enters into an 

agreement for sale with the buyer at 

initial stages of construction. 

• This agreement for sale is also 

considered to have the effect of 

transferring all significant risks and 

rewards of ownership to the buyer 

provided the agreement is legally 

enforceable and subject to the 

satisfaction of conditions which 

signify transferring of significant 

risks and rewards even though the 

legal title is not transferred or the 

possession of the real estate is not 

given to the buyer. 

• Revenue in such cases is recognised 

by applying the percentage of 

completion method on the basis of 

the methodology explained in AS 7, 

Construction Contracts.

All the principles of AS 9 

Revenue is to be applied to 

completed sale 
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Contract for sale of Land 

All the conditions of AS 9 Revenue are to be satisfied: 

♦ all significant risks and rewards of ownership and the seller retains no effective 

control of the real estate to a degree usually associated with ownership 

♦ The seller has effectively handed over possession of the real estate unit to the 

buyer forming part of the transaction  

♦ No significant uncertainty exists regarding the amount of consideration that 

will be derived from the real estate sales; and  

♦ It is not unreasonable to expect ultimate collection of revenue from buyers 

Construction Contract 

Where many contracts are entered for a single construction, when a component is 

completed, but significant performance in respect of remaining components of the 

project is pending, revenue in respect of such an individual contract should not be 

recognised until the performance in respect of remaining components of the project 

is pending 

Application of Percentage Completion Method 

The percentage completion method should be applied in the accounting of all real 

estate transactions/activities in the situations described i.e., where the economic 

substance is similar to construction contracts and also for the sale of developed plots 

This method is applied when the duration of the project is beyond 12 months i.e. 

commencement and completion fall in different accounting period 

This method is applied when the outcome of a real estate project can be estimated 

reliably and when all the following conditions are satisfied: 

♦ total project revenues can be estimated reliably; 

♦ it is probable that the economic benefits associated with the project will flow 

to the entity; 

♦ the project costs to complete the project and the stage of project completion 

at the reporting date can be measured reliably; and 

♦ The project costs attributable to the project can be clearly identified and 

measured reliably so that actual project costs incurred can be compared with 

prior estimates. 
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Under Percentage completion Method there is a rebuttable presumption that the 

outcome of a real estate project can be estimated reliably and that revenue should 

be recognised under the percentage completion method only when the events in 

(a) to (d) below are completed. 

(a) All the critical approvals necessary for commencement of the project have been 

obtained 

(b) If the expenditure incurred on the construction and development costs is less 

than 25% , nothing is recognised as in the profit and loss A/C of the contract. 

(c) At least 25% of the saleable project area is secured by contracts or agreements 

with buyers. 

(d) At least 10 % of the contract consideration as per the agreements of sale or 

any other legally enforceable documents are realised at the reporting date in 

respect of each of the contracts and it is reasonable to expect that the parties 

to such contracts will comply with the payment terms as defined in the 

contracts. To illustrate - If there are 10 Agreements of sale and 10 % of gross 

amount is realised in case of agreements, revenue can be recognised with 

respect to these agreements only. 

The recognition of project revenue by reference to the stage of completion of the 

project activity should not at any point exceed the estimated total revenues from 

‘eligible contracts’/other legally enforceable agreements for sale. 

When it is probable that total project costs will exceed total eligible project 

revenues, the expected loss should be recognised as an expense immediately. The 

amount of such a loss is determined irrespective of: 

(a)  Commencement of project work; or  

(b)  The stage of completion of project activity. 
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When development rights are sold or transferred, revenue should be recognised 

when both the following conditions are fulfilled: 

(a)  Title to the development rights is transferred to the buyer; and 

(b)  It is not unreasonable to expect ultimate realisation of revenue. 

Transactions with Multiple Elements: 

♦ An enterprise may contract with a buyer to deliver goods or services in addition 

Transferable Development Rights

Direct Purchase 
Development and 

Construction of built 

up area 

Giving up of rights 

over existing 

structures or open 

land

 

Cost of 

acquisition 

• Cost of  

       purchase 

Cost of acquisition 

• amount spent on 

development or 

construction of 

built-up area 

The development rights 

should be recorded either 

at fair market value or at the 

net book value of the 

portion of the asset given 

up whichever is less. For this 

purpose, fair market value 

may be determined by 

reference either to the asset 

or portion thereof given up 

or to the fair market value 

of the rights acquired 

whichever is more clearly 

evident. 

Giving up of rights over 

existing structures or 

open land 

 

Cost of 

acquisition 

• Cost of  

purchase 
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to the construction/development of real estate [e.g. property management 

services, sale of decorative fittings (excluding fittings which are an integral part 

of the unit to be delivered), rental in lieu of unoccupied premises, etc.]. In such 

cases, the contract consideration should be split into separately identifiable 

components including one for the construction and delivery of real estate 

units. 

♦ The consideration received or receivable for the contract should be allocated 

to each component on the basis of the fair market value of each component. 

♦ The accounting of each of the components should be in accordance with AS 9 

Revenue Recognition or AS 7 Construction Contracts. 

Disclosure  

An entity should disclose:  

(a) the amount of project revenue recognised as revenue in the reporting period; 

(b) The methods used to determine the project revenue recognised in the 

reporting period; and 

(c) The method used to determine the stage of completion of the project. 

An entity should also disclose each of the following for projects in progress at 

the end of the reporting period: 

A. the aggregate amount of costs incurred and profits recognised (less 

recognised losses) to date;  

B. the amount of advances received;  

C. the amount of work in progress and the value of inventories; and  

D. Excess of revenue recognised over actual bills raised (unbilled revenue) 

4.8 GN(A) 29 GUIDANCE NOTE ON TURNOVER IN CASE OF 

CONTRACTORS 

This Guidance Note deals with the issue whether the revenue recognised in the 

financial statements of contractors as per the requirements of Accounting Standard 

(AS) 7, Construction Contracts (revised 2002), can be considered as ‘turnover’. 

The amount of contract revenue recognised as revenue in the statement of profit 

and loss as per the requirements of AS 7 (revised 2002), should be considered as 

‘turnover’. 

Revenue’ is a wider term. For example, within the meaning of Accounting Standard 
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(AS) 9, Revenue Recognition, the term ‘revenue’ includes revenue from sales 

transactions, rendering of services and from the use by others of enterprise 

resources yielding interest, royalties and dividends. The term ‘turnover’ is used in 

relation to the source of revenue that arises from the principal revenue generating 

activity of an enterprise. In case of a contractor, the construction activity is its 

principal revenue generating activity. Hence, the revenue recognised in the 

statement of profit and loss of a contractor in accordance with the principles laid 

down in AS 7 (revised 2002), by whatever nomenclature described in the financial 

statements, is considered as ‘turnover’. 

Whether the revenue recognised in the financial statements of contractors as per 

the requirements of Accounting Standard (AS) 7, Construction Contracts (revised 

2002), can be considered as ‘turnover’. 

♦ This method is used as the contract initiation and contract completion falls in 

different accounting periods. So it is important to recognise revenue and cost 

in the Profit and Loss statement as an when the work is completed. 

♦ AS-7 prescribes recognition of Revenue based on the work completion which 

is known as Percentage of Completion Method which requires completion of 

recognition of revenue by reference to the stage of completion of a contract. 

The paragraph dealing with the ‘Objective’ of AS 7 (revised 2002) provides as 

follows: 

Objective 

The objective of this Statement is to prescribe the accounting treatment of revenue 

and costs associated with construction contracts. Because of the nature of the 

activity undertaken in construction contracts, the date at which the contract activity 

is entered into and the date when the activity is completed usually fall into different 

accounting periods. Therefore, the primary issue in accounting for construction 

contracts is the allocation of contract revenue and contract costs to the accounting 

periods in which construction work is performed. This Statement uses the 

recognition criteria established in the Framework for the Preparation and 

Presentation of Financial Statements to determine when contract revenue and 

contract costs should be recognised as revenue and expenses in the statement of 

profit and loss. It also provides practical guidance on the application of these 

criteria. 

From the above, it may be noted that AS 7 (revised 2002) deals, inter alia, with the 

allocation of contract revenue to the accounting periods in which construction work 

is performed. 
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Example 

IRB LTD is engaged in constructing a massive tunnel in Kashmir. The contract revenue will 

be ` 200 lacs and the time taken to complete will be approximately 3 years. In 

1st year the company has spent an amount of ` 50 lacs on the contract and the company 

estimates that the company is supposed to spent ` 110 lacs more in the next 2 years. As per 

engineers certificate (physical construction certified)  40% of the work has been carried out. 

Solution 

Under the survey method the engineers have provided their judgment of the 

percentage of work completed and it is 40%. 

Based on costs incurred to date and total costs the percentage of completion comes 

out to be: 

Percentage of work completed = ` 50 lacs ÷ (`  50 Lacs + ` 110 lacs) = 31.25%. 

Total costs include costs incurred to date and costs expected to be incurred over the 

remaining period. 

Based on the percentage of completion calculated using cost date we determine than 

revenue of ` 62.5 lacs has been earned (31.25% multiplied by ` 200 lacs total contract 

value). 

Further, paragraphs 21 and 31 of AS 7 (revised 2002) provide as follows: 

“21. When the outcome of a construction contract can be estimated reliably, contract 

revenue and contract costs associated with the construction contract should be 

recognised as revenue and expenses respectively by reference to the stage of 

completion of the contract activity at the reporting date. An expected loss on the 

construction contract should be recognised as an expense immediately in accordance 

with paragraph 35.” 

“31. When the outcome of a construction contract cannot be estimated reliably: 

(a) Revenue should be recognised only to the extent of contract costs incurred of

which recovery is probable; and

(b) Contract costs should be recognised as an expense in the period in which they

are incurred.

An expected loss on the construction contract should be recognised as an expense 

immediately in accordance with paragraph 35. 

Example of Construction contract when outcome cannot be estimated 

L & T Ltd negotiated a two-year project that started in the latter half of the year. At the 
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end of the year the company is not sure of making profit or loss as there are uncertainties 

surrounding the project’s completion. 

The company’s records show that costs during the year amount to `   700,000 and no 

cash had yet been received. What should the accounting entries be regarding the 

contract at the year end? 

Solution 

During the year, as costs have been incurred, the natural double entries occurring 

would have been: 

Purchases  `   700,000 Dr. 

To Bank/payables  `   700,000 

Since outcome of a contract cannot be measured reliably, revenue to the extent of 

contract costs incurred (of which recovery is probable) is recognised i.e. 

` 700,000. 

4.9 GUIDANCE NOTE ON SCHEDULE III TO THE COMPANIES ACT, 2013 

Introduction 

Schedule III to the Companies Act, 2013 (‘the Act’) provides the manner in which 

every company registered under the Act shall prepare its Balance Sheet, Statement 

of Profit and Loss and notes thereto. In the light of various economic and regulatory 

reforms that have taken place for companies over the last several years, there was a 

need for enhancing the disclosure requirements under the Old Schedule VI to the Act 

and harmonizing and synchronizing them with the notified Accounting Standards as 

applicable (‘AS’/‘Accounting Standard(s)’). Accordingly, the Ministry of Corporate 

Affairs (MCA) had issued a revised form of Schedule VI on February 28, 2011 and this 

has formed the basis for the Schedule III of Companies Act, 2013.  As per the Act and 

rules / notifications thereunder, the Schedule applies to all companies for the 

Financial Statements to be prepared for the financial year commencing on or after 

April 1, 2014. 

The requirements of the Schedule III however, do not apply to companies as 

referred to in the proviso to Section 129(1) of the Act, i.e., any insurance or banking 

company, or any company engaged in the generation or supply of electricity or to 

any other class of company for which a form of Balance Sheet and Statement of 

Profit and Loss has been specified in or under any other Act governing such class 

of company. It may be clarified that for companies engaged in the generation and 

supply of electricity, however, neither the Electricity Act, 2003, nor the rules framed 
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thereunder, prescribe any specific format for presentation of Financial Statements by 

an electricity company.  Section 1 (4) of the Companies Act states that the Companies 

Act will apply to electricity companies, to the extent it is not inconsistent with the 

provisions of the Electricity Act.  Keeping this in view, Schedule III may be followed by 

such companies till the time any other format is prescribed by the relevant statute. 

Objective and Scope 

The objective of this Guidance Note is to provide guidance in the preparation and 

presentation of Financial Statements of companies in accordance with various aspects 

of the Schedule III. However, it does not provide guidance on disclosure requirements 

under Accounting Standards, other pronouncements of the Institute of Chartered 

Accountants of India (ICAI), other statutes, etc. 

In preparing this Guidance Note, reference has been made to the Accounting 

standards notified under Section 133 of the Companies Act, 2013 read together with 

Paragraph 7 of the Companies (Accounts) Rules, 2014 and various other 

pronouncements of the ICAI. The primary focus of the Guidance Note has been to lay 

down broad guidelines to deal with practical issues that may arise in the 

implementation of the Schedule III. 

Applicability 

As per the Government Notification no. S.O. 902 (E) dated 26th March, 2015, the 

Schedule III is applicable for the Balance Sheet and Statement of Profit and Loss to 

be prepared for the financial year commencing on or after April 1, 2014.  

The Schedule III requires that except in the case of the first Financial Statements 

laid before the company after incorporation, the corresponding amounts for the 

immediately preceding period are to be disclosed in the Financial Statements 

including the Notes to Accounts. Accordingly, corresponding information will have 

to be presented starting from the first year of application of the Schedule III. Thus 

for the Financial Statements prepared for the year 2014-15(1stApril 2014to 

31st March 2015), corresponding amounts need to be given for the financial year 

2013-14. 

If a company is presenting condensed interim Financial Statements, its format 

should also going forward conform to that used in the company’s most recent 

annual Financial Statements, i.e., the Schedule III of Companies Act, 2013. 

The format of Balance Sheet currently prescribed under Clause 41 to the Listing 

Agreement is also based the format of Balance Sheet in the Schedule III.  
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The formats of the Balance Sheet and Statement of Profit and Loss prescribed under 

the SEBI (Issue of Capital & Disclosure Requirements) Regulations 2009 (‘ICDR 

Regulations’) is inconsistent with the format of the Balance Sheet/ Statement of 

Profit and Loss in the Schedule III. However, the formats of Balance Sheet and 

Statement of Profit and Loss under ICDR Regulations are “illustrative formats”. 

Accordingly, to make the data comparable and meaningful for users, companies 

should use the Schedule III format to present the restated financial information for 

inclusion in the offer document. Consequently, among other things, this will involve 

classification of assets and liabilities into current and non-current for earlier years 

presented as well. 

Summary of Schedule III - Main principles 

The Schedule III requires that if compliance with the requirements of the Act and/ 

or the notified Accounting Standards requires a change in the treatment or 

disclosure in the Financial Statements as compared to that provided in the Schedule 

III, the requirements of the Act and/ or the notified Accounting Standards will 

prevail over the Schedule.  The Schedule III clarifies that the requirements 

mentioned therein for disclosure on the face of the Financial Statements or in the 

notes are minimum requirements. Line items, sub-line items and sub-totals can be 

presented as an addition or substitution on the face of the Financial Statements 

when such presentation is relevant for understanding of the company’s financial 

position and/or performance. The terms used in the Schedule III will carry the 

meaning as defined by the applicable Accounting Standards. For example, the 

terms such as ‘associate’, ‘related parties’, etc. will have the same meaning as 

defined in Accounting Standards notified under Companies (Accounting Standards) 

Rules, 2006. In preparing the Financial Statements including the Notes to Accounts, 

a balance will have to be maintained between providing excessive detail that may 

not assist users of Financial Statements and not providing important information 

as a result of too much aggregation. All items of assets and liabilities are to be 

bifurcated between current and non-current portions and presented separately on 

the face of the Balance Sheet. Such classification was not required by the Old 

Schedule VI, but was introduced in the Revised Schedule VI itself. There is an explicit 

requirement to use the same unit of measurement uniformly throughout the 

Financial Statements and notes thereon. Moreover, rounding off requirements 

(where opted for) have been changed to eliminate the option of presenting figures 

in terms of hundreds and thousands if turnover exceeds 100 crores. 
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Structure of the Schedule III 

The Structure of Schedule III is as under: 

I. General Instructions

II. Part I – Form of Balance Sheet

III. General Instructions for Preparation of Balance Sheet

IV. Part II – Form of Statement of Profit and Loss

V. General Instructions for Preparation of Statement of Profit and Loss

VI. General Instructions for the Preparation of Consolidated Financial Statements

Note: The students are advised to go through Schedule III to the Companies 

Act, 2013 which is given as Appendix  in Module II of the Study Material.  

Illustration 1 

H Ltd. engaged in the business of manufacturing lotus wine. The process of 

manufacturing this wine takes around 18 months. Due to this reason H Ltd. has prepared 

its financial statements considering its operating cycle as 18 months and accordingly 

classified the raw material purchased and held in stock for less than 18 months as current 

asset. Comment on the accuracy of the decision and the treatment of the asset by H Ltd., 

as per the Schedule III. 

Solution 

As per Schedule III to the Companies Act, 2013, one of the criteria for classification of 

an asset as a current asset is that the asset is expected to be realised in the company’s’ 

operating cycle or is intended for sale or consumption in the company’s normal 

operating cycle. 

Further, Schedule III to the Companies Act, 2013 defines that an operating cycle is the 

time between the acquisition of assets for processing and their realisation in cash or 

cash equivalents.  However, when the normal operating cycle cannot be identified, it 

is assumed to have duration of 12 months. 

As per the facts given in the question, the process of manufacturing of lotus wine takes 

around 18 months; therefore, its realisation into cash and cash equivalents will be done 

only when it is ready for sale i.e. after 18 months.  This means that normal operating 

cycle of the product is 18 months.  Therefore, the contention of the company's 

management that the operating cycle of the product lotus wine is 18 months and not 

12 months is correct. 
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Illustration 2 

Combine Ltd. is a group engaged in manufacture and sale of industrial and consumer 

products. One of its division deals with the real estate.  The real estate division is 

continuously engaged in leasing of real estate properties.  The accountant showed the 

rent arising from leasing of real estate as ‘other income’ in the Statement of Profit and 

Loss.  State, whether the classification of the rent income made by the accountant is 

correct or not in light of Schedule III to the companies Act, 2013? 

Solution 

As per para 4 of the ‘General Instructions for preparation of Statement of Profit and 

Loss’ given in the Schedule III to the Companies Act, 2013, ‘other income’ does not 

include operating income.  However, rent income arising from leasing of real estate 

properties is an operating income as Real Estate is one of the divisions of Combine Ltd.  

There is a separate head for operating income i.e. ‘Revenue from Operations’.  

Therefore, classification of rent income as ‘Other income’ in the Statement of Profit 

and Loss will not be correct.  It would, infact, be shown under the heading ‘Revenue 

from Operations’ only. 

Illustration 3 

Presented below is an extract of the Schedule of Secured and Unsecured Loans of Annual 

Report 2016-2017 of Super Star Ltd.  

Particulars  Schedule No As at  

   31st March, 2017 

   (`) 

Loan Funds 

a) Secured Loans 3  6,07,114 

b) Unsecured Loans - Short Term Banks        36,112 

    6,43,226 

Schedule 3: Secured Loans 

Term Loans from: 

- Banks     2,95,002 

- Others   3,12,112 

    6,07,114 

Other Information: 

Current maturities of long-term loan from bank  ` 30,000 

Current maturities of long-term loan from other parties ` 15,376 
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There was no interest accrued/due as at end of the year.  

Prepare appropriate note to accounts complying with the requirements of Schedule III to 

the Companies Act, 2013 on the basis of available information. 

Solution  

Balance Sheet of Super Star Ltd. 

As on 31st March, 2017 

Particulars Note No Amount 

Non-Current Liabilities   

Long term borrowings 4 5,61,738 

Current Liabilities   

Short term borrowings 5 36,112 

Other current liabilities 6    45,376 

  6,43,226 

Notes to Accounts 

4. Long-Term Borrowings  

 Term loans – Secured  

  - from banks 2,95,002 

  - from other parties 3,12,112 

 6,07,114 

 Less : Shown in current maturities of long-term debt (Refer Note 6) (45,376) 

      5,61,738 

5. Short-Term Borrowings  

 (Unsecured – payable on demand)*  

 - from bank 36,112 

6. Other Current Liabilities  

 Current maturities of long-term debt  

 From banks 30,000 

 From other 15,376 

 45,376 

It is assumed the Note 1 is for ‘Significant Accounting Policies’, Note 2 for ‘Share Capital’, 

Note 3 for ‘Reserves and Surplus’. 

 * assumed that it is payable on demand 
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Illustration  4 

Astha Ltd. has FCCBs worth ` 100 crore which are due to mature on 31st December 2016.  

While preparing the financial statements for the year ending 31st March 2016, it is 

expected that the FCCB holders will not exercise the option of converting the same to 

equity shares.  How should the company classify the FCCBs on 31st March 2016?  Will 

your answer be different if the company expects that FCCB holders will convert their 

holdings into equity shares of Astha Ltd.?  

Solution 

Schedule III to the companies Act, 2013 provides that:  

“A liability should be classified as current when it satisfies any of the following criteria:  

(a)  it is expected to be settled in the company’s normal operating cycle;  

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

(c) it is due to be settled within twelve months after the reporting date; or  

(d) the company does not have an unconditional right to defer settlement of the 

liability for at least twelve months after the reporting date. Terms of a liability 

that could, at the option of the counterparty, result in its settlement by the 

issue of equity instruments and do not affect its classification.”  

In the present situation, Astha Ltd. does not have an unconditional right to defer 

settlement of the liability for at least 12 months after the reporting date. The position 

will be same even when the FCCB holders are expected to convert their holdings into 

equity shares of Astha Ltd. Expectations cannot be called as unconditional rights. Thus, 

in both the situations, Astha Ltd. should classify the FCCBs as current liabilities as on 

31 March 2016. 

Illustration  5      

The Balance Sheet of Appropriate Ltd. as at 31st March, 2016 is as follows:  

 Note 

No. 

31st March, 

2016 

31st March, 

2015 

Equity & Liabilities    

Share Capital 1 XXX XXX 

Reserves and Surplus 2 0 0 

Employee stock option outstanding 3 XXX XXX 

Share application money refundable 4 XXX XXX 
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Non-Current Liabilities    

 Deferred tax liability (Arising from Indian 

  Income Tax) 

5 XXX XXX 

Current Liabilities    

 Trade Payables 6   XXX    XXX 

Total   XXXX XXXX 

Assets    

Non-Current Assets    

 Fixed Assets -Tangible 7 XXX XXX 

 Capital Work in progress (including capital 

  advances) 

8 XXX XXX 

Current Assets    

 Trade Receivables 9 XXX XXX 

 Deferred Tax Asset (Arising from Indian Income 

  Tax) 

10 XXX XXX 

 Profit and Loss (Debit balance)    XXX   XXX 

Total  XXXX XXXX 

Comment on the presentation in terms of Schedule III to the Companies Act, 2013 

and Accounting Standards notified by the Central Government. 

Solution 

(1) Share Capital’ and ‘Reserves and Surplus’ are required to be shown under the 

heading “Shareholders’ funds”, which have not been shown in the given 

balance sheet.  Although it is a part of ‘Equity and Liabilities’ yet it must be 

shown under the head “Shareholders’ Funds”.  The heading “Shareholders’ 

Funds” is missing in the balance sheet given in the question. 

(2) Reserves & Surplus is showing zero balance, which is not correct since there is. 

Debit balance of Statement of Profit & Loss.  This debit balance of Profit and 

Loss should be shown as a negative figure under the head ‘Surplus’.  The 

balance of ‘Reserves and Surplus’, after adjusting negative balance of surplus 

should be shown under the head ‘Reserves and Surplus’ even if the resulting 

figure is in the negative. It should be noted that Profit and Loss Debit Balance 

is not a part of current assets rather debit balance of Statement of Profit and 

Loss should be shown as a negative figure under the head ‘Surplus’ as per 

requirement of Schedule III to the Companies Act, 2013. 
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(3) As per Schedule III to the Companies Act, 2013, Employee Stock Option 

Outstanding A/c is part of Reserves and Surplus and should not be shown 

separately.  Classification of Reserves and Surplus should be reflected is ‘Notes 

to Accounts’ for the same.   

(4) Share application money refundable should be shown by way of note under 

the sub-heading “Other Current Liabilities”.  As this is refundable and not 

pending for allotment, hence it is not a part of equity. 

(5) Deferred Tax Liabilities has been correctly shown under Non-Current Liabilities.  

But Deferred tax assets and deferred tax liabilities, both, cannot be shown in 

balance sheet because only the net balance of Deferred Tax Liabilities or Asset 

is to be shown as per para 29 of AS 22, Appropriate Ltd. should offset Deferred 

Tax Asset & Deferred Tax Liabilities and the break-up of Deferred Tax Asset & 

Deferred Tax Liabilities into major components of the respective balance 

should be disclosed in ‘Notes to Account’.  Deferred Tax Asset should be shown 

under Non-current Asset. It should be the net balance of Deferred Tax Asset 

after adjusting the balance of deferred tax liability. 

(6) Under the main heading of Non-Current Assets, Fixed Assets are further 

classified as under: 

(i) Tangible assets 

(ii) Intangible assets 

(iii) Capital work in Progress 

(iv) Intangible assets under development. 

 Keeping in view the above, the Capital Work-in Progress should be shown 

under Fixed Assets as Capital Work in Progress.  The amount of Capital 

advances included in CWIP should be disclosed under the sub-heading “Long 

term loans and advances” under the heading Non-Current Assets.    

TEST YOUR KNOWLEDGE 

Question 1 

Write short notes on: 

(i) Graded vesting under an employee stock option plan. 

(ii)  Presentation of MAT credit in the financial statements. 
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Question 2 

C Ltd. is a group engaged in manufacture and sale of industrial and FMCG products. 

One of their division also deals in Leasing of properties - Mobile Towers. The 

accountant showed the rent arising from the leasing of such properties as other 

income in the Statement of Profit and Loss. 

Comment whether the classification of the rent income made by the accountant is 

correct or not in the light of Schedule III to the Companies Act, 2013. 

ANSWERS/HINTS 

Answer 1 

(i) Graded vesting under an employee stock option plan: In case the 

options/shares granted under an employee stock option plan do not vest on 

one date but have graded vesting schedule, total plan should be segregated 

into different groups, depending upon the vesting dates. Each of such groups 

would be having different vesting period and expected life and, therefore, each 

vesting date should be considered as a separate option grant and evaluated 

and accounted for accordingly. For example, suppose an employee is granted 

100 options which will vest @ 25 options per year at the end of the third, fourth, 

fifth and sixth years. In such a case, each tranche of 25 options would be 

evaluated and accounted for separately. 

(ii) Presentation of MAT credit in the financial statements:  

 Balance Sheet: Where a company recognizes MAT credit as an asset on the 

basis of the considerations specified in the Guidance Note on Accounting for 

Credit Available in respect of Minimum Alternate Tax under the Income Tax 

Act, 1961, the same should be presented under the head ‘Loans and Advances’∗ 

since, there being a convincing evidence of realization of the asset, it is of the 

nature of a pre-paid tax which would be adjusted against the normal income 

tax during the specified period. The asset may be reflected as ‘MAT credit 

entitlement’. 

 In the year of set-off of credit, the amount of credit availed should be shown 

as a deduction from the ‘Provision for Taxation’ on the liabilities side of the 

balance sheet. The unavailed amount of MAT credit entitlement, if any, should 

                                                 

∗ As per Schedule III to the Companies Act, 2013, it should be presented under the head ‘Non-current Assets’ 

sub head ‘Long-term Loans and Advances’. 
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continue to be presented under the head ‘Loans and Advances’ if it continues 

to meet the considerations stated in paragraph 11 of the Guidance Note. 

 Profit and Loss Account: According to explanation given for paragraph 21 of 

Accounting Standard 22, “Accounting for Taxes on Income” in the context of 

Section 115JB of the Income-tax Act, 1961, MAT is the current tax. Accordingly, 

the tax expense arising on account of payment of MAT should be charged at 

the gross amount, in the normal way, to the statement of profit and loss in the 

year of payment of MAT. In the year in which the MAT credit becomes eligible 

to be recognized as an asset in accordance with the recommendations 

contained in this Guidance Note, the said asset should be created by way of a 

credit to the statement of profit and loss and presented as a separate line item 

therein. 

Answer  2 

As per the “General Instructions for preparation of Statement of Profit and Loss” given 

in Schedule III to the Companies Act, 2013, “Other Income” does not include operating 

income.  The term “Revenue from operations” has not been defined under Schedule III 

to the Companies Act, 2013.  However, as per the Guidance Note on Schedule III to 

the Companies Act, 2013 this would include revenue arising from a company’s 

operating activities, i.e., either its principal or ancillary revenue-generating activities. 

Whether a particular income constitutes “Revenue from operations” or “Other income” 

is to be decided based on the facts of each case and detailed understanding of the 

company’s activities. The classification of income would also depend on the purpose 

for which the particular asset is acquired or held.  

As per the information given in the question, C Ltd. is a group engaged in manufacture 

and sale of industrial and FMCG products and its one of the division deals in leasing 

of properties - Mobile Towers.  Since its one division is continuously engaged in leasing 

of properties, it shall be considered as its principal or ancillary revenue-generating 

activities.  Therefore, the rent arising from such leasing shall be shown under the head 

“Revenue from operations” and not as “other income”.   

Hence, the presentation of rent arising from the leasing of such properties as “other 

income” in the Statement of Profit and Loss is not correct.  It should be shown under 

the head “Revenue from operations”. 
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1.3 APPLICATION OF ACCOUNTING STANDARDS 

2.  OVERVIEW OF THE ACCOUNTING SATNDARDS  

2.1  CONSTRUCTION CONTRACTS (AS 7) 

Accounting Standard 7 prescribes the principles of accounting for construction 

contracts in the financial statements of contractors. The focus of the standard is on 

principles of revenue recognition by the contractors.  

A construction contract is a contract specifically negotiated for the construction of an 

asset or a combination of assets that are closely interrelated or interdependent in 

terms of their design, technology and function or their ultimate purpose or use. 

A construction contract may be negotiated for the construction of a single asset such 

as a bridge, building, dam, pipeline, road, ship or tunnel. A construction contract may 

also deal with the construction of a number of assets which are closely interrelated or 

interdependent in terms of their design, technology and function or their ultimate 

purpose or use; examples of such contracts include those for the construction of 

refineries and other complex pieces of plant or equipment. 

 
In a fixed price contract, the price is agreed as fixed sum or a fixed rate per unit 

of output. In some cases, the contract may require the customer to pay additional 

sums to compensate the contractor against cost escalations.  

A cost plus contract is a construction contract in which the contractor is 

reimbursed for allowable or otherwise defined costs, plus percentage of these 

costs or a fixed fee. 

Percentage Completion Method 

Construction contracts are mostly long term, i.e. they take more than one 

accounting year to complete. This means, the final outcome (profit/ loss) of a 

construction contract can be determined only after a number of years from the 

year of commencement of construction are over. It is nevertheless possible to 

recognise revenue annually in proportion of progress of work to be matched with 

© The Institute of Chartered Accountants of India



1.16 ADVANCED ACCOUNTING 

 
Proportionate Completion Method is a method of accounting which recognises 

revenue in the statement of profit and loss proportionately with the degree of 

completion of services under a contract. Here performance consists of the 

execution of more than one act. Revenue is recognised proportionately by 

reference to the performance of each act.  

Completed Service Contract Method is a method of accounting which 

recognises revenue in the statement of profit and loss only when the rendering of 

services under a contract is completed or substantially completed. In this method 

performance consists of the execution of a single act. Alternatively, services are 

performed in more than a single act, and the services yet to be performed are so 

significant in relation to the transaction taken as a whole that performance cannot 

be deemed to have been completed until the execution of those acts. The 

completed service contract method is relevant to these patterns of performance 

and accordingly revenue is recognised when the sole or final act takes place and 

the service becomes chargeable 

Revenue from sales or service transactions should be recognised when the 

requirements as to performance set out below paragraph are satisfied, provided 

that at the time of performance it is not unreasonable to expect ultimate 

collection. If at the time of raising of any claim it is unreasonable to expect 

ultimate collection, revenue recognition should be postponed. 

In a transaction involving the rendering of services, performance should be 

measured either under the completed service contract method or under the 

proportionate completion method, whichever relates the revenue to the work 

accomplished. Such performance should be regarded as being achieved when no 

significant uncertainty exists regarding the amount of the consideration that will 

be derived from rendering the service. 
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Use by Others of Enterprise Resources Yielding Interest, Royalties and 

Dividends 

Use by others of such enterprise resources gives rise to:  

i. Interest: charges for the use of cash resources or amounts due to the 

enterprise. Revenue is recognised on a time proportion basis taking into 

account the amount outstanding and the rate applicable. 

ii. Royalties: charges for the use of such assets as know-how, patents, trade 

marks and copyrights. Revenue is recognised on an accrual basis in 

accordance with the terms of the relevant agreement. 

iii. Dividends: rewards from the holding of investments in shares. Revenue is 

recognised when the owner’s right to receive payment is established. 

Revenue arising from the use by others of enterprise resources yielding interest, 

royalties and dividends should only be recognised when no significant uncertainty 

as to measurability or collectability exists. 

 

* Sale of goods “for consideration” should be considered as situation when 

no significant uncertainty exists regarding amount of consideration. 
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1.21 APPLICATION OF ACCOUNTING STANDARDS 

or the business of the company which is acquired is not intended to be 

continued. Such amalgamations are amalgamations in the nature of 'purchase'. 

 

Amalgamation in the Nature of Merger  

Amalgamation in the nature of merger is an amalgamation which satisfies all the 

following conditions. 

(i) All the assets and liabilities of the transferor company become, after 

amalgamation, the assets and liabilities of the transferee company. 

(ii) Shareholders holding not less than 90% of the face value of the equity shares 

of the transferor company (other than the equity shares already held therein, 

immediately before the amalgamation, by the transferee company or its 

subsidiaries or their nominees) become equity shareholders of the transferee 

company by virtue of the amalgamation. 

(iii) The consideration for the amalgamation receivable by those equity 

shareholders of the transferor company who agree to become equity 

shareholders of the transferee company is discharged by the transferee 

company wholly by the issue of equity shares in the transferee company, 

except that cash may be paid in respect of any fractional shares. 

(iv) The business of the transferor company is intended to be carried on, after the 

amalgamation, by the transferee company. 

(v) No adjustment is intended to be made to the book values of the assets and 

liabilities of the transferor company when they are incorporated in the 

financial statements of the transferee company except to ensure uniformity of 

accounting policies. 

Amalgamation in the Nature of Purchase  

Amalgamation in the nature of purchase is an amalgamation which does not 

satisfy any one or more of the conditions specified above. 
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2.9 APPLICATION OF GUIDANCE NOTES 

Identification with revenue transactions 

Costs directly associated with the revenue recognised during the relevant period (in 

respect of which whether money has been paid or not) are considered as expenses 

and are charged to income for the period. 

Identification with a period of time 

In many cases, although some costs may have connection with the revenue for the 

period, the relationship is so indirect that it is impracticable to attempt to establish it. 

However, there is a clear identification with a period of time. Such costs are regarded 

as ‘period costs’ and are expensed in the relevant period, e.g., salaries, telephone, 

traveling, depreciation on office building etc. Similarly, the costs the benefits of which 

do not clearly extend beyond the accounting period are also charged as expenses. 

Expenses Relating to Future Period 

Prepaid Expenses 

Expenses of future periods paid in 

current accounting period is known 

as prepaid expenses 

Outstanding Expenses 

Expenses of the current year, for which 

payment has not yet been made, are 

charged to the profit and loss account 

for the current accounting period. 
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2.10 ADVANCED ACCOUNTING 

Recognition of Assets and Liabilities 

As in the case of revenues and expenses which are recognised under the accrual basis 

of accounting, as they are earned or incurred (and not as money is received or paid), 

the transactions related to assets and liabilities are recognised as they occur 

irrespective of the actual receipts or payments 

Concept of Materiality 

(a) The Companies Act, requires that every company has to keep the books of 

account in such a manner that they give a ‘true and fair’ view of its state of 

affairs and that the books are maintained on the accrual basis of accounting 

(b) The concept of ‘true and fair’ view also recognises that the concept of 

materiality must be given due importance in the preparation and presentation 

of financial statements. As explained in para 17 of Accounting Standard on 

WHEN IS CONTINGENT LOSS TO BE PROVIDED 

Chances of an asset has been impaired or a liability has been incurred 

It is probable that resource 

embodying economic benefits 

will flow from the enterprise 

It is remote that resource 

embodying economic benefits 

will flow from the enterprise

Reasonable estimate of the 

amount can be made 

Provision is to be made 

No provision is to be made

No 

Yes 
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Determination of Useful Life 

* No Extra Shift Depreciation/ Continuous Process Plant 

♦ As discussed above, useful lives of an asset are the estimate based on some 

factors. Therefore there may be change in the factors based on which the 

estimate was based. This may require revision in the useful life of the asset. 

 

Asset (newly acquired or existing) 

NESD/CPP* AS PER 

SCHEDULE II 
NON-NESD 

Single Shift Double Shift Triple Shift 

Estimated Useful Life 
Estimated Useful life 

Lower than 

Schedule II 

Equal to Schedule 

II 

Higher Than 

Schedule II 

Make Disclosures No Disclosures

  
Make Disclosures 
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Solution 

W.e.f. April 1, 2014, B limited should estimate the remaining useful lives of its assets 

based on the definition of useful life in Schedule II and the factors specified in 

Accounting Standard for recognising depreciation in the statement of profit and loss. 

There is no relevance of the derived useful life as per Schedule XIV. However, if B 

Limited estimates useful lives different from those specified in Schedule II, it should 

disclose such differences in the financial statements and provide justification in this 

behalf duly supported by technical advice. 

Residual Value of an Asset 

♦ Residual Value of an Asset should not exceed five percent of the original value 

of the asset;  

♦ Where a company uses a residual value different from the limit specified above, 

the financial statements should disclose such difference and provide 

justification in this behalf duly supported by technical advice. 

Determination of Residual Value 

Estimated Residual Value 

Lower Than 5% of 

original Cost 

Equal to 5% of 

Original Cost 
Higher than 5% of 

Original Cost 

No Disclosures No Disclosures 
Make Disclosures 
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Continuous Process Plant (CPP) 

Note 8 to Schedule II define the expression ‘Continues Process Plant’ as:

 ‘‘Continuous process plant’’ means a plant which is required and designed 

to operate for twenty-four hours a day. 

In the CPP the technical 

requirement is such 

that it will be run 

continuously for twenty 

four hours. If it is not 

run continuously, there 

are significant shut

down or start-up cost. 

The shutdown does not 

change the inherent 

technical nature of the 

plant. For instance, a blast 

furnace which is required 

and designed to operate 

twenty-four hours a day 

may be shut down due for 

various reasons; 

Useful life as estimated would 

be applicable for providing 

depreciation 

There can be certain 

plants which though 

may work twenty-four 

hours a day, yet their 

technical design is not 

such that they have to 

be operated twenty-

four hours a day, e.g., 

a textile weaving mill. 

Repetitive 

Process Plant 

or Assembly 

line plants are 

different from 

Continuous 

Process Plant 

These plants are not 

CPP since such plants 

do not involve 

significant shut-down 

and/or start-up costs 

and are not technically 

required and designed 

to operate twenty-four 

hours a day, e.g., an 

automobile 

manufacturing plant. 
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Note: 

1. It is noted that Schedule XIV, inter alia, specified the general rates of 15.28% 

under Written down Value method (WDV) and 5.33% under Straight Line 

Method (SLM) of depreciation for CPP, other than those for which special rates 

had been prescribed. In other words, as per the depreciation rates provided 

under Schedule XIV for the CPP, the useful life was 20 years (approx). However, 

Schedule II indicates useful life of 25 years for CPP, other than those for which 

special rates have been prescribed in Schedule II. The principle of estimation 

of useful life as explained in paragraph 12 of this Guidance Note will also apply 

to CPP. 

2. It may be noted that what should be considered as CPP under Schedule II is 

same as it was under Schedule XIV. Accordingly, in case a plant was not 

considered as CPP under Schedule XIV, the same cannot be considered as CPP 

under Schedule II. 

Multiple Shift Depreciation  

Meaning 

Note 6 to Schedule II to the Companies Act, 2013, states that:  

“The useful lives of assets working on shift basis have been specified in the Schedule 

based on their single shift working. Except for assets in respect of which no extra shift 

depreciation is permitted (indicated by NESD in Part C above), if an asset is used for 

any time during the year for double shift, the depreciation will increase by 50% for that 

period and in case of the triple shift the depreciation shall be calculated on the basis 

of 100% for that period.” 

On the other hand, Schedule XIV specified the depreciation rates for double shift and 

triple shift separately. Therefore, an issue may arise whether the rates for extra shift as 

given under Schedule II should be applied without estimating the useful lives of the 

assets under multiple shifts 

Non applicability of multiple 
shift depreciation

♦ Continuous process plant (CPP)

♦ The assets which have been marked
as NO extra Shift Depreciation (NESD)
under Schedule II

Applicability of multiple shift 
depreciation

The concept of extra shift 
depreciation applies only to those 
assets for which the useful life has 
been estimated on single shift basis 
at the beginning of the year.
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2.28 ADVANCED ACCOUNTING 

In accordance with the transitional provisions of Schedule II, the tax effect of the same 

has also to be adjusted directly against the retained earnings in accordance with the 

Announcement issued by the Institute of Chartered Accountants of India, “Tax effect 

of expenses/income adjusted directly against the reserves and/or Securities Premium 

Account”. 

Effect of Schedule II over SLM and WDV Method 

If a company uses Straight Line Method (SLM) of depreciation, the asset will be 

depreciated equally over the new remaining useful life of the asset. 

If a company uses Written Down Value (WDV) method of depreciation, it will need to 

calculate a new rate for depreciation to depreciate the asset over its remaining useful 

life.  

Illustration 3 

B Limited purchased machinery as on April 1, 2005 and depreciated the same on 

Remaining useful life of an asset 

is nil as per Schedule II 

Remaining useful life 

remains as per Schedule II 

Depreciation 

provided as per the 

schedule II The carrying amount of 

such assets may be 

transferred directly either 

to the opening balances 

of retained earnings 

The carrying amount 

of such assets may 

be recognised in the 

statement of profit 

and loss as 

depreciation expense 

as required by 

Accounting Standard. 

Remaining Useful life 
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Following diagram depicts a method for bifurcating Tangible Fixed Assets into major 

components 

Depreciation on low value items 

It may be noted that Schedule II does not prescribe any requirement to provide 

depreciation at the rate of hundred percent. Therefore, an issue may arise whether the 

earlier requirement of providing hundred percent depreciation on assets with value 

less than rupees five thousand can still be followed or not. 

Identification of Parts 

Part 

1 

Part 

2

Part 

3

Part 

4

Part 

5 

Other 

Insignificant

Comparison of useful life and measure of wearing out, 

consumption or other loss of value between identified 

components 

Aggregation of parts with the same useful life and 

the same pattern of consumption 

Component 1 

(Part 1 and 3) 

Component 2 

(Part 2) 

Component 3 

(Part 4 and 5) 
Remainder 
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company should write down the carrying amount of the MAT credit asset to the extent 

there is no longer convincing evidence to the effect that the company will pay normal 

income tax during the specified period. 

Presentation of MAT credit in the financial statements 

BALANCE SHEET 

If the Asset Recognition Criteria is 

met by MAT Credit the same 

should be presented under the 

head ‘Loans and Advances’ since, 

there being a convincing 

evidence of realisation of the 

asset, it is of the nature of a pre-

paid tax which would be adjusted 

against the normal income tax 

during the specified period. The 

asset may be reflected as ‘MAT 

credit entitlement’. 

In the year of set-off of credit, 

the amount of credit availed 

should be shown as a deduction 

from the ‘Provision for Taxation’ 

on the liabilities side of the 

balance sheet. The unavailed 

amount of MAT credit 

entitlement, if any, should 

continue to be presented under 

the head ‘Loans and Advances’ if 

it continues to meet the 

considerations 

PROFIT AND LOSS 

According to paragraph 6 of Accounting Standards Interpretation (ASI) 6, 

‘Accounting for Taxes on Income in the context of the Income tax Act, 1961’, issued 

by the Institute of Chartered Accountants of India, MAT is the current tax. 

Accordingly, the tax expense arising on account of payment of MAT should be 

charged at the gross amount, in the normal way, to the profit and loss account in 

the year of payment of MAT. In the year in which the MAT credit becomes eligible 

to be recognised as an asset in accordance with the recommendations contained 

in this Guidance Note, the said asset should be created by way of a credit to the 

profit and loss account and presented as a separate line item therein. 
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2.42 ADVANCED ACCOUNTING 

Construction and development costs 

Relate directly to a specific project The following costs should not be 

considered part of construction 

costs and development costs if they 

are material: 

(a) land conversion costs, betterment 

charges, municipal sanction fee and 

other charges for obtaining building 

permissions;  

(b) site labour costs, including site 

supervision; 

(c) costs of materials used in construction 

or development of property; 

(d) depreciation of plant and equipment 

used for the project;  

(e) costs of moving plant, equipment and 

materials to and from the project site; 

(f) Costs of hiring plant and equipment;  

(g) costs of design and technical 

assistance that is directly related to the 

project; 

(h) Estimated costs of rectification and 

guarantee work, including expected 

warranty costs; and  

(i) Claims from third parties. 

a. General administration  

b. Selling costs;

c. research and development costs; 

d. Depreciation of idle plant and 

equipment;  

e. Cost of unconsumed or uninstalled 

material delivered at site; and  

f. Payments made to sub-contractors 

in advance of work performed. 
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2.44 ADVANCED ACCOUNTING 

Accounting for Real Estate Transactions 

Contract for sale of Land  

(Without any development) 

• Contract for construction, development or sale 

of units that are not complete at the time of 

entering into agreements for construction, 

development or sale 

• Also for sale of plot with development 

The application of principles of 

AS 9 in respect of sale of goods 

requires recognition of 

revenues on completion of the 

transaction/activity when the 

revenue recognition process in 

respect of a real estate project 

is completed

• In case of construction sales, the 

seller usually enters into an 

agreement for sale with the buyer at 

initial stages of construction. 

• This agreement for sale is also 

considered to have the effect of 

transferring all significant risks and 

rewards of ownership to the buyer 

provided the agreement is legally 

enforceable and subject to the 

satisfaction of conditions which 

signify transferring of significant 

risks and rewards even though the 

legal title is not transferred or the 

possession of the real estate is not 

given to the buyer. 

• Revenue in such cases is recognised 

by applying the percentage of 

completion method on the basis of 

the methodology explained in AS 7, 

Construction Contracts.

All the principles of AS 9 

Revenue is to be applied to 

completed sale 
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2.47 APPLICATION OF GUIDANCE NOTES 

When development rights are sold or transferred, revenue should be recognised 

when both the following conditions are fulfilled: 

(a)  Title to the development rights is transferred to the buyer; and 

(b)  It is not unreasonable to expect ultimate realisation of revenue. 

Transactions with Multiple Elements: 

♦ An enterprise may contract with a buyer to deliver goods or services in addition 

Transferable Development Rights

Direct Purchase 
Development and 

Construction of built 

up area 

Giving up of rights 

over existing 

structures or open 

land

 

Cost of 

acquisition 

• Cost of  

       purchase 

Cost of acquisition 

• amount spent on 

development or 

construction of 

built-up area 

The development rights 

should be recorded either 

at fair market value or at the 

net book value of the 

portion of the asset given 

up whichever is less. For this 

purpose, fair market value 

may be determined by 

reference either to the asset 

or portion thereof given up 

or to the fair market value 

of the rights acquired 

whichever is more clearly 

evident. 

Giving up of rights over 

existing structures or 

open land 

 

Cost of 

acquisition 

• Cost of  

purchase 

© The Institute of Chartered Accountants of India



  

 

ACCOUNTING FOR EMPLOYEE 

STOCK OPTION PLAN 
  

 

 

 

 

 

LEARNING OUTCOMES 
After studying this chapter, you will be able to:  

 Learn the provisions of the Companies Act 2013 regarding 

employees’ stock option. 

 Understand the accounting policies of employees’ stock 

option plan. 

 Learn the accounting treatment of employees’ stock options.   

 Learn the provisions of Guidance Note on Employee Share-

Based Payments. 

 

 

 

CHAPTER 3 
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ADVANCED ACCOUNTING 

CHAPTER OVERVIEW 

 Employee Stock Option Plan (ESOP) is an option given to directors, 

officers or permanent employees of a company or of its subsidiary, in 

India or outside India, or of a holding company or associate company of 

the company to purchase or subscribe the securities offered by the 

company at a future date, at a concessional price generally. 

 The company granting options to its employees pursuant to ESOPs will 

have the freedom to determine the exercise price in conformity with the 

applicable accounting policies, if any. 

 There shall be a minimum period of one year between the date of grant 

of option and the date of vesting of the option. 

 The term grant (in relation to Employee Stock Option) means the issue of 

option to the employee under ESOP. The grant date will be the date on 

which the option is issued. 

 Vesting Period means the period during which the vesting of the option 

granted to an employee takes place; 

 Vesting means the process by which the employee is given the right to 

apply for the shares of the company against the option granted to him 

under the ESOP; 

 “Exercise” means making of an application by an employee to the 

company for issue of shares against option vested in him under the ESOP. 

 “Exercise Period” means the time period after vesting within which an 

employee should exercise his right to apply for the shares vested in him 

under the ESOP. 

 Under the Companies Act 2013, there shall be a minimum period of one 

year between grant of options and vesting of options, hence the exercise 

period cannot be less than one year from the date of grant of option. 

 There are two methods of accounting for Employee Share Based 

Payments viz, intrinsic value method or fair value method. 

1 EMPLOYEES STOCK OPTION PLAN 

Under Section 62 (1) (b) of the Companies Act 2013, where at any time a company 

having a share capital proposes to increase its subscribed capital by the issue of 
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further shares, such shares may be offered to employees under a scheme of 

employees’ stock option, subject to a special resolution passed by the company 

and subject to such conditions as may be prescribed.  

Earlier Securities and Exchange Board of India (SEBI) issued Employees Stock 

Option Scheme and Employee Stock Purchase Scheme Guidelines (applicable for 

listed companies) in 1999 under section 11 of the Securities and Exchange Board 

of India Act, 1992. This guideline has now been replaced by the SEBI (Share Based 

Employee Benefits) Regulations, 2014∗ (applicable for listed companies). It covers 

the provisions regarding accounting policies, pricing, disclosures, administration 

and implementation process of various schemes and other issues relating to 

Employee Stock Option Scheme (ESOS), Employee Stock Purchase Scheme (ESPS), 

Stock Appreciation Rights Scheme (SRS), General Employee Benefits Scheme 

(GEBS) and Retirement Benefit Scheme (RBS).  The Regulation stipulate to follow 

the requirements of the ‘Guidance Note on Accounting for Employee Share Based 

Payments or Accounting Standards as may be prescribed by the ICAI from time to 

time including the disclosure requirements prescribed therein. 

Important terms to be remembered 

1. Grant: Grant means issue of option to the employees under ESOS.  

2. Vesting: It is the process by which the employee is given the right to apply 

for shares of the company against the option granted to him in pursuance of 

employee stock option scheme. 

3. Vesting Period: It is the time period between grant date and the date on 

which all the specified vesting conditions of an employee share based 

payment plan are to be satisfied. 

4. Option: Option means a right but not an obligation granted to an employee 

for a specified period of time in pursuance of ESOS to purchase or subscribe 

to the shares of the company at a pre-determined price. 

5. Exercise Period: It is the time period after vesting within which the employee 

should exercise his right to apply for shares against the option vested in him 

in pursuance of the ESOS. 

                                                 

∗ SEBI (Share Based Employee Benefits) Regulations, 2014 has been issued on October 28, 2014 and 

are applicable from the same date. 
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6. Exercise Price: It is the price payable by the employee for exercising the 

option granted to him in pursuance of ESOS.   

7. Intrinsic Value: It is the excess of the market price of the share under ESOS 

over the exercise price of the option (including up-front payment, if any). 

8. Fair Value: It is the amount for which stock option granted or a share offered 

for purchase could be exchanged between knowledgeable, willing parties in 

an arm’s length transaction. 

 

1.1 PROVISIONS OF GUIDANCE NOTE ON EMPLOYEE SHARE-BASED 

PAYMENTS 

The Guidance Note on Accounting for Employee Share-based Payments 

establishes financial accounting and reporting principles for employee share-

based payment plans, viz., employee stock option plans, employee stock purchase 

plans and stock appreciation rights. For the purposes of this Guidance Note, the 

term 'employee' includes a director of the enterprise, whether whole time or not.  

For accounting purposes, employee share-based payment plans are classified 

into the following categories:  

 Equity-settled: Under these plans, the employees receive shares. 

 Cash-settled: Under these plans, the employees receive cash based on the 

price (or value) of the enterprise's shares. 

 Employee share-based payment plans with cash alternatives: Under these 

plans, either the enterprise or the employee has a choice of whether the 

enterprise settles the payment in cash or by issue of shares.  

An enterprise should measure the fair value of shares or stock options granted at 

the grant date, based on market prices, if available, taking into account the terms 

and conditions upon which those shares or stock options were granted. If market 

prices are not available, the enterprise should estimate the fair value of the 

instruments granted using a valuation technique to estimate what the price of 

those instruments would have been on the grant date in an arm's length 

transaction between knowledgeable, willing parties. The valuation technique 

should be consistent with generally accepted valuation methodologies for pricing 

financial instruments (e.g., use of an option pricing model for valuing stock 

options) and should incorporate all factors and assumptions that knowledgeable, 

willing market participants would consider in setting the price. Vesting conditions, 
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other than market conditions, should not be taken into account when estimating 

the fair value of the shares or stock options at the grant date. Instead, vesting 

conditions should be taken into account by adjusting the number of shares or 

stock options included in the measurement of the transaction amount so that, 

ultimately, the amount recognized for employee services received as 

consideration for the shares or stock options granted is based on the number of 

shares or stock options that eventually vest. Hence, on a cumulative basis, no 

amount is recognized for employee services received if the shares or stock 

options granted do not vest because of failure to satisfy a vesting condition (i.e., 

these are forfeited), e.g., the employee fails to complete a specified service 

period, or a performance condition is not satisfied. 

Accounting Procedure 

Equity-settled Employee Share-based Payment Plans 
An enterprise should recognize as an expense (except where service received 

qualifies to be included as a part of the cost of an asset) the services received in 

an equity-settled employee share-based payment plan when it receives the 

services, with a corresponding credit to an appropriate equity account, say, 'Stock 

Options Outstanding Account'. This account is transitional in nature as it gets 

ultimately transferred to another equity account such as share capital, securities 

premium account and/or general reserve as recommended in the Guidance Note.  

If the shares or stock options granted vest immediately, the employee is not 

required to complete a specified period of service before becoming 

unconditionally entitled to those instruments. In the absence of evidence to the 

contrary, the enterprise should presume that services rendered by the employee 

as consideration for the instruments have been received. In this case, on the grant 

date, the enterprise should recognize services received in full with a 

corresponding credit to the equity account.  

If the shares or stock options granted do not vest until the employee completes a 

specified period of service, the enterprise should presume that the services to be 

rendered by the employee as consideration for those instruments will be received 

in the future, during the vesting period. The enterprise should account for those 

services as they are rendered by the employee during the vesting period, on a 

time proportion basis, with a corresponding credit to the equity account. 

To apply the requirements of the Guidance Note on Employee Share Based 

Payments, the enterprise should recognize an amount for the employee services 

received during the vesting period based on the best available estimate of the 
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number of shares or stock options expected to vest and should revise that 

estimate, if necessary, if subsequent information indicates that the number of 

shares or stock options expected to vest differs from previous estimates. On 

vesting date, the enterprise should revise the estimate to equal the number of 

shares or stock options that ultimately vest. Market conditions, such as a target 

share price upon which vesting (or right to exercise) is conditioned, should be 

taken into account when estimating the fair value of the shares or stock options 

granted. On exercise of the right to obtain shares or stock options, the enterprise 

issues shares on receipt of the exercise price. The shares so issued should be 

considered to have been issued at the consideration comprising the exercise price 

and the corresponding amount standing to the credit of the relevant equity 

account (e.g., Stock Options Outstanding Account). In a situation where the right 

to obtain shares or stock option expires unexercised, the balance standing to the 

credit of the relevant equity account should be transferred to general reserve. 

Cash-settled Employee Share-based Payment Plans 

For cash-settled employee share-based payment plans, the enterprise should 

measure the services received and the liability incurred at the fair value of the 

liability. Until the liability is settled, the enterprise is required to re-measure the 

fair value of the liability at each reporting date and at the date of settlement, with 

any changes in fair value recognized in profit or loss for the period. 

Employee Share-based Payment Plans with Cash Alternatives 

For employee share-based payment plans in which the terms of the arrangement 

provide either the enterprise or the employee with a choice of whether the enterprise 

settles the transaction in cash or by issuing shares, the enterprise is required to 

account for that transaction, or the components of that transaction, as a cash-settled 

share-based payment plan if, and to the extent that, the enterprise has incurred a 

liability to settle in cash (or other assets), or as an equity-settled share-based 

payment plan if, and to the extent that, no such liability has been incurred. 

Accounting for employee share-based payment plans is based on the fair value 

method. There is another method known as the 'Intrinsic Value Method' for 

valuation of employee share-based payment plans. Intrinsic value, in the case of a 

listed company, is the amount by which the quoted market price of the 

underlying share exceeds the exercise price of an option. In the case of a non-

listed company, since the shares are not quoted on a stock exchange, value of its 

shares is determined on the basis of a valuation report from an independent 

valuer. 
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Apart from the above, the Guidance Note also deals with various other significant 

aspects of the employee share-based payment plans including those related to 

performance conditions, modifications to the terms and conditions of the grant of 

shares or stock options, reload feature, graded vesting, earnings-per-share 

implications, accounting for employee share-based payments administered 

through a trust, etc. The Guidance Note also recommends detailed disclosure 

requirements.  

Variation in Vesting Period 

The vesting period, i.e. the time taken to satisfy the vesting conditions can be 

uncertain.  For example, if employees are granted ESOP subject to the condition 

that the company achieves a 50% market share, the vesting period can be known 

only when the market share of the company actually reaches the specified 50% 

level. In these cases, allocation of option value for recognition as expense in a 

particular accounting period should be based on estimated vesting period. The 

initial estimate of vesting period on grant date should be reviewed and revised if 

necessary, at the end of each accounting period. In case of revision of vesting 

period, the basis of allocation of option value to a particular accounting period 

should be based on revised estimate of vesting period. 

Where the vesting condition is a market condition, e.g. when an option is granted 

subject to condition that the market price of the share reaches a specified level, 

the fair value of option is reduced due to the possibility that the vesting condition 

may not be satisfied. Such fair values are recognised as expense whether or not 

the market condition is satisfied, over the vesting period estimated on grant date. 

The estimates of vesting periods are not revised subsequently in these cases. 

Graded Vesting  

Graded vesting refers to a situation where options under a plan vest on different 

dates. For example, a plan may provide that shares offered to an employee shall 

vest in proportion of 2:3:5 in three years commencing from fourth year. Thus if an 

employee is offered 100 shares under the plan, 20 shares shall vest in year 4, 30 

shares shall vest in year 5 and 50 shares shall vest in year 6. In these cases, based 

on vesting dates, the plan is segregated in into different groups. Each of these 

groups is then treated as a separate plan with specific vesting period and 

expected life. 

As an alternative to the accounting treatment specified above, in case the 

options/shares are granted under graded vesting plan with only service 

conditions, an enterprise has an option to recognise the share based 
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compensation cost on a straight-line basis over the requisite service period for 

the entire award (i.e., over the requisite service period of the last separately 

vesting portion of the award). However, the amount of compensation cost 

recognised at any date must at least equal the portion of the grant-date value of 

the award that is vested at that date. 

An enterprise should make a policy decision as to which accounting treatment to 

be followed in respect of graded vesting. 

Since one of the factors affecting fair value of an option is expected life, the fair 

value for each group should be computed separately. Fair value of a group is then 

allocated to accounting periods and recognised as expense for the period with 

reference to vesting period for the group.  

Intrinsic value of an option does not depend on its expected life. Intrinsic value of 

option per share shall therefore be same for each group. In the same way as fair 

value, intrinsic value of a group is allocated to accounting periods and recognised 

as expense for the period with reference to vesting period.  

Illustration 1 

A Company has its share capital divided into shares of ` 10 each.  On 1st April, 

20X1 it granted 10,000 employees’ stock options at ` 40, when the market price was 

` 130. The options were to be exercised between 15th March, 20X2 and 31st March, 

20X2. The employees exercised their options for 9,500 shares only; the remaining 

options lapsed. The company closes its books on 31st March every year. 

Show Journal Entries.   

Solution 

Journal Entries 

 Particulars Dr. Cr. 

  `   `   

15thMarch 

20X2 to 

 

Bank A/c    (9,500 x 40)   Dr. 

Employee compensation expense A/c 

     [9,500 x (130-40) Dr. 

3,80,000 

 

8,55,000 

 

31st March  To Equity share capital A/c (9,500 x 10)  95,000 

20X2  To Securities premium A/c [9,500 x (130-10)]  11,40,000 

 (Being allotment to employees of 9,500 equity shares 

of ` 10 each at a premium of ` 120 per share in 

exercise of stock options by employees) 
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31st  Profit and Loss A/c     Dr. 8,55,000  

March  To Employee compensation expense A/c  8,55,000 

20X2 (Being transfer of employee compensation expense 

to profit and loss account) 

  

Illustration 2 

ABC Ltd. grants 1,000 employees stock options on 1.4.20X0 at ` 40, when the 

market price is ` 160. The vesting period is 2½ years and the maximum exercise 

period is one year. 300 unvested options lapse on 1.5.20X2. 600 options are 

exercised on 30.6.20X3. 100 vested options lapse at the end of the exercise period.  

Pass Journal Entries giving suitable narrations. 

Solution 

In the books of ABC Ltd. 

Journal Entries 

Date Particulars  Dr. (` ) Cr. (` ) 

31.3.20X1 Employees compensation expense account  Dr. 48,000  

  To Employee stock option outstanding 

  account 

  48,000 

 (Being compensation expenses recognized in 

respect of the employee stock option i.e. 

1,000 options granted to employees at a 

discount of ` 120 each, amortized on straight 

line basis over 2
2

1
years)  

(1,000 stock options x ` 120 / 2.5 years) 

   

 Profit and loss account Dr. 48,000  

  To Employees compensation expenses 

  account 

  48,000 

 (Being expenses transferred to profit and loss 

account at year end) 

   

31.3.20X2 Employees compensation expenses account  Dr. 48,000  
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  To Employee stock option outstanding 

 account 

  48,000 

 (Being compensation expense recognized in 

respect of the employee stock option i.e. 

1,000 options granted to employees at a 

discount of ` 120 each, amortised on straight 

line basis over 2
2

1
years) 

(1,000 stock options x ` 120 / 2.5 years) 

   

 Profit and loss account Dr. 48,000  

  To Employees compensation expenses 

 account 

  48,000 

 (Being expenses transferred to profit and loss 

account at year end) 

   

31.3.20X3 Employee stock option outstanding account  

(W.N.1) 

Dr. 12,000  

  To General Reserve account (W.N.1)   12,000 

 (Being excess of employees compensation 

expenses transferred to general reserve 

account) 

   

30.6.20X3 Bank A/c (600 × ` 40) Dr. 24,000  

 Employee stock option outstanding account  

(600 × ` 120) 

Dr. 72,000  

  To Equity share capital account  

 (600 × ` 10) 

  6,000 

  To Securities premium account   

 (600 x ` 150) 

  90,000 

 (Being 600 employee stock option exercised at 

an exercise price of `  40 each) 

   

01.10.20X3 Employee stock option outstanding account 

(W.N.2) 

Dr. 12,000  

  To General reserve account (W.N.2)   12,000 

 (Being ESOS outstanding A/c on lapse of 100 

options at the end of exercise of option 

period transferred to General Reserve A/c) 
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Working Notes: 

1. On 31.3.20X3, ABC Ltd. will examine its actual forfeitures and make necessary 

adjustments, if any, to reflect expenses for the number of options that 

actually vested. Considering that 700 stock options have completed 2.5 years 

vesting period, the expense to be recognized during the year is in negative 

i.e. 

No. of options actually vested (700 x 120) ` 84,000 

Less: Expenses recognized ` (48,000 + 48,000) (` 96,000) 

Excess expense transferred to general reserve `  12,000 

2. Similarly, on 1.10.20X3, Employee Stock Option Outstanding Account will be  

No. of options actually vested (600 x 120) ` 72,000 

Less: Expenses recognized  (` 84,000) 

Excess expense transferred to general reserve ` 12,000 

Employee Stock Options Outstanding will appear in the Balance Sheet under 

a separate heading, between ‘Share Capital’ and ‘Reserves and Surplus’. 

Illustration 3 

Arihant Limited has its share capital divided into equity shares of ` 10 each. On  

1-10-20X1, it granted 20,000 employees’ stock options at ` 50 per share, when the 

market price was ` 120 per share. The options were to be exercised between 10th 

December, 20X1 and 31st March, 20X2. The employees exercised their options for 

16,000 shares only and the remaining options lapsed. The company closes its books on 

31st March every year. Show Journal Entries (with narration) as would appear in the 

books of the company upto 31st March, 20X2.  

Solution   

Journal Entries in the books of Arihant Ltd. 

   ` ` 

10.12.X1  Bank A/c (16,000 x 50) Dr. 8,00,000  

to 

31.3.X2 

Employee compensation expense A/c 

(16,000 x 70) 

 To Equity share capital A/c (16,000 x 10) 

Dr. 11,20,000  

1,60,000 
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  To Securities premium A/c (16,000 x 110)   17,60,000 

 (Being shares issued to the employees 

against the options vested to them in 

pursuance of Employee Stock Option Plan) 

   

31.3.X2 Profit and Loss A/c Dr. 11,20,000  

  To Employee compensation expense A/c   11,20,000 

 (Being transfer of employee compensation 

expenses to Profit and Loss Account) 

   

Illustration 4 

Ajanta grants 120 share options to each of its 460 employees. Each grant is 

conditional on the employee working for Ajanta over the next three years. Ajanta 

has estimated that the fair value of each share option is ` 12. Ajanta estimates that 

25% of employees will leave during the three-year period and so forfeit their rights 

to the share options. Everything turns out exactly as expected. 

Required: 

Calculate the amounts to be recognized as expense during the vesting period.  

Solution 

Year  Calculation Expense for 

Period  

Cumulative 

expense  

   `     ` 

1 55,200 options x 75% x ` 12 x 1/3 years 1,65,600 1,65,600 

2 (55,200 options x 75% x ` 12 x 2/3 years)  

- ` 165,600 

1,65,600 3,31,200 

3 (55,200 options x 75% x ` 12 x 3/3 years)  

- ` 331,200 

1,65,600 4,96,800 

An enterprise should review all estimates taken in consideration for valuation of 

option. The value of options recognised as expense in an accounting period is the 

excess of cumulative expense as per latest estimates upto the current accounting 

period over total expense recognised upto the previous accounting period. 
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Illustration 5 

P Ltd. granted option for 8,000 equity shares of nominal value of ` 10 on 1st 

October, 20X0 at ` 80 when the market price was ` 170. The vesting period is 4½ 

years, 4,000 unvested options lapsed on 1st December, 20X2, 3,000 options were 

exercised on 30th September, 20X5 and 1,000 vested options lapsed at the end of 

the exercise period. Pass Journal Entries for above transactions.  

Solution 

       In the books of P Ltd. 

Journal Entries 

Date Particulars   (`)  (`) 

31.3.20X1 Employees compensation expense account  Dr. 80,000  

  To Employee stock option outstanding 

account 

  80,000 

 (Being compensation expenses for 6 months 

recognized in respect of the employee stock 

options i.e. 8,000 options granted to 

employees at a discount of ` 90 (170-80) 

each, amortized on straight line basis over 4

2

1
years  

[(8,000 stock options x ` 90) / 4.5 years] x 

0.5) (W.N.1) 

   

 Profit and loss account Dr. 80,000  

  To Employees compensation expenses 

account 

  80,000 

 (Being expenses transferred to profit and 

loss account at the year end) 

   

31.3.20X2 Employees compensation expense account  Dr. 1,60,000  

  To Employee stock option outstanding 

account 

  1,60,000 

 (Being compensation expense recognized in 

respect of the employee stock option i.e. 

8,000 options granted to employees at a 
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discount of ` 90 each, amortized on straight 

line basis over 4
2

1
years  

(8,000 stock options x ` 90) / 4.5 years) x 1 

year) 

 Profit and loss account Dr. 1,60,000  

  To Employees compensation expense 

account 

  1,60,000 

 (Being expenses transferred to profit and 

loss account at year end) 

   

31.3.20X3 Employees compensation expense account  Dr. 80,000  

  To Employee stock option outstanding 

account 

  80,000 

 (Being compensation expense recognized in 

respect of the employee stock option i.e. 

4,000 options at a discount of ` 90 each, 

amortized on straight line basis over 4
2

1

years  

(4,000 stock options x ` 90) / 4.5 years) 

   

 Employee stock option outstanding account 

(W.N.2) 

Dr. 1,20,000  

  To General Reserve account (W.N.2)   1,20,000 

 (Being excess of employees compensation 

expenses transferred to general reserve 

account) 

   

 Profit and loss account Dr. 80,000  

  To Employees compensation expenses 

account 

  80,000 

 (Being expenses transferred to profit and 

loss account at year end) 

   

31.3.20X4 Employees compensation expense account  Dr. 80,000  
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  To Employee stock option outstanding 

account 

  80,000 

 (Being compensation expenses recognized 

in respect of the employee stock option i.e. 

4,000 options at a discount of ` 90 each, 

amortized on straight line basis over 4
2

1

years  

(4,000 stock options x ` 90) / 4.5 years) 

   

 Profit and loss account Dr. 80,000  

  To Employees compensation expenses 

account 

  80,000 

 (Being expenses transferred to profit and 

loss account at year end) 

   

31.3.20X5 Employees compensation expense account  Dr. 80,000  

  To Employee stock option outstanding 

account 

  80,000 

 (Being compensation expenses recognized 

in respect of the employee stock option i.e. 

4,000 options at a discount of `90 each, 

amortised on straight line basis over 4
2

1

years  

[(4,000 stock options x ` 90) / 4.5 years]) 

   

 Profit and loss account Dr. 80,000  

  To Employees compensation expense 

account 

  80,000 

 (Being expenses transferred to profit and 

loss account at year end) 

   

30.9.20X5 Bank A/c (3,000 × ` 80) Dr. 2,40,000  

 Employee stock option outstanding  Dr. 2,70,000  

  To Equity share capital account (3,000 x 

` 10) 

  30,000 
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  To Securities premium (` 170 – ` 10) x 

3,000 

  4,80,000 

 (Being 3,000 employee stock option 

exercised at an exercise price of ` 80  each) 

   

 Employee stock option outstanding account 

(W.N.3) 

Dr. 90,000  

  To General reserve account (W.N.3)   90,000 

 (Being ESOS outstanding A/c transferred to 

General Reserve A/c on lapse of 1000 vested 

options at the end of the exercise period) 

   

Working Notes: 

1.   Fair value = ` 170 – ` 80 = ` 90 

2. At 1.12.X2, 4,000 unvested option lapsed on which till date expenses 

recognized to be transferred to general reserve = ` (80,000 + 1,60,000) x 

4,000 / 8,000  

 = ` 1,20,000 

3. Expenses charged on lapsed vested options transferred to general reserve  

 = 1,000 x ` 90 = ` 90,000 

Illustration 6 

Choice Ltd. grants 100 stock options to each of its 1,000 employees on 1.4.20X1 for 

` 20, depending upon the employees at the time of vesting of options. Options 

would be exercisable within a year it is vested. The market price of the share is ` 50 

each. These options will vest at the end of year 1 if the earning of Choice Ltd. is 

16%, or it will vest at the end of the year 2 if the average earning of two years is 

13%, or lastly it will vest at the end of the third year if the average earning of 3 

years will be 10%.  5,000 unvested options lapsed on 31.3.20X2. 4,000 unvested 

options lapsed on 31.3.20X3 and finally 3,500 unvested options lapsed on 

31.3.20X4. 

Following is the earning of Choice Ltd: 

Year ended on Earning (in %) 

31.3.20X2 14% 
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31.3.20X3 10% 

31.3.20X4 7% 

850 employees exercised their vested options within a year and remaining options 

were unexercised at the end of the contractual life.  Pass Journal entries for the 

above. 

Solution 

Date Particulars  `  `  

31.3.20X2 Employees compensation expense A/c  Dr. 14,25,000  

  To ESOS outstanding A/c   14,25,000 

 (Being compensation expense 

recognized in respect of the ESOP i.e. 100 

options each granted to 1,000 employees 

at a discount of ` 30 each, amortised on 

straight line basis over vesting years 

(Refer W.N.) 

   

 Profit and Loss A/c Dr. 14,25,000  

  To Employees compensation 

 expenses A/c 

  14,25,000 

 (Being expenses transferred to profit and 

Loss A/c) 

   

31.3.20X3 Employees compensation expenses A/c  Dr. 3,95,000  

  To ESOS outstanding A/c   3,95,000 

 (Being compensation expense recognized 

in respect of the ESOP- Refer W.N.) 

   

 Profit and Loss A/c Dr. 3,95,000  

  To Employees compensation 

 expenses A/c 

  3,95,000 

 (Being expenses transferred to profit and 

Loss A/c) 

   

31.3.20X4 Employees compensation Expenses A/c  Dr. 8,05,000  

  To ESOS outstanding A/c   8,05,000 

 (Being compensation expense recognized 

in respect of the ESOP- Refer W.N.) 
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 Profit and Loss A/c  8,05,000  

  To Employees compensation 

 expenses A/c 

  8,05,000 

 (Being expenses transferred to profit and 

Loss A/c) 

   

20X4-X5 Bank A/c (85,000 × ` 20) Dr. 17,00,000  

 ESOS outstanding A/c  

[(26,25,000/87,500) x 85,000] 

Dr. 25,50,000  

  To Equity share capital (85,000 x ` 10)   8,50,000 

  To Securities premium A/c (85,000 x ` 

40) 

  34,00,000 

 (Being 85,000 options exercised at an 

exercise price of ` 50 each) 

   

31.3.20X5 ESOS outstanding A/c  Dr. 75,000  

  To General Reserve A/c   75,000 

 (Being ESOS outstanding A/c on lapse of 

2,500 options at the end of exercise of 

option period transferred to General 

Reserve A/c) 

   

Working Note:  

Statement showing compensation expense to be recognized at the end of: 

Particulars Year 1 

(31.3.20X2) 

Year 2 

(31.3.20X3) 

Year 3 

(31.3.20X4) 

Number of options 

expected to vest  

95,000 options 91,000 options 87,500 options 

Total compensation 

expense accrued (50-20)  

`  28,50,000 `  27,30,000 `  26,25,000 

Compensation expense of 

the year 

28,50,000 x 1/2 

= ` 14,25,000 

27,30,000 x 2/3 

= ` 18,20,000 

`  26,25,000 
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Compensation expense 

recognized previously 

 

            Nil 

 

` 14,25,000 

 

`  18,20,000 

Compensation expenses to 

be recognized for the year 

 

` 14,25,000 

 

`  3,95,000 

 

`  8,05,000 

 

Reference: The students are advised to refer the bare text of The Guidance 

Note on Employee Share Based Payments. 

SUMMARY 

• ESOP is an option given to whole-time or other directors, officers or 

employees of a company to purchase or subscribe the securities offered by 

the company at a future date, at a predetermined price.  

• There are two methods of Accounting for Employee Share Based Payments viz. 

Intrinsic Value method or Fair value method. 

• As per the requirements of the Guidance Note on Employee Share Based 

Payments, the enterprise should recognize an amount for the employee 

services received during the vesting period based on the best available 

estimate of the number of shares or stock options expected to vest. 

TEST YOUR KNOWLEDGE  

MCQs 

1.  For accounting purposes, employee share-based payment plans are classified 

as 

(a) Equity settled and cash settled. 

(b) Liability settled and cash settled. 

(c) Equity settled, cash settled and employees share based payment plans 

with cash alternatives. 

2.  Under the Companies Act 2013, there shall be a minimum period of  

(a) two years between grant of options and vesting of option 

(b) one year between grant of options and vesting of option  

(c) six months between grant of options and vesting of option. 
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3.  The excess of the market price of the share under ESOS over the exercise 

price of the option is  

(a) Exercise Price 

(b) Intrinsic Value  

(c) Fair value 

4.   Which amount would be recognized for Share based payment? 

(a) Fair value of Share prices/ value 

(b) Amount as per agreement 

(c) Fair value of goods/ services received unless it is not reliably measurable 

then fair value of share prices would be used 

Theoretical Questions 

Question 1 

What is employee stock option plan? Explain the importance of such plans in the 

modern time. 

Question 2 

Define the following terms: 

(i) Vesting 

(ii) Exercise Period  

Practical Questions  

Question 1 

X Co. Ltd. has its share capital divided into equity shares of ` 10 each. On 1.1.20X1 

it granted 20,000 employees’ stock option at ` 50 per share when the market 

price was ` 120 per share. The options were to be exercised between 15th March, 

20X2 and 31st March, 20X2. The employees exercised their options for 16,000 

shares only and the remaining options lapsed. The company closes its books on 

31st March every year. Show Journal entries (with narration) as would appear in 

the books of the company up to 31st March, 20X2. 

Question 2 

S Ltd. grants 1,000 options to its employees on 1.4.20X0 at ` 60. The vesting 

period is two and a half years. The maximum exercise period is one year. Market 
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price on that date is ` 90. All the options were exercised on 31.7.20X3. Journalize, 

if the face value of equity share is ` 10 per share. 

Question 3 

A company has its share capital divided into shares of ` 10 each. On 1-1-20X1, it 

granted 5,000 employees stock options at ` 50, when the market price was ` 140. 

The options were to be exercised between 1-3-20X2 to 31-03-20X2. The 

employees exercised their options for 4,800 shares only; remaining options 

lapsed. Pass the necessary journal entries for the year ended 31-3-20X2, with 

regard to employees’ stock options. 

Question 4 

On 1st April, 20X1, a company offered 100 shares to each of its 500 employees at  

` 50 per share. The employees are given a year to accept the offer. The shares 

issued under the plan shall be subject to lock-in on transfer for three years from 

the grant date. The market price of shares of the company on the grant date is ` 

60 per share. Due to post-vesting restrictions on transfer, the fair value of shares 

issued under the plan is estimated at ` 56 per share. 

On 31st March, 20X2, 400 employees accepted the offer and paid ` 50 per share 

purchased. Nominal value of each share is ` 10. 

Record the issue of share in the books of the company under the aforesaid plan. 

ANSWERS/HINTS 

MCQ 

[1. (c); 2(b); 3. (b) 4(c) ] 

Theoretical Questions 

Answer 1 

Employee Stock Option Plan: It is a plan under which the company grants 

employee stock options. Employee stock option is a contract that gives the 

employees of the enterprise the right, but not the obligation, for a specified 

period of time to purchase or subscribe the shares of the company at a fixed or 

determinable price which is generally lower than the prevailing market price of its shares. 

The importance of these plans lies in the following advantages which accrue to 

both the company and the employees: 
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1. Stock options provide an opportunity to employees to participate and 

contribute in the growth of the company. 

2. Stock options create long term wealth in the hands of the employees. 

3. They are important means to attract, retain and motivate the best available 

talent for the company. 

4. It creates a common sense of ownership between the company and its 

employees. 

Answer 2 

Vesting means the process by which the employee is given the right to apply for 

the shares of the company against the option granted to him under the ESOP. 

Exercise Period: It is the time period after vesting within which the employee 

should exercise his right to apply for shares against the option vested in him in 

pursuance of the ESOS.   

Practical Questions  

Answer 1 

In the books of X Co. Ltd. 

Journal Entries  

   `  `  

15.03.20X2  Bank A/c           (16,000 x 50) Dr. 8,00,000  

to 31.3.X2 Employee compensation expense A/c 

[16,000 x (120-50)] 

 To Equity share capital A/c (16,000 x 10) 

Dr. 11,20,000  

1,60,000 

  To Securities premium A/c  

 [16,000 x (120-10)] 

  17,60,000 

 (Being shares issued to the employees 

against the options vested to them in 

pursuance of Employee Stock Option 

Plan) 

   

31.3.X2 Profit and Loss A/c Dr. 11,20,000  

  To Employee compensation 

 expenses A/c 

  11,20,000 

 (Being transfer of employee 

compensation transfer to Profit and Loss 

Account) 
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Working Notes: 

1. No entry is passed when Stock Options are granted to employees. Hence, no 

entry will be passed on 1st April 20X1; 

2. Market Price = `  120 per share whereas stock option price = `  50, Hence, 

the difference `  120 – `  50 = `  70 per share is equivalent to employee cost 

or employee compensation expense and will  be charged to P/L Account as 

such for the number of options exercised i.e. 16,000 shares. 

Answer  2 

Books of S Ltd. 

Journal Entries 

Date Particulars  Debit  

` 

Credit  

` 

31.3.X1 Employees Compensation Expense Account Dr. 12,000  

  To Employees Stock Option Outstanding 

  Account 

  12,000 

 (Being compensation expense recognized in 

respect of 1,000 options granted to employees at 

discount of ` 30 each, amortized on straight line 

basis over 2½ years) (Refer WN) 

   

 Profit and Loss Account Dr. 12,000  

  To Employees Compensation Expense 

  Account 

  12,000 

 (Being employees compensation expense of 

the year transferred to P&L A/c) 

   

31.3.X2 Employees Compensation Expense Account Dr. 12,000  

  To Employees Stock Option Outstanding 

  Account 

  12,000 

 (Being compensation expense recognized in 

respect of 1,000 options granted to employees 

at discount of ` 30 each, amortized on straight 

line basis over 2½ years) (Refer WN) 
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 Profit and Loss Account  Dr. 12,000  

  To Employees Compensation Expense 

  Account 

  12,000 

 (Being employees compensation expense of 

the year transferred to P&L A/c) 

   

31.3.X3 Employees Compensation Expense Account Dr. 6,000  

  To Employees Stock Option Outstanding 

  Account 

  6,000 

 (Being balance of compensation expense 

amortized ` 30,000 less ` 24,000) (Refer WN) 

   

 Profit and Loss Account Dr. 6,000  

  To Employees Compensation Expense  

 Account 

  6,000 

 (Being employees compensation expense of 

the year transferred to P&L A/c) 

   

31.7.13 Bank Account (` 60 × 1,000) Dr. 60,000  

  To Equity Share Capital Account   10,000 

  To Securities Premium Account   50,000 

 (Being exercise of 1,000 options at an exercise 

price of ` 60) 

   

31.7.13 Stock Option Outstanding A/c (’30 x 1,000)  Dr. 30,000  

  To Securities Premium Account   30,000 

 (Being the balance in the Employees Stock 

Option Outstanding Account transferred to 

Securities Premium A/c) 

   

Working Notes: 

1. Total employees compensation expense = 1,000 x (` 90 – ` 60) = ` 30,000 

2. Employees compensation expense has been written off during 2½ years on 

straight line basis as under: 

 I year = ` 12,000 (for full year) 

 II year = ` 12,000 (for full year) 

 III year = ` 6,000 (for half year) 
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Answer 3 

In the books of Company 

Journal Entries 

Date Particulars         Dr. ` Cr. ` 

1-3-X2 

to  

31-3-X2 

Bank A/c         Dr.  

Employees compensation expenses A/c Dr. 

 To Equity Share Capital A/c 

 To Securities Premium A/c 

(Being allotment to employees 4,800 shares of  

` 10 each at a premium of ` 130 at an exercise 

price of ` 50 each) 

2,40,000 

4,32,000 

   

 

 

   48,000 

6,24,000 

 

31-3-X2 Profit and Loss account     Dr. 

 To Employees compensation expenses A/c 

(Being transfer of employees compensation 

expenses) 

4,32,000  

 4,32,000 

 

Working Note:  

1. Employee Compensation Expenses = Discount between Market Price and 

option price = ` 140 – ` 50 = ` 90 per share = ` 90 x 4,800 = ` 4,32,000/- in 

total. 

2. The Employees Compensation Expense is transferred to Securities Premium 

Account. 

3. Securities Premium Account = ` 50 – ` 10 = ` 40 per share + ` 90 per share 

on account of discount of option price over market price = ` 130 per share = 

` 130 x 4,800 = ` 6, 24,000/- in total. 

Answer 4 

Fair value of an option = ` 56 – ` 50 = ` 6      

Number of shares issued = 400 employees x 100 shares/employee  

= 40,000 shares 

Fair value of ESOP = 40,000 shares x ` 6 = ` 2,40,000 

Vesting period = 1 month 

Expenses recognized in 20X1 – X2 = ` 2,40,000      
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Date Particulars  ` ` 

31.03.20X1 Bank (40,000 shares x ` 50)   Dr. 20,00,000  

 Employees stock compensation expense A/c  Dr. 2,40,000  

  To Share Capital (40,000 shares x `10)   4,00,000 

  To Securities Premium (40,000shares x ` 46)   18,40,000 

 (Being option accepted by 400 employees & 

payment made @ ` 56 share) 

   

 Profit & Loss A/c      Dr. 2,40,000  

  To Employees stock compensation 

  expense A/c 

  2,40,000 

 (Being Employees stock compensation 

expense transferred to Profit & Loss A/c) 
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BUYBACK OF SECURITIES AND 

EQUITY SHARES WITH 

DIFFERENTIAL RIGHTS 
 

 

 

 

LEARNING OUTCOMES 
After studying this chapter, you will be able to: 

 Understand the meaning of buyback of securities and 

Accounting Treatment thereof. 

 Comprehend the concept of equity shares with differential 

rights and Describe the procedure for issuing equity shares 

with differential rights 

 Learn the provisions of the Companies Act regarding 

buyback of securities and equity shares with differential 

rights. 

 Differentiate between the two types of share capital and 

their differing voting rights. 

 

 

CHAPTER 4 
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CHAPTER OVERVIEW 

Buy Back of Shares 

• As per Section 68 (1) of the Companies Act 2013, buy back of shares can be 

made out of: its free reserves; or the securities premium account; or the 

proceeds of any shares or other specified securities. 

• The buy-back of equity shares in any financial year shall not exceed twenty-

five per cent of its total paid-up equity capital in that financial year. 

• There shall be a minimum gap of one year in buyback offer from the date of 

closure of the previous buy back. 

• The ratio of the debt owed by the company is not more than twice the capital 

and its free reserves after such buy-back. 

Equity Shares with Differential Rights 

• As per the Companies Act  2013, companies can issue equity shares with 

differential rights subject to the fulfilment of certain conditions. Rule 4 under 

Companies (Share Capital and Debentures) Rules, 2014 deals with equity shares 

with differential rights. 

• Differentiation can be done by giving superior dividend / Superior voting right 

/ diluted voting right to a class of equity shareholders. 

• Preference shares are not issued with differential rights. It is only the equity 

shares, which are issued. 

1. BUY BACK OF SECURITIES 

1.1 Introduction 

Buy back of shares means purchase of its own shares by a company. When shares 

are bought back by a company, they have to be cancelled by the company. Thus, 

shares buy back results in decrease in share capital of the company. A company 

cannot buy its own shares for the purpose of investment. A company having 

sufficient cash may decide to buy back its own shares. The following may be the 

Objectives/Advantages of Buy-Back of shares: 

(a) to increase earning per share if there is no dilution in company’s earnings as 

the buy-back of shares reduces the outstanding number of shares. 

(b) to increase promoters holding as the shares which are bought back are 

cancelled. 
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(c) to discourage others to make hostile bid to take over the company as the buy 

back will increase the promoters holding. 

(d) to support the share price on the stock exchanges when the share price, in the 

opinion of company management, is less than its worth, especially in the depressed 

market. 

(e)  to pay surplus cash to shareholders when the company does not need it for 

business. 

The Companies Act, 2013 under Section 68 (1) permits companies to buy back their 

own shares and other specified securities out of: 

(i) its free reserves; or 

(ii) the securities premium account; or 

(iii) the proceeds of the issue of any shares or other specified securities. 

Note: No buy-back of any kind of shares or other specified securities shall be made 

out of the proceeds of an earlier issue of the same kind of shares or same kind of 

other specified securities. For example, if equity shares are to be bought-back, then, 

preference shares may be used for the purpose. 

The other important provisions relating to the buyback are: 

(1) Section 68 (2) further states that no company shall purchase its own shares or 

other specified securities unless— 

(a) the buy-back is authorised by its articles; 

(b) a special resolution has been passed in general meeting of the company 

authorising the buy-back; 

 However, the above provisions do not apply where the buy back is ten 

percent or less of the paid up equity capital + free reserves and is 

authorized by a board resolution passed at a duly convened meeting of 

the directors. Hence, in case the buy back is upto 10% of paid up equity + 

free reserves, the same may be done with the authorization of the Board 

Resolution without the necessity of its being authorized by the articles of 

association of the company and by a special resolution of its members 

passed at a general meeting of the company. 

(c) the buy-back must be equal or less than twenty-five per cent of the total 

paid-up capital and free reserves of the company: (Resource Test) 

(d) Further, the buy-back of shares in any financial year must not exceed 25% 

of its total paid-up capital and free reserves: (Share Outstanding Test) 
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(d) the ratio of the debt owed by the company (both secured and unsecured) 

after such buy-back is not more than twice the total of its paid up capital 

and its free reserves: (Debt-Equity Ratio Test) 

Note: Central Government may prescribe a higher ratio of the debt than 

that specified under this clause for a class or classes of companies. Debt 

here should include both long term debt as well as short term debt. 

(e) all the shares or other specified securities for buy-back are fully paid-up; 

(f) the buy-back of the shares or other specified securities listed on any 

recognised stock exchange is in accordance with the regulations made by 

the Securities and Exchange Board of India in this behalf; 

(g) the buy-back in respect of shares or other specified securities other than 

those specified in clause (f) is in accordance with the guidelines as may be 

prescribed. 

Provided that no offer of buy back under this sub section shall be made within 

a period of one year reckoned from the date of closure of a previous offer of 

buy back if any. This means that there cannot be more than one buy back in 

one year. 

(2) The notice of meeting at which special resolution is supposed to be passed 

must be accompanied by an explanatory statement stating- 

 (a) a full and complete disclosure of all material facts; 

 (b) the necessity of the buy-back; 

 (c) the class of security intended to be purchased under the buy-back; 

 (d) the amount to be invested under the buy-back; 

 (e) the time limit for completion of the buy-back 

(3) Every buy-back shall be completed within twelve months from the date of 

passing the special resolution, or the resolution passed by the board of 

directors. 

(4) The buy-back may be— 

(a) from the existing security holders on a proportionate basis; or 

(b) from the open market; or 

(c) by purchasing the securities issued to employees of the company pursuant 

to a scheme of stock option or sweat equity. 
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(5) Where a company has passed a special resolution under clause (b) of Sub-

section (2) to buy-back its own shares or other securities under this section, it 

shall, before making such buy-back, file with the Registrar and the Securities 

and Exchange Board of India a declaration of solvency in the form as may be 

prescribed and verified by an affidavit to the effect that the Board of Directors 

has made a full inquiry into the affairs of the company as a result of which they 

have formed an opinion that it is capable of meeting its liabilities and will not 

be rendered insolvent within a period of one year of the date of declaration 

adopted by the Board of Directors. It must be signed by at least two directors 

of the company, one of whom shall be the managing director, if any : 

 Note: No declaration of solvency shall be filed with the Securities and Exchange 

Board of India by a company whose shares are not listed on any recognised 

stock exchange. 

(6) Where a company buys-back its own securities, it shall extinguish and 

physically destroy the securities so bought-back within seven days of the last 

date of completion of buy-back. 

(7) Where a company completes a buy-back of its shares or other specified 

securities under this section, it shall not make further issue of same kind of 

shares (including allotment of further shares under clause (a) of Sub-section 

(1) of Section (62) or other specified securities within a period of six months 

except by way of bonus issue or in the discharge of subsisting obligations such 

as conversion of warrants, stock option scheme, sweat equity or conversion of 

preference shares or debentures into equity shares. 

(8) Where a company buy-back its securities under this section, it shall maintain a 

register of the securities so bought, the consideration paid for the securities 

bought-back, the date of cancellation of securities, the date of extinguishing 

and physically destroying of securities and such other particulars as may be 

prescribed.  

(9)  A company shall, after the completion of the buy-back under this section, file 

with the Registrar and the Securities and Exchange Board of India, a return 

containing such particulars relating to the buy-back within thirty days of such 

completion, as may be prescribed, provided that no return shall be filed with 

the Securities and Exchange Board of India by a company whose shares are not 

listed on any recognised stock exchange. 

(10) If a company makes default in complying with the provisions of this section or 

any regulations made by SEBI in this regard, the company may be punishable 

with a fine which shall not be less than Rs One Lakh but which may extend to 
© The Institute of Chartered Accountants of India



 

 

4.6 

 

ADVANCED ACCOUNTING 

three lakh rupees and every officer of the company who is in default shall be 

punishable with imprisonment for upto 3 years or with a fine of not less than 

one lakh rupees but which may extend to three lakh rupees or with both. 

(11)  Section 69 (1) states that where a company purchases its own shares out of 

the free reserves or securities premium account, a sum equal to the nominal 

value of shares so purchased shall be transferred to the Capital Redemption 

Reserve Account and details of such account shall be disclosed in the Balance 

Sheet. 

(12) The shares or other specified securities which are proposed to be bought-back 

must be fully paid-up.   

(13) The Capital Redemption Reserve Account may be applied by the company in 

paying up unissued shares of the company to be issued to members of the 

company as fully paid bonus shares. 

(14) Premium (excess of buy-back price over the par value) paid on buy-back should 

be adjusted against free reserves and/or securities premium account. 

Revaluation reserve represents unrealized profit and hence it cannot be used 

for buy-back of securities.  

Some Important Terms 

(a) “specified securities” includes employees’ stock option or other securities as 

may be notified by the Central Government from time to time; 

(b) “free reserves” means such reserves which, as per the latest audited balance sheet 

of a company, are available for distribution as dividend:  

Provided that-  

(i)  any amount representing unrealised gains, notional gains or revaluation of assets, 

whether shown as a reserve or otherwise, or  

(ii)  any change in carrying amount of an asset or of a liability recognised in equity, 

including surplus in profit and loss account on measurement of the asset or the 

liability at fair value, shall not be treated as free reserves. 

1.2 Provisions of Section 70 of the Companies Act 2013 

(1) No company shall directly or indirectly purchase its own shares or other 

specified securities— 

(a) through any subsidiary company including its own subsidiary companies; 

or 

(b) through any investment company or group of investment companies; or 
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(c) if a default is subsisting, in repayment of deposit or interest payable 

thereon, redemption of debentures or preference shares or payment of 

dividend to any shareholder or repayment of any term loan or interest 

payable thereon to any financial institutions or bank. Provided that the 

buy–back is not prohibited if the default is remedied and a period of three 

years has elapsed since the cessation of the default. 

(2)  In accordance with schedule III, no company shall directly or indirectly purchase 

its own shares or other specified securities in case such company has not complied 

with provisions of Sections 92 (filling of annual return), 123 (payment of dividend 

within 30 days of declaration), 127 (failure to distribute dividend) and 129 

(preparation of financial statement of the company).. 

Explanation I.— For the purposes of Section 68 and Section 70 of the companies Act, 

2013   "specified securities" includes employees' stock option or other securities as 

may be notified by the Central Government from time to time. 

Explanation II.— For the purposes of Section 68, "free reserves" includes securities 

premium account. 

NOTE: In exercise of the powers conferred under section 30 of the Securities and 

Exchange Board of India Act, 1992, SEBI made Securities and Exchange Board of 

India (Buy-back of Securities) (Amendment) Regulations, 2013 to amend the 

Securities and Exchange Board of India (Buy back of Securities) Regulations, 1998. 

The important provisions of the new regulations are: (i) No offer of buy-back for 

fifteen per cent or more of the paid up capital and free reserves of the company 

shall be made from the open market. (ii)A company shall not make any offer of 

buy-back within a period of one year reckoned from the date of closure of the 

preceding offer of buy-back, if any. (iii)The company shall ensure that at least fifty 

per cent of the amount earmarked for buy-back is utilized for buying-back shares 

or other specified securities.  

Illustration 1 

M Ltd. furnishes the following summarized Balance Sheet as at 31stMarch, 20X1 : 

 ` in ‘000 ` in ‘000 

Equity & Liabilities   

Share Capital:   

Authorized Capital:  5,000 

Issued and Subscribed Capital :   
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3,00,000 Equity shares of ` 10 each fully paid up 3,000  

20,000 9% Preference Shares of 100 each 2,000  

(issued two months back for the purpose of buy back)  5,000 

Reserve and Surplus:   

Capital reserve 10  

Revenue reserve 4,000  

Securities premium 500  

Profit and Loss account 1,800 6,310 

Non-current liabilities - 10% Debentures  400 

Current liabilities and provisions  40 

  11,750 

Assets   

Fixed Assets: Cost 3,000  

Less:  Provision for depreciation 250 2,750 

Non-current investments at cost  5,000 

Current assets, loans and advances (including   

cash and bank balances)  4,000 

  11,750 

The company passed a resolution to buy back 20% of its equity capital @ ` 15 per 

share. For this purpose, it sold its investments of `30 lakhs for ` 25 lakhs. 

You are required to pass necessary Journal entries. 

Solution 

Journal Entries in the books of M Ltd. 

   Dr. Cr. 

   ` in 

‘000 

` in ‘000 

1. Bank A/c Dr. 2,500  

 Profit and Loss A/c Dr.  500  

  To Investment A/c   3,000 

 (Being investment sold for the purpose of buy-

back of Equity Shares) 
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2. Equity share capital A/c Dr. 600  

  Premium payable on buy-back Dr. 300  

  To Equity shares buy-back A/c   900 

 (Being the amount due on buy-back of equity 

shares) 

   

3. Equity shares buy-back A/c Dr. 900  

  To Bank A/c   900 

 (Being payment made for buy-back of equity 

shares) 

   

4. Securities Premium A/c                                           Dr. 300  

        To Premium payable on buy-back   300 

 (Being premium payable on buy-back charged 

from Securities premium) 

   

5. Revenue reserve A/c Dr. 600  

  To Capital Redemption Reserve A/c    600 

 (Being creation of capital redemption reserve 

to the extent of the equity shares bought back)  

   

Illustration 2 

Anu Ltd. (a non-listed company) furnishes you with the following summarized 

balance sheet as at 31st March, 20X1: 

 (`  in crores) 

Sources of Funds   

Share Capital:   

Authorised  100 

Issued:   

12% Redeemable preference shares of ` 100 each fully paid 75  

Equity shares of ` 10 each fully paid 25 100 

Reserves and surplus:   

Capital reserve 15  

Securities premium 25  

Revenue reserves 260 300 

  400 
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Application of Funds   

Fixed assets: cost 100  

Less: Provision for depreciation (100) Nil 

Non-current investments at cost (Market value ` 400 Cr.)  100 

Current assets 340  

Less: Current liabilities (Trade payables) (40) 300 

  400 

The company redeemed preference shares on 1st April, 20X1.  It also bought back 50 

lakhs equity shares of ` 10 each at ` 50 per share.  The payments for the above were 

made out of the huge bank balances, which appeared as a part of current assets. 

You are asked to: 

(i) Pass journal entries to record the above. 

(ii) Prepare balance sheet as at 1.4.20X1. 

Solution 

Journal entries in the books of Anu Ltd. 

`  in crores 

 Particulars  Debit Credit 

1st  12% Preference share capital A/c Dr. 75  

April, 

20X1 

 To Preference shareholders A/c 

(Being preference share capital account 

transferred to shareholders account) 

  75 

 

 Preference shareholders A/c Dr. 75  

  To Bank A/c 

(Being payment made to shareholders) 

  75 

 Shares buy back A/c Dr. 25  

  To Bank A/c   25 

 (Being 50 lakhs equity shares bought back @ ̀  50 

per share) 

   

 Equity share capital A/c (50 lakhs х ` 10) Dr. 5  

 Securities premium A/c (50 lakhs х ` 40) Dr. 20  

  To Shares buy back A/c 

(Being cancellation of shares bought back) 

  25 

 Revenue reserve A/c Dr. 80  
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  To Capital Redemption Reserve A/c (75+5)   80 

 (Being creation of capital redemption reserve 

to the extent of the face value of preference 

shares redeemed and equity shares bought 

back)  

   

(ii)   Balance Sheet of Anu Ltd as at 1.4.20X1 

Particulars Note No ` in crores 

I. Equity and Liabilities     

   (1) Shareholder's Funds     

        (a) Share Capital 1  20  

        (b) Reserves and Surplus 2     280  

   (2) Current Liabilities     

         (a) Trade payables      40  

Total       340  

II. Assets     

    (1) Non-current assets     

         (a) Fixed assets 3     -    

         (b) Non-current investments -Investment at 

cost (Market value ` 400 crores)  

    100  

    (2) Current assets 4   240  

Total     340  

Notes to Accounts 

1. Share Capital   `  in crores 

 Authorised, Issued and Subscribed     

 200 lakhs Equity shares of ` 10 each           20  

2. Reserves and Surplus     

 Capital reserve      15    

 Capital redemption reserve      80    

 Securities premium        25    

 Less: Utilisation for buy back of shares  (20)        5  

 Revenue Reserve   260   
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 Less: transfer to Capital redemption reserve  (80)    180             280  

3. Fixed Assets   

 Cost   100   

 Less : Provision for depreciation (100)      -    

4. Current assets   

 Current assets as on 31.3.20X1    340   

 Less: Bank payment for redemption and buy back  (100)        240  

Illustration 3 

Dee Limited (a non-listed company) furnishes the following summarized Balance 

Sheet as at 31st March, 20X1: 

 ` ’000 ` ’000 

Liabilities   

Share capital:   

Authorised capital  30,00 

Issued and subscribed capital:   

2,50,000 Equity shares of ` 10 each fully paid up 25,00  

2,000, 10% Preference shares of ` 100 each  2,00  

(Issued two months back for the purpose of buy back)  27,00 

Reserves and surplus:   

Capital reserve 10,00  

Revenue reserve 30,00  

Securities premium 22,00  

Profit and loss account 35,00 97,00 

Current liabilities and provisions  14,00 

  1,38,00 

Assets   

Fixed assets  93,00 

Investments  30,00 

Current assets, loans and advances (including cash and bank 

balance)  

15,00 

  1,38,00 
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The company passed a resolution to buy back 20% of its equity capital @ ` 50 per 

share.  For this purpose, it sold all of its investment for ` 22,00,000. 

You are required to pass necessary journal entries and prepare the Balance Sheet. 

Solution 

In the books of Dee Limited 

Journal Entries 

 Particulars  Dr. Cr. 

   (`  in ’000) 

(i) Bank Account Dr. 22,00  

 Profit and Loss Account Dr. 8,00  

  To Investment Account   30,00 

 (Being the investments sold at loss for the purpose of 

buy back) 

   

(ii) Equity Share capital account Dr. 5,00  

 Premium payable on buy back Account Dr. 20,00  

  To Equity shares buy back Account   25,00 

 (Being the amount due on buy back)    

(iii) Securities premium Account Dr. 20,00  

  To Premium payable on buy back Account   20,00 

 (Being the premium payable on buy back adjusted 

against securities premium account) 

   

(iv) Revenue reserve Account Dr. 3,00  

  To Capital Redemption Reserve Account   3,00 

 (Being the amount equal to nominal value of equity shares 

bought back out of free reserves transferred to capital 

redemption reserve account) 

   

(v) Equity shares buy-back Account Dr. 25,00  

  To Bank Account   25,00 

 (Being the payment made on buy back)    

 

  

© The Institute of Chartered Accountants of India



 

 

4.14 

 

ADVANCED ACCOUNTING 

Balance Sheet of Dee Limited as on 1st April, 20X1 

(After buy back of shares) 

Particulars Note No (`   in 000) 

I. Equity and Liabilities     

   (1) Shareholder's Funds     

        (a) Share Capital 1 22,00 

        (b) Reserves and Surplus 2 69,00 

   (2) Current Liabilities   14,00 

Total   10,500 

II. Assets    

    (1) Non-current assets    

         (a) Fixed assets  93,00 

    (2) Current assets (15,00-3,00)  12,00 

Total   10,500 

Notes to Accounts 

   `  in 000 

1 Share Capital     

  Authorised capital:  30,00 

 Issued and subscribed capital:   

 2,00,000 Equity shares of ` 10 each fully paid up 20,00  

 

2,000 10% Preference shares of ` 100 each fully paid 

up 

2,00 22,00 

2 Reserves and Surplus   

  Capital reserve 10,00  

  Capital redemption reserve 3,00  

 Securities Premium      22,00   

 Less: Premium payable on buy back of shares 20,00 2,00  

 Revenue reserve     30,00   

  Less: Transfer to Capital redemption reserve   3,00 27,00  

  Profit and loss A/c      35,00   

 Less: Loss on investment      8,00 27,00 69,00 
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Illustration 4 

Extra Ltd. (a non-listed company) furnishes you with the following summarized 

Balance Sheet as on 31st March, 20X1: 

   (` in lakhs) 

Liabilities Amou

nt  

Assets Amount  

Equity shares of ` 10 each 

fully paid 

100 Fixed assets less 

depreciation 

50 

9% Redeemable preference  Investments at cost 120 

shares of ` 100 each fully paid 20 Current assets 142 

Capital reserves 8   

Revenue reserves 50   

Securities premium 60   

10% Debentures 4   

Current liabilities  70    

 312  312 

(i) The company redeemed the preference shares at a premium of 10% on 1st April, 

20X1. 

(ii) It also bought back 3 lakhs equity shares of ` 10 each at ` 30 per share. 

 The payment for the above was made out of huge bank balances, which appeared 

as a part of the current assets. 

(iii) Included in its investment were “investments in own debentures” costing ` 2 

lakhs (face value `  2.20 lakhs).  These debentures were cancelled on 1st April, 

20X1. 

(iv) The company had 1,00,000 equity stock options outstanding on the above 

mentioned date, to the employees at ` 20 when the market price was `30  (This 

was included under current liabilities).  On 1.04.20X1 employees exercised their 

options for 50,000 shares. 

(v) Pass the journal entries to record the above. 

(vi) Prepare Balance Sheet as at 01.04.20X1. 
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Solution 

(`   in lakhs) 

Date Particulars  Debit    Credit  

01.04.20X1 9% Redeemable preference share capital 

A/c 

Dr. 20.00  

 Premium on redemption of preference 

shares A/c 

Dr. 2.00  

  To Preference shareholders A/c   22.00 

 (Being preference share capital transferred 

to shareholders account) 

   

01.04.20X1 Preference shareholders A/c Dr. 22.00  

  To Bank A/c   22.00 

 (Being payment made to shareholders)    

01.04.20X1 Equity shares buy back A/c Dr. 90.00  

  To Bank A/c   90.00 

 (Being 3 lakhs equity shares of ` 10 each 

bought back @ ` 30 per share) 

   

01.04.20X1 Equity share capital A/c Dr. 30.00  

 Securities premium A/c Dr. 60.00  

  To Equity Shares buy back A/c   90.00 

 (Being cancellation of shares bought back)    

01.04.20X1 Revenue reserve A/c  Dr. 50.00  

  To Capital redemption reserve A/c   50.00 

 (Being creation of capital redemption 

reserve account to the extent of the face 

value of preference shares redeemed and 

equity shares bought back as per the law) 

   

01.04.20X1 10% Debentures A/c Dr. 2.20  

  To Investment (own debentures) A/c   2.00 

  To Profit on cancellation of own 

debentures A/c 

  0.20 

 (Being cancellation of own debentures 

costing ` 2 lakhs, face value being ` 2.20 

lakhs and the balance being profit on 

cancellation of debentures)  
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1.04.20X1 Profit on cancellation of debentures A/c    Dr. 0.20  

   To Capital reserve A/c   0.20 

 (Being profit on cancellation of debentures 

transferred to capital reserve account) 

   

01.04.20X1 Bank A/c Dr. 10.00  

 Employees stock option outstanding 

(Current liabilities) A/c 

 

Dr. 

 

5.00 

 

  To Equity share capital A/c   5.00 

  To Securities premium A/c   10.00 

 (Being the allotment to employees, of 

50,000 shares of ` 10 each at a premium of 

20 per share in exercise of stock options by 

employees) 

   

01.04.20X1 Securities premium A/c Dr. 2.00  

  To Premium on redemption of 

preference shares A/c 

  2.00 

 (Being premium on redemption of 

preference shares adjusted through 

securities premium) 

   

Balance Sheet of Extra Ltd. as on 01.04.20X1 

Particulars Note No (`   in lakhs) 

I. Equity and Liabilities    

   (1) Shareholder's Funds    

        (a) Share Capital 1 75.00 

        (b) Reserves and Surplus 2 66.20 

   (2) Non-current Liabilities   

         (a) Long term borrowings 3 1.80 

   (3) Current Liabilities  65.00 

Total  208.00 

II. Assets    

    (1) Non-current assets    

         (a) Fixed assets  50.00 

         (b) Non-current investments at cost   118.00 

    (2) Current assets 4 40.00 

Total  208.00 
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Notes to Accounts 

   `  in lakhs 

1 Share Capital     

 Equity share capital   

 Opening balance 100.00  

 Less : Cancellation of bought back shares (30.00)  

  Add : Shares issued against ESOP   5.00 75.00 

2 Reserves and Surplus   

 Capital Reserve   

 Opening balance 8.00  

 Add: Profit on cancellation of debentures 0.20 8.20 

 Revenue reserves     

 Opening balance 50.00  

 Less: Creation of Capital Redemption Reserve  (50.00) - 

 Securities Premium   

 Opening balance 60.00  

 Less : Adjustment for cancellation of equity shares (60.00)  

 

Less: Adjustment for premium on redemption of 

preference shares 

(2.00) 

 

 Add:  Shares issued against ESOP at premium 10.00   8.00 

  Capital Redemption Reserve   50.00 

   66.20 

3 Long term borrowings   

  Secured   

  10% Debentures (4-2.20)  1.80 

Working Notes: 

  (`   in lakhs) 

1. 10% Debentures  

 Opening balance 4.00 

 Less: Cancellation of own debentures (2.20) 

  1.80 

2. Current liabilities  

 Opening balance 70.00 
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 Less: Adjustment for ESOP outstanding (5.00) 

  65.00 

3. Investments at cost  

 Opening balance 120.00 

 Less: Investment in own debentures    (2.00) 

  118.00 

4. Current assets  

 Opening balance 142.00 

 Less : Payment to preference shareholders (22.00) 

 Less : Payment to equity shareholders (90.00) 

 Add : Share price received against ESOP   10.00 

    40.00 

Illustration 5 

Perrotte Ltd. (a non-listed company) has the following Capital Structure as on 

31.03.20X1: 

 Particulars (`  in crores) 

(1) Equity Share Capital (Shares of ` 10 each fully paid) - 330 

(2) Reserves and Surplus    

 General Reserve 240 - 

 Securities Premium Account 90 - 

 Profit & Loss Account 90 - 

 Infrastructure Development Reserve 180 600 

(3) Loan Funds  1,800 

The Shareholders of Perrotte Ltd., on the recommendation of their Board of Directors, 

have approved on 12.09.20X1 a proposal to buy back the maximum permissible number 

of Equity shares considering the large surplus funds available at the disposal of the 

company. 

The prevailing market value of the company’s shares is `  25 per share and in order 

to induce the existing shareholders to offer their shares for buy back, it was decided 

to offer a price of 20% over market. 

You are also informed that the Infrastructure Development Reserve is created to 

satisfy Income-tax Act requirements. 
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You are required to compute the maximum number of shares that can be bought 

back in the light of the above information and also under a situation where the loan 

funds of the company were either ` 1,200 crores or ` 1,500 crores. 

Assuming that the entire buy back is completed by 09.12.20X1, show the accounting 

entries in the company’s books in each situation.  

Solution 

Statement determining the maximum number of shares to be bought back 

          Number of shares 

Particulars When loan fund is 

` 1,800 

crores 

` 1,200 

crores 

` 1,500 

crores 

Shares Outstanding Test (W.N.1) 8.25 8.25 8.25 

Resources Test (W.N.2) 6.25 6.25 6.25 

Debt Equity Ratio Test (W.N.3) Nil 3.75 Nil 

Maximum number of shares that can be 

bought back [least of the above] 

 

Nil 

 

3.75 

 

Nil 

Journal Entries for the Buy Back  

(applicable only when loan fund is ` 1,200 crores) 

`  in crores 

   Debit Credit 

(a) Equity share buy back account  Dr. 112.5  

  To Bank account   112.5 

 (Being buy back of 3.75 crores equity shares of ` 10 

each @ ` 30 per share) 

   

(b) Equity share capital account Dr. 37.5  

 Securities premium account Dr. 75  

  To Equity share buy back account   112.5 

 (Being cancellation of shares bought back)    

(c) General reserve account Dr. 37.5  

  To Capital redemption reserve account   37.5 

 (Being transfer of free reserves to capital 

redemption reserve to the extent of nominal value 

of share capital bought back out of redeemed 

through free reserves) 
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Working Notes: 

1. Shares Outstanding Test 

Particulars (Shares in 

crores)  

Number of shares outstanding  33 

25% of the shares outstanding  8.25 

2. Resources Test 

Particulars  

Paid up capital (` in crores) 330 

Free reserves (` in crores)  420 

Shareholders’ funds (` in crores)  750 

25% of Shareholders fund (` in crores) ` 187.5 crores 

Buy back price per share ` 30 

Number of shares that can be bought back (shares in 

crores) 

6.25 crores 

shares 

3. Debt Equity Ratio Test 

 Particulars When loan fund is 

`  1,800 

crores 

` 1,200 

crores 

` 1,500 

crores 

(a) Loan funds (`  in crores) 1,800 1,200 1,500 

(b) Minimum equity to be 

maintained after buy back in the 

ratio of 2:1 (` in crores) 

 

900 

 

600 

 

750 

(c) Present equity shareholders fund 

(` in crores) 

750 750 750 

(d) Future equity shareholder fund  

(` in crores) (See Note 2) 

N.A. 712.5 

(750-37.5) 

N.A. 

(e) Maximum permitted buy back of 

Equity (` in crores) [(d) – (b)] (See 

Note 2) 

Nil 

 

112.5 (by 

simultaneous 

equation) 

Nil 

 

(f) Maximum number of shares that 

can be bought back @  

` 30 per share (shares in crores)  

(See Note 2) 

 

 

Nil 

3.75 (by 

simultaneous 

equation) 

 

 

Nil 
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Note:  

1. Under Situations 1 & 3 the company does not qualify for buy back of 

shares as per the provisions of the Companies Act, 2013.  

2. As per section 68 of the Companies Act, 2013, the ratio of debt owed by 

the company should not be more than twice the capital and its free reserve 

after such buy-back.  In the question, it is stated that the company has 

surplus funds to dispose of therefore, it is presumed that buy- back is out 

of free reserves or securities premium and hence a sum equal to the 

nominal value of the share bought back shall be transferred to Capital 

Redemption Reserve (CRR).  Utilization of CRR is restricted to issuance of 

fully paid-up bonus shares only.  It means CRR is not available for 

distribution as dividend.  Hence, CRR is not a free reserve.  Therefore, for 

calculation of future equity i.e. share capital and free reserves, amount 

transferred to CRR on buyback has to be excluded from present equity. 

Amount transferred to CRR and maximum equity to be bought back will 

be calculated by simultaneous equation method. 

Suppose amount equivalent to nominal value of bought back shares 

transferred to CRR account is ‘x’ and maximum permitted buy-back of equity 

is ‘y’. 

Then   

Equation 1 :(Present equity – Nominal value of buy-back transfer to CRR) – 

Minimum equity to be maintained= Maximum permissible buy-back of equity 

     (750 –x)-600 = y                                   (1) 

  Since    150 – x = y   

 Equation 2: 







Value Nominal  x

back-buyfor  priceOffer 

back-buy Maximum
 

  = Nominal value of the shares bought –back to be transferred to CRR 

    =  10
30

y × 
 

 = x   

 [here (30 =  25% x 120] 

   Or    3x = y                      (2) 
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 by solving the above two equations we get  

       x =  ` 37.5 crores 

       y = ` 112.5 crores 

2.  EQUITY SHARES WITH DIFFERENTIAL RIGHTS 

2.1 Introduction 

Section 43 Companies Amendment Act, 2013 allows companies to issue equity shares 

with differential rights as to dividend, voting or otherwise in accordance with such rules 

as may be prescribed.  As we know that share capital is of two types – equity and 

preference. Preference share capital with reference to any company limited by shares, 

means that part of the issued share capital of the company which carries or would carry 

a preferential right with respect to:  

(i) Payment of dividend, either as a fixed amount or an amount calculated at a fixed 

rate, which may either be free of or subject to income-tax; and 

(ii) Repayment, in the case of a winding up or repayment of capital, of the amount of 

the share capital paid-up or deemed to have been paid-up, whether or not, there 

is a preferential right to the payment of any fixed premium or premium on any 

fixed scale, specified in the memorandum or articles of the company. 

Section 43(a) of The Companies Act, 2013 defines equity share capital to include of 

two types viz., 

(i) With voting rights; or 

(ii) With differential rights as to dividend, voting or otherwise in accordance with such 

rules as may be prescribed  

Hence, differentiation can be done by giving superior dividend / Superior voting right/ 

diluted voting right to a class of equity shareholder. A residual category ‘otherwise’ 

has also been created to give enough leeway to the management in structuring 

shareholder agreements with desired divisions of managerial control interest and 

financial interest. It must be appreciated that preference shares are not issued with 

differential rights. It is only the equity shares, which are issued.  

Thus new issues of share capital shall be only two kinds only, as depicted in the 

chart given below:– 
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2.2 Voting Rights 

Section 2 (93) defines “voting right,” as the right of a member of a company to vote in 

any meeting of the company or by means of postal ballot.  

Equity shareholder voting rights 

Of the two types of shares, equity shares have a general voting right, whereas 

preference shares have restrictive voting rights. 

According to section 47 (1), Subject to the provisions of section 43 and sub-section (2) 

of section 50: 

(i) Every member of a company limited by shares and holding equity share capital 

therein, shall have a right to vote on every resolution placed before the company; 

and 

(ii) His voting right on a poll shall be in proportion to his share in the paid-up equity 

share capital of the company. 

Normally, the blanket rule in Companies Act is one share-one vote. This gives equal 

voting right to every shareholder. This is a fairly democratic process and is quite robust 

from the corporate governance perspective.  

However, sometime a segment of shareholders, normally promoters and executive 

management may like to have more control over decision-making process. But that 

may not be possible if shareholding is quite diffused. This intention of shareholders / 

management can be activated if they have more voting rights, even if they hold fewer 

shares. This can be structured by giving them shares with superior voting rights. This 

is enabled by section 43(a)(ii) in the form of equity shares with differential rights. 

Preference shareholder restrictive voting rights 

Normally preference shareholders have superior financial rights but less management 

control rights. Every member of a company limited by shares and holding any 

Two Kinds of share capital

Equity share capital

With voting 
rights

With differential rights as to dividend, voting or 
otherwise in accordance with such rules and 

subject to such conditions as may be prescribed.

Preference share capital
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preference share capital therein shall, in respect of such capital, have a restrictive right 

to vote only on resolutions placed before the company  

a. Which directly affect the rights attached to his preference shares and,  

b. Any resolution for the winding up of the company or  

c. For the repayment or  

d. Reduction of its equity or preference share capital. 

In these situations, preference shareholders voting right on a poll shall be in proportion 

to his share in the paid-up preference share capital of the company. This once again 

points to one share – one vote doctrine of company law. 

Release of Preference shareholder restrictive voting rights 

It is provided further that where the dividend in respect of a class of preference shares 

has not been paid for a period of two years or more, such class of preference 

shareholders shall have a right to vote on all the resolutions placed before the 

company. 

Relative weight of equity and preference share capital, when entitled to vote 

It is further provided that the proportion of the voting rights of equity shareholders to 

the voting rights of the preference shareholders shall be in the same proportion as the 

paid-up capital in respect of the equity shares bears to the paid-up capital in respect 

of the preference shares, 

Example 1: Equity capital is held by X, Y and Z in the proportion of 40:40:20. A, B and C 

hold preference share capital in the proportion of 50:30:20. If the paid up equity share 

capital of the company is ` 1 Crore and Preference share capital is ` 50 Lakh, then 

relative weight in the voting right of equity shareholders and preference shareholders 

will be 2/3 and 1/3. The respective voting right of various shareholders will be  

X = 2/3X40/100 = 4/15 

Y = 2/3X40/100 = 4/15 

Z = 2/3X20/100 = 2/15 

A = 1/3X50/100 = 1/6 

B = 1/3X30/100 = 1/10 

C = 1/3X20/100 = 2/30 

Hence their relative weights are 4/15:4/15:1/15:1/6:1/10:2/30 or 8:8:4:5:3:2. 

Their voting power is X (26.67%), Y (26.67%), Z (13.33%), A (16.67%), B (10%) and C 

(6.67%) 
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Note: The members are not entitled to voting rights in respect of money not called up 

by the company, but voluntarily paid by the member. 

2.3 Share Capital and Debentures Rules, 2014 

In exercise of the power conferred under Section 43(a)(ii), the central government 

announced Rule 4 under Companies (Share Capital and Debentures) Rules, 2014, to 

deal with equity shares with differential rights. 

The rules lay down the following conditions to be compulsorily complied with: 

a) The articles of association of the company authorizes the issue of shares with 

differential rights; 

b) The issue of shares is authorized by an ordinary resolution passed at a general 

meeting of the shareholders: Provided that where the equity shares of a company 

are listed on a recognized stock exchange, the issue of such shares shall be 

approved by the shareholders through postal ballot;  

c) The shares with differential rights shall not exceed twenty-six percent of the total 

post-issue paid up equity share capital including equity shares with differential 

rights issued at any point of time;  

d) The company having consistent track record of distributable profits for the last 

three years;  

e) The company has not defaulted in filing financial statements and annual returns 

for three financial years immediately preceding the financial year in which it is 

decided to issue such shares;  

f) The company has no subsisting default in the payment of a declared dividend 

to its shareholders or repayment of its matured deposits or redemption of its 

preference shares or debentures that have become due for redemption or 

payment of interest on such deposits or debentures or payment of dividend; 

g) The company has not defaulted in payment of the dividend on preference shares 

or repayment of any term loan from a public financial institution or State level 

financial institution or scheduled Bank that has become repayable or interest 

payable thereon or dues with respect to statutory payments relating to its 

employees to any authority or default in crediting the amount in Investor 

Education and Protection Fund to the Central Government; 

h) The company has not been penalized by Court or Tribunal during the last three 

years of any offence under the Reserve Bank of India Act, 1934, the Securities and 

Exchange Board of India Act, 1992, the Securities Contracts Regulation Act, 1956, 
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the Foreign Exchange Management Act, 1999 or any other special Act, under 

which such companies being regulated by sectoral regulators. 

It is further clarified that the company shall not convert its existing equity share capital 

with voting rights into equity share capital carrying differential voting rights and vice–

versa. 

It is further clarified that the holders of the equity shares with differential rights shall 

enjoy all other rights such as bonus shares, rights shares etc., which the holders of 

equity shares are entitled to, subject to the differential rights with which such shares 

have been issued.  

It is also specified that where a company issues equity shares with differential rights, 

the Register of Members maintained under section 88 shall contain all the relevant 

particulars of the shares so issued along with details of the shareholders.  

It is further provided that for the purposes of this rule, it is hereby clarified that 

differential rights attached to such shares issued by any company under the provisions 

of Companies Act, 1956, shall continue till such rights are converted with the 

differential rights in accordance with the provisions of the Companies Act, 2013. To 

that extent rights of existing shareholders have been grandfathered. 

It must be appreciated that issue of equity shares with differential rights comes with a 

cost. This kind of arrangement certainly dilutes the corporate governance perspective. 

The system clearly violates the principles of democracy. It creates classes within classes. 

TATA were the first in 2008 to issue equity shares with differential rights. They came 

out with a differential right issue under the nomenclature of class A shares, the voting 

rights were diluted to 1/10th and the rate of the dividend was 5% more as compared 

to the other category of Tata motors shares being traded on the stock exchange. 

Similarly, Pantaloons issued bonus shares with differential voting rights with an 

additional 5% dividend but one-tenth voting rights to ordinary equity shares. Gujarat 

NRE Coke and Jain Irrigation Systems issued similar bonus shares with differential 

voting rights.   

2.4 Dilution in case of private companies 

Section 43 (a) (ii) and its corresponding stringent Rules were mandatorily applicable to 

both private and public companies as far as issue of equity share capital with 

differential voting rights is concerned. However the Ministry of Corporate Affairs has 

vide its notification G.S.R 464 (E), Exemptions to private companies notification, 

Ministry of Corporate Affairs, June 5, 2015, has exempted private companies from the 

applicability of Section 43 and Rules, and private companies are now free to structure 

their share capital in a manner they deem best in the interests of the company. The 
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rule has been essentially diluted to enable start-ups to structure their financial deals 

without compromising much on management control. 

2.5 Variation of shareholder’s rights 

The rights of a shares of a particular class, once issued, can be varied or altered under 

section 48 if 

(a) If provision with respect to such variation is contained in the memorandum or 

articles of the company; or  

(b) In the absence of any such provision in the memorandum or articles, if such 

variation is not prohibited by the terms of issue of the shares of that class. 

However, it would require consent in writing of the holders of not less than three-

fourths of the issued shares of that class or by means of a special resolution passed at 

a separate meeting of the holders of the issued shares of that class. 

Hence, if equity shareholders Series A require a change in their right, of a particular 

nature, either a special resolution of a specially convened meeting of this particular 

class of shareholders will suffice, or otherwise more than 75% shareholders can give 

their consent in writing.  

However, it must be understood that a company having equity shares with voting 

rights cannot convert them into equity shares with differential voting rights, or vice-

versa. This has been necessitated after the making of the rule 4 of the Companies 

(Share Capital and Debentures) Rules, 2014. 

However, the variation in their rights should not affect the rights of any other class, say 

Equity shares ‘B’ class or Preference shares.  

In such situation, if variation by one class of shareholders affects the rights of any other 

class of shareholders, the consent of three-fourths of such other class of shareholders 

shall also be obtained and the provisions of this section shall apply to such variation.  

2.6 Protection of minority shareholder clause 

If a particular class of shareholders wants their variation of rights, 75% shareholders 

can achieve the purpose. What shall be the fate of remaining 25%? If they are 

fragmented, not much can be done. But if the holders of not less than ten per cent 

of the issued shares of a class did not consent to such variation or vote in favor of the 

special resolution for the variation, they may apply to the Tribunal to have the variation 

cancelled, and where any such application is made, the variation shall not have effect 

unless and until it is confirmed by the Tribunal. 
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However, the application under this section shall be made within twenty-one days after 

the date on which the consent was given or the resolution was passed, as the case may 

be, and may be made on behalf of the shareholders entitled to make the application 

by such one or more of their number as they may appoint in writing for the purpose. 

The decision of the Tribunal on any application under sub-section (2) shall be binding 

on the shareholders. The company must comply with the order and, within thirty days 

of the date of the order of the Tribunal, file a copy thereof with the Registrar.  

SUMMARY 

• Buy back of shares can be made out of: 

(i) its free reserves; or 

(ii) the securities premium account; or 

(iii)  the proceeds of any shares or other specified securities. 

• No company shall purchase its own shares or other specified securities unless— 

 The buy back is authorized by the Articles of Association and by a special 

resolution passed at a general meeting. However, in case the buy back is 

for a sum less than or equal to ten percent of the paid up equity shares + 

free reserves the same may be authorized by the resolution of the directors 

passed at a duly convened Board Meeting. 

 the buy-back is or less than or equal to twenty-five per cent of the total 

paid-up capital and free reserves of the company: 

 Partly paid shares cannot be bought back by a company; 

 the buy-back of equity shares in any financial year shall not exceed twenty-

five per cent of its total paid-up equity capital in that financial year. 

 No offer of buy back will be made within a period of one year from the 

date of closing of the previous buy back if any. Hence, there can be a 

maximum of one buy back in one year. 

 the ratio of the debt owed by the company (both secured and unsecured) 

is not more than twice the paid up capital and its free reserves after such 

buy-back: 

• As per the new Companies Act  2013 companies can issue equity shares with 

differential rights subject to the fulfilment of certain conditions. (Section 43). 

• The rights of a particular class of shareholders can be varied, provided more than 

75% of the shareholders of that class agree. If this variation affects any other class 
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of shares, the consent of more than 75% of that other class’s shareholders is 

required. If 10% or more shareholders do not approve of the variation, they can 

make a plea to the tribunal and contest it.  

• Companies (Share Capital and Debentures) Rules, 2014, deals with equity shares 

with differential rights. 

TEST YOUR KNOWLEDGE  

MCQs 

1.  As per section 68(1) of the Companies Act, buy back of own shares by the 

company, shall not exceed 

(a) 25% of the total paid-up capital and free reserves of the company. 

(b) 20% of the total paid-up capital and free reserves of the company. 

(c) 15% of the total paid-up capital and free reserves of the company. 

2.   The companies are permitted to buy back their own shares out of  

(a) Free reserves and Securities premium 

(b) Proceeds of the issue of any shares. 

(c) Both (a) and (b) 

3.  When a company purchases its own shares out of free reserves; a sum equal to 

nominal value of shares so purchased shall be transferred to  

a) Revenue redemption reserve. 

(b) Capital redemption reserve. 

(c) Buyback reserve  

4.  Of the following, preference shareholders do not have a right to vote on 

resolutions  

(a) Which directly affect the rights attached to his preference shares.  

(b) For entering a private equity agreement to raise further capital diluting their 

overall stake in the company.  

(c) For the repayment.  

5.  Preference shareholders will have a right to vote on all resolutions if the dividend 

on their share remains unpaid for 

(a) 1 year 
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(b) 2 year 

(c) 3 year 

6.  The differential in the class of equity shares can be created for  

(a) Dividend. 

(b) Voting rights. 

(c) Both (a) and (b). 

Theoretical Questions 

Question 1 

What are the conditions to be fulfilled by a Joint Stock Company to buy-back its 

equity shares as per Companies Act, 2013. Explain in brief.  

Question 2 

Explain the meaning of equity shares with differential rights. Can preference shares be 

also issued with differential rights? 

Question 3 

Explain the conditions under Rule 4 under Companies (Share Capital and Debentures) 

Rules, 2014, to deal with equity shares with differential rights.  

Practical Questions 

Question 1 

KG Limited furnishes the following summarized Balance Sheet as at 31st March, 

20X1: 

Liabilities (` in lakhs) Assets (` in lakhs) 

Equity share capital 1,200 Machinery 1,800 

(fully paid up shares of ` 10 each)  Furniture 226 

Securities premium 175 Investment 74 

General reserve 265 Inventory 600 

Capital redemption reserve 200 Trade receivables 260 

Profit & loss A/c 170 Cash at bank 740 

12% Debentures 750   

Trade payables 745   

Other current liabilities 195    

 3,700  3,700 
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On 1st April, 20X1, the company announced the buy back of 25% of its equity shares 

@ ` 15 per share. For this purpose, it sold all of its investments for ` 75 lakhs. 

On 5th April, 20X1, the company achieved the target of buy back. On 30th April, 20X1 

the company issued one fully paid up equity share of ` 10 by way of bonus for 

every four equity shares held by the equity shareholders. 

You are required to: 

(1)  Pass necessary journal entries for the above transactions. 

(2)  Prepare Balance Sheet of KG Limited after bonus issue of the shares. 

Question 2 

Following is the summarized Balance Sheet of Competent Limited as on 31st March, 

20X1 : 

Assets ` Assets ` 

Equity Shares of ` 10 

each fully paid up 

 

12,50,000 

Fixed Assets 

Current Assets 

46,50,000 

30,00,000 

Revenue reserve 15,00,000   

Securities Premium 2,50,000   

Profit & Loss Account 1,25,000   

Secured Loans:    

12% Debentures 18,75,000   

Unsecured Loans 10,00,000   

Current maturities of 

long term borrowings 

 

16,50,000 

  

  

Total 76,50,000 Total 76,50,000 

The company wants to buy back 25,000 equity shares of ` 10 each, on 1st April, 

20X1 at ` 20 per share.  Buy back of shares is duly authorized by its articles and 

necessary resolution has been passed by the company towards this.  The payment 

for buy back of shares will be made by the company out of sufficient bank balance 

available shown as part of Current Assets. 

Comment with your calculations, whether buy back of shares by company is within 

the provisions of the Companies Act, 2013.  If yes, pass necessary journal entries 

towards buy back of shares and prepare the Balance Sheet after buy back of shares. 
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Question 3 

W, X, Y and Z hold Equity capital is held by in the proportion of 40:30:10:20. A, B, C and 

D hold preference share capital in the proportion of 30:40:20:10. If the paid up capital 

of the company is ` 40 Lakh and Preference share capital is ` 20 Lakh, Find their voting 

rights in case of resolution of winding up of the company.  

ANSWERS/HINTS 

MCQs 

[ 1. (a); 2. (c); 3. (b); 4. ( b); 5. (b); 6.  (c)] 

Theoretical Questions 

Answer 1 

Section 68 to 70 of the Companies Act, 2013 lays down the provisions for a company 

to buy-back its own equity shares.  For details, refer Para 1.1 of the chapter. 

Answer 2 

Equity shares with Differential Rights means the share with dissimilar rights as to 

dividend, voting or otherwise. No; the preference shares cannot be issued with 

differential rights.  

Answer 3 

Refer para 2.3 of the chapter.  

Practical Questions 

Answer 1 

In the books of KG Limited 

Journal Entries 

Date Particulars  Dr. Cr. 

20X1   (` in lakhs) 

April 1 Bank A/c         Dr.  75  

  To Investment A/c  74 

  To Profit on sale of investment    1 

 (Being investment sold on profit)   

April 5 Equity share capital A/c    Dr. 300  

 Securities premium A/c    Dr. 150  
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  To Equity shares buy back A/c   450 

 (Being the amount due to equity shareholders on buy 

back) 

  

 Equity shares buy back A/c    Dr. 450  

  To Bank A/c  450 

 (Being the payment made on account of buy back of 

30 Lakh  Equity Shares) 

  

April 5 General reserve A/c      Dr. 265  

 Profit and Loss A/c      Dr. 35  

  To Capital redemption reserve A/c  300 

 (Being amount equal to nominal value of buy back 

shares from free reserves transferred to capital 

redemption reserve account as per the law) 

  

April 30 Capital redemption reserve A/c   Dr. 225  

  To Bonus shares A/c (W.N.1) 

(Being the utilization of capital redemption reserve to 

issue bonus shares) 

 225 

 Bonus shares A/c      Dr. 225  

  To Equity share capital A/c   225 

 (Being issue of one bonus equity share for every four 

equity shares held) 

  

Balance Sheet (After buy back and issue of bonus shares) 

Particulars Note No Amount 

(` in Lakhs) 

I.  Equity and Liabilities    

    (1) Shareholder's Funds    

         (a) Share Capital 1   1,125  

         (b) Reserves and Surplus 2    436  

    (2) Non-Current Liabilities    

 (a) Long-term borrowings - 12% Debentures     750  

    (3) Current Liabilities    

          (a) Trade payables      745  
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          (b) Other current liabilities     195  

Total    3,251  

II.  Assets    

    (1) Non-current assets    

         (a) Fixed assets    

               (i) Tangible assets 3   2,026  

    (2) Current assets    

          (a) Current investments    

          (b) Inventory    600  

          (c) Trade receivables   260  

          (d) Cash and cash equivalents (W.N. 2)    365  

Total     3,251  

Notes to Accounts 

   ` 

1. Share Capital     

      Equity share capital (Fully paid up shares of `10 each)   1125 

2. Reserves and Surplus     

 General Reserve       265   

 Less: Transfer to CRR             (265) -  

 Capital Redemption Reserve      200    

 Add: Transfer due to buy-back of shares from P/L   35   

       Transfer due to buy-back of shares from Gen. res.  265   

 Less: Utilisation for issue of bonus shares          (225) 275  

 Securities premium       175    

 Less: Adjustment for premium paid on buy back        (150) 25  

 Profit & Loss A/c       170   

     Add: Profit on sale of investment        1   

 Less: Transfer to CRR      (35) 136 436 

3. Tangible assets     

           Machinery 1800   

           Furniture 226 2026 
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Working Notes: 

1. Amount of bonus shares = 25% of (1,200 – 300) lakhs = ` 225 lakhs 

2. Cash at bank after issue of bonus shares 

 ` in lakhs 

Cash balance as on 1st April,  20X1  740 

Add: Sale of investments   75 

 815 

Less: Payment for buy back of shares (450) 

 365  

Note: In the given solution, it is possible to adjust transfer to capital 

redemption reserve account or capitalization of bonus shares from any other 

free reserves or securities premium (to the extent available) also. 

Answer 2 

Determination of Buy back of maximum no. of shares as per the Companies 

Act, 2013 

1. Shares Outstanding Test 

Particulars (Shares)  

Number of shares outstanding  1,25,000 

25% of the shares outstanding  31,250 

2. Resources Test: Maximum permitted limit 25% of Equity paid up capital + 

Free Reserves 

Particulars  

Paid up capital ( `) 12,50,000 

Free reserves ( `) (15,00,000 + 2,50,000 + 1,25,000) 18,75,000 

Shareholders’ funds ( `) 31,25,000 

25% of Shareholders fund ( `) 7,81,250 

Buy back price per share ` 20 

Number of shares that can be bought back (shares) 

Actual Number of shares for buy back 

39,062 

25,000 
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3. Debt Equity Ratio Test: Loans cannot be in excess of twice the Equity 

Funds post Buy Back  

 Particulars ` 

(a) Loan funds ( `) (18,75,000+10,00,000+16,50,000) 45,25,000 

(b) Minimum equity to be maintained after buy back 

in the ratio of 2:1 ( `) (a/2) 

 

22,62,500 

(c) Present equity/shareholders fund (`) 31,25,000 

(d) Future equity/shareholders fund (`) (see W.N.) 

(31,25,000 – 2,87,500) 

28,37,500 2F

∗ 

(e) Maximum permitted buy back of Equity (`) [(d) – 

(b)] 

5,75,000 

(f) Maximum number of shares that can be bought 

back @ ` 20 per share  

28,750 

shares 

(g) Actual Buy Back Proposed 25,000 

Shares 

 Summary statement determining the maximum number of shares to be 

bought back 

Particulars Number of shares 

Shares Outstanding Test  31,250 

Resources Test  39,062 

Debt Equity Ratio Test  28,750 

Maximum number of shares that can be bought 

back [least of the above] 

28,750 

 Company qualifies all tests for buy-back of shares and came to the conclusion 

that it can buy maximum 28,750 shares on 1st April, 20X1. 

                                                           

∗As per Section 68 (2) (d) of the Companies Act 2013, the ratio of debt owed by the company should not 

be more than twice the capital and its free reserves after such buy-back.  Further under Section 69 (1), on 

buy-back of shares out of free reserves a sum equal to the nominal value of the share bought back shall 

be transferred to Capital Redemption Reserve (CRR).  As per section 69 (2) utilization of CRR is restricted 

to fully paying up unissued shares of the Company which are to be issued as fully paid-up bonus shares 

only.  It means CRR is not available for distribution as dividend.  Hence, CRR is not a free reserve.  

Therefore, for calculation of future equity i.e. share capital and free reserves, amount transferred to CRR 

on buy-back has to be excluded from the present equity. 
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 However, company wants to buy-back only 25,000 equity shares @ ` 20.  

Therefore, buy-back of 25,000 shares, as desired by the company is within the 

provisions of the Companies Act, 2013.  

Journal Entries for buy-back of shares 

   Debit 

(`) 

Credit 

(`) 

(a) Equity shares buy-back account  Dr. 5,00,000  

  To Bank account   5,00,000 

 (Being buy back of 25,000 equity shares of ` 10 

each @ ` 20 per share) 

   

 

(b) Equity share capital account Dr. 2,50,000  

 Securities premium account Dr. 2,50,000  

  To Equity shares buy-back account   5,00,000 

 (Being cancellation of shares bought back)    

(c) Revenue reserve account Dr. 2,50,000  

  To Capital redemption reserve account   2,50,000 

 (Being transfer of free reserves to capital 

redemption reserve to the extent of nominal 

value of capital bought back through free 

reserves) 

   

 

 

Balance Sheet of M/s. Competent Ltd. 

as on 31st March, 20X1 
   

Particulars Note No Amount  
     

`    

EQUITY AND LIABILITIES 

  

1 

  

Shareholders' funds 

  

 

(a) 

 

 Share capital 1 10,00,000  

(b) 

 

 Reserves and Surplus 2 16,25,000 

2 

  

Non-current liabilities 

  

 

(a) 

 

 Long-term borrowings 3 28,75,000 

3 

  

Current liabilities 

 

16,50,000    

Total 

 

71,50,000 
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ASSETS 

  

1 

  

Non-current assets 

  

 

(a) 

 

Fixed assets 

 

46,50,000 

2 

  

Current assets (30,00,000-5,00,000) 

 

25,00,000    

Total 

 

71,50,000 

Notes to accounts 

  ` ` 

1. Share Capital   

 Equity share capital   

 1,00,000 Equity shares of `10 each  10,00,000 

2. Reserves and Surplus   

 Profit and Loss A/c 1,25,000  

 Revenue reserves    15,00,000   

 Less: Transfer to CRR   (2,50,000) 12,50,000  

 Securities premium     2,50,000   

 Less: Utilisation for share buy-back (2,50,000) -  

 Capital Redemption Reserves 2,50,000 16,25,000 

3. Long-term borrowings   

  Secured   

  12% Debentures 18,75,000  

  Unsecured loans 10,00,000 28,75,000 

Working Note 

Amount transferred to CRR and maximum equity to be bought back will be 

calculated by simultaneous equation method. 

Suppose amount transferred to CRR account is ‘x’ and maximum permitted buy-

back of equity is ‘y’. 

Then   

  (31,25,000 – x) – 22,62,500 = y                   (1) 

  10
20

 × 
 

y
 = x   Or 2x = y          (2) 
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by solving the above equation, we get  

       x =  `2,87,500 

       y = ` 5,75,000 

Answer 3 

W, X, Y and Z hold Equity capital is held by in the proportion of 40:30:10:20 and A, B, 

C and D hold preference share capital in the proportion of 30:40:20:10. As the paid up 

equity share capital of the company is ` 40 Lakhs and Preference share capital is ` 20 

Lakh (2:1), then relative weights in the voting right of equity shareholders and 

preference shareholders will be 2/3 and 1/3. The respective voting right of various 

shareholders will be  

W=  2/3X40/100 = 4/15 

X = 2/3X30/100 = 3/15 

Y = 2/3X10/100 = 1/15 

Z = 2/3X20/100 = 2/15 

A = 1/3X30/100 = 1/10 

B = 1/3X40/100 = 2/15 

C =  1/3X20/100 = 1/15 

D = 1/3X10/100 = 1/30 
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LEARNING OUTCOMES 
After studying this chapter, you will be able to:  

 Learn the provisions of the Companies Act, 2013 regarding 

underwriting of shares 

 Determine the liability of underwriters where shares are 

fully underwritten or partially underwritten 

 Account for firm underwriting of shares 

 

 

 

 

 

 

CHAPTER 5 
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CHAPTER OVERVIEW 

 Underwriting contracts are basically of two types: 

♦ Wholly underwritten if one person is responsible to subscribe all the 

issue. 

♦ Partially underwritten, when some part of the issue is considered to 

be underwritten by company. 

 Two types of underwriting contract: (i) Normal Underwriting; (ii) Firm Underwriting 

 Firm underwriting signifies a definite commitment to take up a specified 

number of shares irrespective of the number of shares subscribed for by 

the public. 

1 INTRODUCTION 

Underwriting an issue of shares or debentures involves entering into a contract 

with a person known as underwriter, who may be an individual, partnership or 

company, undertaking that in the event of the shares or debentures not being 

subscribed by the public or only a part of them being subscribed, he shall take up 

the balance. In view of the magnitude of such an obligation, issues of shares or 

debentures are rarely underwritten by one person. They are either underwritten 

by two or more persons jointly or only a part of the issue is underwritten and, in 

respect of rest, the company takes the risk of the capital being not subscribed by 

the public. 

2 UNDERWRITING COMMISSION 

The function of an underwriter has great economic significance. It provides an 

assurance to the company that it would be able to raise the stipulated amount of 

capital by the issue of shares or debentures and, on the basis of such an 

assurance; company can proceed to draw up its investment programme. The 

Central Government has recently set up a number of financial institutions for 

helping companies to raise capital. One of the forms in which such a help is 

rendered is by underwriting the issues of shares and debentures, made by the 

companies. The prominent institutions that render this service are: Industrial 

Finance Corporation, Industrial Credit and Investment Corporation of India and 

Life Insurance Corporation of India. 
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In consideration of such a service, the underwriter is paid a commission. The 

Companies Act, 2013 places certain restrictions on the rate of commission and the 

conditions under which it can be paid. It provides that commission only at a rate 

authorized by the Articles, not exceeding 2½% of the issue price of debentures 

and 5% of issue price of shares, can be paid. No commission can be paid in 

respect of shares or debentures which have not been offered to the general 

public for subscription. 

3 PROVISIONS IN THE COMPANIES ACT, 2013 AFFECTING 

UNDERWRITING 

Disclosure in the Prospectus- According the Companies Act, 2013, it is necessary 

that when any issue of shares or debentures is underwritten, the names of the 

underwriters and the opinion of the directors that the resources of the 

underwriters are sufficient to discharge their obligations should be stated. 

Disclosure in the Statutory Report - A brief description of each underwritten 

contract should be given and, if any contract has not been carried out fully, the 

extent to which it has not been carried out and reasons therefore should be 

stated. In addition, particulars of any commission paid or payable to any Director, 

Manager, or their associates should be disclosed. 

4. UNDERWRITING CONTRACT  

There are two types of underwriting contract  

(i)  Normal Underwriting  

(ii)  Firm Underwriting 

4.1 Determination of liability in Respect of a Normal Underwriting 

 Contract 

4.1.1 Determination of liability where whole of the issue has been 

underwritten by one person:  If the whole of the issue has been underwritten by 

one person, he is responsible to subscribe for all the shares or debentures that 

have not been subscribed by the public. In such a case, it is not necessary to know 

the number of applications which had originated through the underwriter and 

those which had flowed directly to the company. 
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4.1.2 Determination of liability where only part of the issue has been 

underwritten:  

Suppose, a company has issued 10,000 shares of which only 6,000 have been 

underwritten by X; marked applications exceed 6,000. In such a case, X would not 

be liable to subscribe for any shares. If, however, there are marked applications 

for only 5,000 shares X would have to subscribe for 1,000 shares provided on his 

doing so the total number of shares allotted (including those to X) does not 

exceed 10,000. If it does, the number of shares which X must subscribe will be 

reduced to that extent. 

4.1.3 Determination of liability where the whole or part of the issue has been 

underwritten by two or more underwriters: In the case in which whole or only 

part of an issue has been underwritten by a number of underwriters, a difficulty 

may arise in determining the liability of each of the underwriters; such a difficulty 

may arise in deciding the basis on which the unmarked applications, i.e. the 

applications which have directly flowed to the company should be allocated 

among the different underwriters. Marked applications are those applications 

which are received through an underwriter and such applications are to his credit 

against his overall obligations.  

The allocation of unmarked applications to the underwriters can be done in any one 

of the two ways: according to one method, the unmarked applications are allotted in 

the proportion of gross amount of capital underwritten; alternatively these are 

allocated in proportion to the gross amount of capital underwritten as reduced by 

the marked applications. How the liability of underwriters is determined by following 

one or the other method, is explained below : 

Elahi Buksh & Co. Ltd. issued 10,000 equity shares. These were underwritten as 

follows: 

 A  40%  B  35%  C  25% 

In all, applications for 8,000 shares were received; applications for 2,000 shares 

have the stamp of A; those for 1,000 shares that of B, and those for 2,000 shares 

that of C. There were thus applications for 3,000 shares which did not bear any 

stamp or which were unmarked. If credit for unmarked applications is given to A, 

B and C in proportion to their gross liability, the liability of each of the 

underwriters will be as shown below: 

 A       B        C 

Gross liability as underwritten 4,000 3,500 2,500 
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Less: Unmarked applications    

3,000 shares in the ratio of 40:35:25 (1,200) (1,050) (750) 

Gross Liability of underwriters  2,800 2,450 1,750 

Marked applications 2,000 1,000 2,000 

Balance 800 1,450 (250) 

Credit to A and B for C’s surplus (ratio 

40:35) 

(133) (117) 250 

Actual liability 667 1,333 —  

If however, the other view is taken that unmarked applications should be credited 

to different underwriters in the ratio of liability after credit for marked 

applications has been given - the position will be as follows : 

 A B C 

Gross liability 4,000 3,500 2,500 

Less: marked applications (2,000) (1,000) (2,000) 

Liability net of marked applications 2,000 2,500 500 

Less: Unmarked applications (1,200) (1,500) (300) 

(3,000 Shares in ratio of 20:25:5) ___ _____ ___ 

Net liability 800 1,000 200 

The liability in this case could also be determined by simply apportioning the 

total number of shares yet to be subscribed (2,000 in the above case) in the 

proportion of the balance of the liability after credit for marked forms has been 

given (i.e., in the ration of 2,000: 2,500: 500 or 20:25:5).  

Since the liability of each underwriter may vary widely if one or the other method 

is followed, the underwriting contract should specify the method to be followed. 

Note: Students are advised to clarify the position by way of suitable note in the 

examination.  
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The surplus shown by the particular underwriters is to be credited to the other 

underwriters in same proportion as for unmarked applications. 

Illustration 1 

Newton Limited incorporated on 1st January, 20X1 issued a prospectus inviting 

applications for 20,000 equity shares of ` 10 each. The whole issue was fully 

underwritten by Adams, Benzamin and Clayton as follows: 

 Adams 10,000 shares 

 Benzamin 6,000 shares 

 Clayton 4,000 shares 

Applications were received for 16,000 shares, of which marked applications were as 

follows: 

 Adams 8,000 shares 

 Benzamin 2,850 shares 

 Clayton 4,150 shares 

You are required to find out the liabilities of individual underwriters. 

 

If credit of marked application is 

Given to individual underwriter

Then unmarked application will be 
distributed in Gross Liability Less 

marked application ratio

Not given to individual underwriter

Then unmarked application will be 
distributed in Gross Liability ratio
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Solution 

Statement of Net Liability of Underwriters 

 Gross Marked Number of Shares Surplus Total Net 

 liability appli- 

cations 

Unmarked 

applications 

Total of 

Clayton 

 liability 

   in the ratio 

of gross 

 in the 

ratio 

  

   liability  of 10:6   

    (2) + (3)  (4)+(5) (1)- (6) 

 (1) (2) (3) (4) (5) (6) (7) 

Adams 10,000 8,000 500 8,500 219 8,719 1,281 

Benzamin 6,000 2,850 300 3,150 131 3,281 2,719 

Clayton 4,000 4,150 200 4,350 -350 4,000 – 

 20,000 15,000 1,000 16,000 – 16,000 4,000 

Note: The applications are for 16,000 shares out of which 15,000 are marked. 

Hence unmarked applications are for 1,000 shares. 

Illustration 2 

Gemini Ltd. came up with public issue of 30,00,000 Equity shares of ` 10 each at  

` 15 per share.  A, B and C took underwriting of the issue in 3 : 2 : 1 ratio. 

Applications were received for 27,00,000 shares. 

The marked applications were received as under: 

A 8,00,000 shares 

B 7,00,000 shares 

C 6,00,000 shares 

Commission payable to underwriters is at 5% on the face value of shares. 

(i) Compute the liability of each underwriter as regards the number of shares to 

be taken up. 

(ii) Pass journal entries in the books of Gemini Ltd. to record the transactions 

relating to underwriters.  
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Solution  

(i) Computation of liability of underwriters in respect of shares 

 (In shares) 

 A B C 

Gross liability (Total Issue of 30,00,000 equity 

shares) in agreed ration of 3 : 2 : 1 

 

15,00,000 

 

10,00,000 

 

5,00,000 

Less: Unmarked applications (Subscribed 

 shares – marked shares) in 3 : 2 : 1 

 

(3,00,000) 

 

(2,00,000) 

 

(1,00,000) 

Marked shares as per agreed ratio  12,00,000 8,00,000 4,00,000 

Less: Marked applications actually received (8,00,000) (7,00,000) (6,00,000) 

Shortfall / surplus in marked shares 4,00,000 1,00,000 (2,00,000) 

Surplus of C distributed to A & B in 3:2 ratio (1,20,000) (80,000) 2,00,000 

Net liability for underwriting shares   2,80,000   20,000           Nil 

(ii)  Journal Entries in the books of Gemini Ltd. 

  `  `  

A’s Account (2,80,000 x 15) Dr. 42,00,000  

B’s Account (20,000 x 15) Dr. 3,00,000  

 To Share Capital Account (3,00,000 x 10)   30,00,000 

 To Securities Premium Account (3,00,000 x 5)   15,00,000 

(Being the shares to be taken up by the 

underwriters) 

   

Underwriting Commission Account Dr. 15,00,000  

 To A’s Account (15,00,000 x 10 x 5%)   7,50,000 

 To B’s Account (10,00,000 x 10 x 5%)   5,00,000 

 To C’s Account (5,00,000 x 10 x 5%)   2,50,000 

(Being the underwriting commission due to the 

underwriters) 

   

Bank Account Dr. 34,50,000  
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 To A’s Account   34,50,000 

(Being the amount received from underwriter A for 

the shares taken up by him after adjustment of his 

commission) 

   

B’s Account Dr. 2,00,000  

 To Bank Account   2,00,000 

(Being the amount paid to underwriter B after 

adjustment of the shares taken by him against 

underwriting commission due to him) 

   

C’s Account Dr. 2,50,000  

 To Bank Account   2,50,000 

(Being the underwriting commission paid to C)    

Note: C had sold in excess of the underwriting obligation and hence he will 

not be required to purchase any shares but will get commission for 

underwriting. 

4.2 Firm Underwriting 

It signifies a definite commitment to take up a specified number of shares 

irrespective of the number of shares subscribed for by the public. In such a case, 

unless it has been otherwise agreed, the underwriter’s liability is determined 

without taking into account the number of shares taken up ‘firm’ by him that is to 

say, the underwriter is obliged to take up : 

(i) The number of shares he has applied for ‘firm’; and 

(ii) The number of shares he is obliged to take up on the basis of the 

underwriting agreement (without taking into account the number of shares 

taken up ‘firm’ by him, unless otherwise agreed). 

In other words, in such cases the obligation or liability of the underwriter is the 

aggregate of shares to be taken up under firm commitment and the shares as per 

underwriting commitment. 

Let us say, A underwrites 60% of an issue of 10,000 shares and besides applies for 

1,000 shares, ‘firm’. In case there are marked applications for 4,800 shares he will 

have to take 2,200 shares, i.e. 1,000 shares for which he applied ‘firm’ and 1,200 

shares to meet his liability of underwriting contract. If, on the other hand, the 

underwriting contract has provided that abatement would be allowed in respect 
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of shares taken up ‘firm’ the liability of A in the above-mentioned case would only 

be for 1,200 shares in total. 

We can take another example where A underwrites 60% of an issue of 10,000 

shares of ` 10 each of XY Co. Ltd. and also applies for 1,000 shares, ‘firm’. The 

underwriting commission is agreed to at the rate of 2.5 percent. In case there are 

marked applications for 4,800 shares, he will have to take up 2,200 shares, i.e. 

1,000 shares for which he applied ‘firm’ and 1,200 shares (6,000 – 4,800) to meet 

his liability under the underwriting contract. If, on the other hand, the 

underwriting contract has provided that an abatement would be allowed in 

respect of shares taken up under ‘firm’ underwriting, the liability of A in the 

above-mentioned case would only be for 1,200 shares in total as he will be 

exempt to buy his committed shares.  

The accounting entries in relation to firm underwriting of 1,000 shares in the 

above example are given below: 

Entries in the books of XY Co. Ltd. (Company) 

   Dr. Cr. 

   ` ` 

1. A’s Account Dr. 10,000  

  To Equity Share Capital Account   10,000 

 (Being allotment of underwritten equity shares in 

pursuance 

   

 of firm underwriting contract, vide Board’s resolution)    

2. Underwriting Commission on Issue of Shares Account Dr. 250  

  To A’s Account (1,000 x 10 x 2.5%)   250 

 (Being underwriting commission due to the 

underwriter under the firm underwriting contract) 

   

3. Bank Account Dr. 9,750  

  To A’s Account   9,750 

 (Being money received in full settlement of account 

from underwriter)  
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Entries in the books of A (Underwriter) 

   Dr. Cr. 

   ` ` 

1. Underwriting Account Dr. 10,000  

  To XY Co. Ltd. Account   10,000 

 (Being the liability to take up necessary number of 

shares of the company  in pursuance of firm 

underwriting contract recorded) 

   

2. XY Co. Ltd. Account Dr. 250  

  To Underwriting Account   250 

 (Being underwriting commission income credited to 

underwriting account) 

   

3. XY Co. Ltd. Account Dr. 9,750  

  To Bank Account   9,750 

 (Being balance money paid to the company in full 

settlement of account 

   

4.2.1 When the Issue is Fully Underwritten [with Firm Underwriting] 

There are two alternative ways: 

(i) The benefit of firm underwriting is not given to individual underwriter, or 

(ii) The benefit of firm underwriting is given to individual underwriter. 

(i) The benefit of firm underwriting is not given to individual Underwriter: 

For determining the liability of individual underwriter, the following steps are 

followed: 

Step 1 Compute gross liability in the usual manner (if it has not been given). 

Step 2 Subtract marked applications (excluding firm underwriting) from gross 

liability of respective underwriters. If some of the resultant figures are 

found negative, then add all negative figures and divide the resultant in 

the ratio of gross liability of those having a positive balance. 
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Step 3 Determine the number of unmarked applications as follows: 

Total subscriptions (excluding firm underwriting) 

Less: Marked applications (excluding firm underwriting) 

****** 

****** 

Unmarked applications by public 

Add: Applications under firm underwriting 

****** 

****** 

Total unmarked applications ****** 

 Divide the above calculated unmarked applications in the ratio of gross 

liability. 

 If the resultant figures of Step 3 are all positive or zero, then it represents 

net liability as per agreement. After this step, go to Step 5 (skip Step 4). 

 If some of the resultant figures are negative, then continue to Step 4. 

Step 4 Add all the negative figures and divide the resultant between the 

underwriters having positive figures in the ratio of gross liability. Repeat 

Step 4 unless all figures are non-negative. Now these figures represent 

the net liability as per agreement. After this step, to Step 5. 

Step 5 Add firm underwriting with the net liability as per agreement. The 

resultant figures represent total liability. 

Here, 

(1) Firm underwriting is treated as unmarked applications and divided in the 

ratio of gross liability. 

(2)  The liability of underwriter consists of: 

 (a) Net liability as per agreement; and 

 (b)  Firm underwriting. 

(ii) The benefit of firm underwriting is given to individual underwriter 

For determining the liability of individual underwriter, the following steps are 

followed: 

Step 1 Compute gross liability in the usual manner (if it has not been given). 

Step 2 Subtract marked applications (excluding firm underwriting) from gross 

liability of respective underwriters. If some of the resultant figures are 

found negative, then add all negative figures and divide their sum in the 

ratio of gross liability of those having a positive balance. 
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Step 3 Determine the number of unmarked applications as follows: 

Total subscriptions (excluding firm underwriting) 

Less: Marked applications (excluding firm underwriting) 

****** 

****** 

Unmarked applications by public ****** 

 Divide the above calculated unmarked application in the ratio of gross 

liability. 

Step 4 Subtract “firm underwriting” of individual underwriter from the respective 

figures of Step 3.  

  If the resultant figures of Step 4 are all positive or zero, then that 

represents net liability as per agreement. After this step, go to Step 6 

(skip Step 5). 

  If some of the resultant figures are negative, then continue to Step 5. 

Step 5 Add all negative figures and divide it between the underwriters having 

positive figures in the ratio of gross liability. Repeat Step 5 unless all 

figures are non-negative. Now these figures represent the net liability as 

per agreement. After this step, go to Step 6. 

Step 6 Add firm underwriting with the net liability as per agreement. The 

resultant figures represent total liability. 

Here, 

(1) Firm underwriting is not treated as unmarked applications. 

(2) Firm underwriting is credited to individual underwriters 

separately. 

(3) The liability of Underwriter consists of: 

(a) Net liability as per agreement; and 

(b) Firm underwriting. 

© The Institute of Chartered Accountants of India



 

5.14 

 

ADVANCED ACCOUNTING 

 

Illustration 3 

Rosy Ltd. made a public issue of 4,00,000 equity shares of ` 10 each, ` 2 payable on 

application. The entire issue was underwritten by five underwriters as follows: A: 

25%, B: 25%, C: 25%, D: 10% and E: 15%. Under the underwriting terms, a 

commission of 2% was payable on the amount underwritten. Further, the under-

writer was at liberty to apply, during the tenure of public issue, for any number of 

shares in which case he was entitled to a brokerage equal to 1/2% of the par value 

of shares so applied for. 

Applications received were to be analyzed on the basis of rubber stamp of the 

underwriter, who was to be given credit for the number of applications received 

bearing his rubber stamp. Applications received which did not bear any rubber 

stamp were considered as “direct applications” to be credited to all the underwriters 

in the ratio of their respective underwriting commitment. If, any such credit being 

given a “surplus” was to result in respect of any underwriter, as compared to his 

commitment, such surplus was to be distributed amongst the remaining 

underwriters in the ratio of their respective underwriting commitments. 

As a result of the issue the following applications were received: 

 Bearing rubber stamp of A 1,02,000 shares 

  -Do- B 95,000 shares 

  -Do- C 60,000 shares 

  -Do- D 32,000 shares 

  -Do- E 51,000 shares 

Not bearing any stamp    10,000 shares 

 3,50,000 shares 

Firm Underwriting

The benefit of firm 
underwriting is given to 
individual underwriter

Not Treated as unmarked 
application

The benefit of firm 
underwriting is not given 
to individual underwriter

Treated as unmarked 
application
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Included in the number of applications mentioned against D in the above table was 

an application made by D himself for 10,000 shares. The underwriters were 

informed of the amounts due to or from them, the amounts were duly received or 

paid. 

Show, with the aid of necessary workings, the entries to record the amount so received 

or paid. 

Solution  

Journal Entry 

 Dr. Cr. 

 `  `  

Bank A/c  Dr. 57,500  

Underwriting commission A/c  Dr. 80,000  

Brokerage on shares A/c  Dr. 500  

 To Equity Shares applications A/c  1,00,000 

 To Bank A/c  38,000 

Working Notes:(for description of the columns see below) 

Name 1 2 3 4 5 6 7 8 9 10 11 12 

A. 1,00,000 1,02,000 2,500 1,04,500 –4,500  1,00,000 — — 20,000 — — 20,000 

B. 1,00,000 95,000 2,500 97,500 1,500 99,000 1,000 2,000 20,000 — — 18,000 

C. 1,00,000 60,000 2,500 62,500 1,500 64,000 36,000 72,000 20,000 — 52,000 — 

D. 40,000 32,000 1,000 33,000 600 33,600 6,400 12,800 8,000 500 4,300 — 

E. 60,000 51,000 1,500 52,500 900 53,400 6,600 13,200 12,000 — 1,200 — 

 4,00,000 3,40,000  10,000 3,50,000 — 3,50,000 50,000 1,00,000  80,000 500 57,500  38,000 

Column No. 

(1) Commitment—No. of Shares 

(2) Marked Applications 

(3) Additional proportionate no. of direct applications or unmarked applicaitons 

(4) Total (2) + (3) 

(5) Allocation of surplus – done in the ratio of underwriting i.e 25:25:10:15 (B, C, 

D & E) 
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(6) Total (4)+(5) – this will be the total credited applications 

(7) Final Deficit (1)—(6): Commitment – Total Credited Applicaitons 

(8) Amount Receivable from underwriters due @ ` 2 per share 

(9) Underwriting Commission due @ 2 % nominal value. 

(10) Brokerage due @ 1/2%: Only payable to D for 10,000/- shares applied by  

him on par value of the shares i.e on Rs 100,000 

(11) Due from underwriters 

(12) Due to underwriters 

Illustration 4 

Libra Ltd. came up with an issue of 20,00,000 equity shares of ` 10 each at par. 

5,00,000 shares were issued to the promoters and the balance offered to the public 

was underwritten by three underwriters Anand, Vijay and Ashok - equally with firm 

underwriting of 50,000 shares each. Subscriptions totalled 12,97,000 shares 

including the marked forms which were : 

 Anand 4,25,000 shares 

 Vijay 4,50,000 shares 

 Ashok 3,50,000 shares 

The underwriters had applied for the number of shares covered by firm 

underwriting. The amounts payable on application and allotment were `  2.50 and 

`  2.00 respectively. The agreed commission was 5%. 

Pass summary journal entries for — 

(a) The allotment of shares to the underwriters; 

(b) The commission due to each of them; and 

(c) The net cash paid and or received. 

Note: Unmarked applications are to be credited to underwriters equally. Benefit of 

firm underwriting is given to individual underwriter. 
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Solution 

Libra Ltd. 

Journal 

 Dr. Cr. 

 `  `  

Bank A/c  Dr. 3,75,000  

 To Share Application A/c  3,75,000 

(Application money received on firm applications for 

50,000 each @ `  2.50 per share from Anand, Vijay & 

Ashok) 

  

Anand  Dr. 1,00,000  

Vijay  Dr. 1,00,000  

Ashok  Dr. 3,38,500  

Share Application A/c  Dr. 3,75,000  

 To Share Capital A/c  9,13,500 

(Allotment of shares to underwriters 50,000 to Anand; 

50,000 to Vijay and 1,03,000 to Ashok; application and 

allotment money credited to share capital) 

  

Underwriting Commission A/c  Dr. 7,50,000  

 To Anand  2,50,000 

 To Vijay  2,50,000 

 To Ashok  2,50,000 

(Amount of underwriting commission payable to Anand, 

Vijay and Ashok @ 5% on the amount of shares 

underwritten.)  

  

Bank A/c  Dr. 88,500  

 To Ashok  88,500 

(Amount received from Ashok on shares allotted less 

underwriting commission) 

  

Anand  Dr. 1,50,000  

Vijay  Dr. 1,50,000  
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 To Bank A/c  3,00,000 

(Amount paid to Anand & Vijay in final settlement of 

underwriting commission due less amount payable on 

shares allotted payable to him.) 

  

Working Notes : 

(1)  Calculation of Liability of Underwriters  

 Anand Vijay Ashok 

Gross Liability (No. of shares) 5,00,000 5,00,000 5,00,000 

Less : Marked Applications(excluding firm 

     underwriting) 

(4,25,000) (4,50,000) (3,50,000) 

 75,000 50,000 1,50,000 

Less :Unmarked Applications (equally) (24,000) (24,000) ( 24,000) 

 51,000 26,000 1,26,000 

Less : Firm Underwriting (50,000) (50,000) (50,000) 

 1,000 (24,000) 76,000 

Surplus of Vijay distributed between Anand & 

Ashok equally 

(12,000) 24,000 (12,000) 

 (11,000) - 64,000- 

Surplus of Anand allocated to Ashok totally 11,000          — (11,000) 

Net liability, excluding firm underwriting — — 53,000 

Add: Firm underwriting 50,000 50,000    50,000 

Total liability of underwriters 50,000 50,000 1,03,000 

(2)  Calculation of Amounts Payable by Underwriters 

 Anand Vijay Ashok 

Liability (No. of shares) 50,000 50,000 1,03,000 

Amount payable @ `  4.50 per share 2,25,000 2,25,000 4,63,500  

Less : Amount paid on Firm 

Applications of 50,000 each @ `  2.50 

 

(1,25,000) 

 

(1,25,000) 

 

(1,25,000) 

Balance payable 1,00,000 1,00,000 3,38,500 
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Underwriting Commission (50,000 x 10 

x 5%) 

 

2,50,000 

 

2,50,000 

 

2,50,000 

Amount Paid  1,50,000 1,50,000            — 

Amount received by the Co.           —           —    88,500 

Illustration 5 

A company made a public issue of 1,25,000 equity shares of ` 100 each, ` 50 

payable on application. The entire issue was underwritten by four parties: A, B, C, 

and D in the proportion of 30% and 25%, 25% and 20% respectively. Under the 

terms agreed upon, a commission of 2% was payable on the amounts underwritten. 

A, B, C, and D also agreed on ‘firm’; underwriting of 4,000, 6,000, Nil and 15,000 

shares respectively. 

The total subscriptions, excluding firm underwriting, including marked applications 

were for 90,000 shares. Marked applications received were as under : 

 A    24,000 C 12,000  B 20,000  D 24,000 

Ascertain the liability of the individual underwriters and also show the journal 

entries that you would make in the books of the company. All workings should form 

part of your answer. 

Solution 

When the benefit of firm underwriting is given to individual underwriters. 

(i) Total marked applications: 

 A B C D 

 24,000 +20,000 +12,000 +24,000 = 80,000 

(ii) Shares subscribed excluding firm underwriting 

 Total applications 90,000 shares 

 Less : Marked applications (80,000) shares 

 Unmarked 10,000 

(iii)   Statement showing Liability of underwriters 

 A B C D Total 

Gross liability(30:25:25:20) 37,500 31,250 31,250 25,000 1,25,000 

Less : Marked applications (24,000) (20,000) (12,000) (24,000) (80,000) 

 13,500 11,250 19,250 1,000 45,000 
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Less : Unmarked (in Gross 

  Ratio) 

 

(3,000) 

 

(2,500) 

 

(2,500) 

 

(2,000) 

 

(10,000) 

 10,500 8,750 16,750 –1,000 35,000 

Less : Firm underwriting (4,000) (6,000) – (15,000) (25,000) 

 6,500 2,750 16,750 –16,000 10,000 

Less : Surplus of ‘D’  

 allotted to  

     

 A,B&C (30:25:25) (6,000) (5,000) (5,000)          – – 

 500 (2,250) 11,750 – 10,000 

Surplus of ‘B’ allotted 500         – 1,750         – – 

Net liability     –         – 10,000         – 10,000 

(iv)  Statement of underwriters’ liability  

 Firm 4,000 6,000 –   15,000 25,000 

 Others –   –   10,000 –   10,000 

  4,000 6,000 10,000 15,000 35,000 

(v) Amounts due from underwriters 

 A B C D Total 

Shares to be subscribed      

as per (iv) above     4,000     6,000    10,000    15,000     35,000 

Amount due @ ` 50 per 

share 

2,00,000 3,00,000 5,00,000 7,50,000 17,50,000 

Less : Commission due of 

shares underwritten @ 2% of 

amount of gross liability 

 

 

(75,000) 

 

 

(62,500) 

 

 

(62,500) 

 

 

(50,000) 

 

 

(2,50,000) 

 1,25,000 2,37,500 4,37,500 7,00,000 15,00,000 

 When the benefit of firm underwriting is not given to individual underwriter: 

(i)  Total marked applications =24,000+20,000+12,000+24,000 = 80,000 

(ii) Shares subscribed excluding 

 ‘Firm’ underwriting but including 

 Marked applications 90,000 shares 
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 Add: ‘Firm’ underwriting    25,000 shares 

 Total subscription 1,15,000 shares 

 Less: Marked Applications (80,000) shares 

 Balance being unmarked  35,000 shares 

(vi) Check: 

(a)  Taken by public - unmarked applications  10,000 shares 

(b) Public through underwriters - marked 80,000 shares 

(c) By underwriters - under agreement    35,000 shares 

 1,25,000 shares 

Journal Entry 

 `  `  

Bank A/c  Dr. 62,50,000  

 To Equity share Application A/c (1,25,000 x 50)  62,50,000 

   

Underwriting Commission A/c   Dr. 2,50,000  

              To Bank A/c  2,50,000 

Illustration 7 

Outset Ltd. invited applications from public for 1,00,000 equity shares of ` 10 each at a 

premium of `5 per share.  The entire issue was underwritten by the underwriters P, Q, R 

and S to the extent of 30%, 30%, 20% and 20% respectively with the provision of firm 

underwriting of 3,000, 2,000, 1,000 and 1,000 shares respectively.  The underwriters 

were entitled to the maximum commission permitted by law.  

The company received applications for 70,000 shares (excluding firm underwriting) 

from public out of which applications for 19,000, 10,000, 21,000 and 8,000 shares were 

marked in favour of P, Q, R and S respectively. 

Calculate the liability of each underwriter assuming that the benefit of firm 

underwriting is not given to individual underwriters.  Also ascertain the underwriting 

commission payable to different underwriters. 
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Solution 

Calculation of liability of each underwriter if the benefit of firm 

underwriting is not given to individual underwriters 

 (Number of shares) 

 P Q R S Total 

Gross Liability 30,000 30,000 20,000 20,000 1,00,000 

Less: Marked 

applications (excluding firm 

underwriting) 

 

(19,000) 

 

(10,000) 

 

(21,000) 

 

(8,000) 

 

(58,000) 

Balance 11,000 20,000 (1,000) 12,000 42,000 

Less: Surplus of R allocated 

to P, Q and S in the ratio of 

3:3:2  

 

(375) 

 

(375) 

 

1,000 

 

(250) 

 

- 

Balance 10,625 19,625 - 11,750 42,000 

Less: Unmarked applications 

including firm underwriting 

(refer working note) 

 

(5,700) 

 

(5,700) 

 

(3,800) 

 

(3,800) 

 

(19,000) 

Net Liability 4,925 13,925 (3,800) 7,950 23,000 

Less: Surplus of R allocated 

to P, Q and S in the ratio of 

3:3:2 

 

 

(1,425) 

 

 

(1,425) 

 

 

3,800 

 

 

(950) 

 

 

- 

 3,500 12,500 - 7,000 23,000 

Add: Firm underwriting 3,000 2,000 1,000 1,000 7,000 

Total Liability 6,500 14,500 1,000 8,000 30,000 

Calculation of underwriting commission: 

As per law in force, underwriting commission is payable @ 5% of the issue price 

of shares. 

Underwriting commission payable to P and Q=5% of (` 15 × 30,000 shares) 

  = ` 22,500. 

Underwriting commission payable to R and S =5% of (` 15 x 20,000 shares) 

  = ` 15,000. 
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Working Note: 

Application received from public 70,000 shares 

Add: Shares underwritten firm 7,000 shares 

Total application 77,000 shares 

Less: Marked applications (58,000 shares) 

Unmarked application including firm underwriting 19,000 shares 

Illustration 8 

A company issued 1,50,000 shares of ` 10 each at a premium of ` 10.  The entire 

issue was underwritten as follows: 

X – 90000 shares (Firm underwriting 12000 shares) 

Y – 37500 shares (Firm underwriting 4500 shares) 

Z – 22500 shares (Firm underwriting 15000 shares) 

Total subscriptions received by the company (excluding firm underwriting and 

marked applications) were 22500 shares. 

The marked applications (excluding firm underwriting) were as follows: 

X – 15000 shares  

Y – 30000 shares  

Z – 7500 shares  

Commission payable to underwriters is at 5% of the issue price.  The underwriting 

contract provides that credit for unmarked applications be given to the underwriters 

in proportion to the shares underwritten and benefit of firm underwriting is to be 

given to individual underwriters. 

(i) Determine the liability of each underwriter (number of shares); 

(ii) Compute the amounts payable or due from underwriters; and 

(iii) Pass Journal Entries in the books of the company relating to underwriting.  
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Solution  

(i)   Computation of total liability of underwriters in shares  

 (In shares) 

 X Y Z Total 

Gross liability 90,000 37,500 22,500 1,50,000 

Less: Marked applications 

(excluding firm underwriting) 

 

(15,000) 

 

(30,000) 

 

(7,500) 

 

(52,500) 

 75,000 7,500 15,000 97,500 

Less: Unmarked applications in 

the ratio of gross liabilities of 

12:5:3 (excluding firm 

underwriting) 

 

 

(13,500) 

 

 

(5,625) 

 

 

(3,375) 

 

 

(22,500) 

 

Less : Firm underwriting 

61,500 

(12,000) 

49,500 

1,875 

(4,500) 

(2,625) 

11,625 

(15,000) 

(3,375) 

75,000 

(31,500) 

43,500 

Less: Surplus of Y and Z adjusted 

in X’s balance (2,625+3,375) 

 

(6,000) 

 

2,625 

 

3,375 

 

  

Net liability 43,500 - - 43,500 

Add: Firm underwriting 12,000 4,500 15,000 31,500 

Total liability 55,500 4,500 15,000 75,000 
 

(ii) Calculation of amount payable to or due from underwriters 

 X Y Z Total 

Total Liability in shares 55,500 4,500 15,000 75,000 

Amount receivable @ ` 20 

from underwriter (in `) 

11,10,000 90,000 3,00,000 15,00,000 

Less: Underwriting 

Commission payable @ 5% of 

` 20 (in `) 

(90,000) (37,500) (22,500) (1,50,000) 

Net amount receivable  (in `) 10,20,000 52,500 2,77,500 13,50,000 
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(iii) Journal Entries in the books of the company (relating to underwriting) 

   `  `  

1. X Dr. 11,10,000  

 Y Dr. 90,000  

 Z Dr. 3,00,000  

      To Share Capital A/c   7,50,000 

      To Securities Premium A/c   7,50,000 

 (Being allotment of shares to 

underwriters) 

   

2. Underwriting commission A/c Dr. 1,50,000  

      To X   90,000 

      To Y   37,500 

      To Z   22,500 

 (Being amount of underwriting commission 

payable) 

   

3. Bank A/c Dr. 13,50,000  

      To X   10,20,000 

      To Y   52,500 

      To Z   2,77,500 

 (Being net amount received by 

underwriters for shares allotted less 

underwriting commission) 

   

SUMMARY 

 Underwriting contracts are basically of two types: 

• Wholly underwritten if one person is responsible to subscribe all the issue. 

• Partially underwritten, when some part of the issue is considered to be 

underwritten by company. 

 Firm underwriting signifies a definite commitment to take up a specified 

number of shares irrespective of the number of shares subscribed for by the 

public. 
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 No underwriting commission is payable on the shares taken up by the 

promoters, employees, directors, business associates, etc. 

 Commission is payable on the whole issue underwritten. 

 In case of shares, the commission paid or agreed to be paid should not 

exceed 5% of the price at which the shares are issued. 

 In case of debentures, the commission paid or agreed to be paid should not 

exceed 2.5% of the price at which the debentures are issued. 

TEST YOUR KNOWLEDGE 

MCQs 

1.  For underwriting of shares, underwriters will 

 (a) Share the profits of the company. 

 (b) Share the assets of the company. 

 (c) Receive commission. 

2.  Underwriting commission for issue of debentures, shall not exceed 

 (a) 2½% of the issue price of debentures. 

 (b) 5% of the issue price of the debentures. 

 (c) 7½% of the issue price of debentures. 

3.  The underwriter is obliged to take up 

 (a) The number of shares he/ she has applied for ‘firm’. 

 (b) The number of shares he is obliged to take up on the basis of the 

underwriting agreement. 

 (c) Both (a) and (b). 

4.  Underwriting commission payable on the shares taken up by the promoters is  

 (a) 2½% of the issue price of debentures. 

 (b) Nil. 

 (c) 5% of the issue price of the debentures. 

5.  The liability of Underwriter consists of 

 (a) Net liability as per agreement.  
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 (b) Firm underwriting. 

 (c) Both (a) and (b). 

Practical Questions 

Question 1 

A joint stock company resolved to issue 10 lakh equity shares of `10 each at a 

premium of `1 per share. One lakh of these shares were taken up by the directors 

of the company, their relatives, associates and friends, the entire amount being 

received forthwith. The remaining shares were offered to the public, the entire 

amount being asked for with applications. 

The issue was underwritten by X, Y and Z for a commission @2% of the issue 

price, 65% of the issue was underwritten by X, while Y’s and Z’s shares were 25% 

and 10% respectively. Their firm underwriting was as follows : 

X 30,000 shares, Y 20,000 shares and Z 10,000 shares. The underwriters were to 

submit unmarked applications for shares underwritten firm with full application 

money along with members of the general public. 

Marked applications were as follows: 

X 1,19,500 shares, Y 57,500 shares and Z 10,500 shares. 

Unmarked applications totaled 7,00,000 shares. 

Accounts with the underwriters were promptly settled. 

You are required to: 

(i) Prepare a statement calculating underwriters’ liability for shares other than 

shares underwritten firm. 

(ii) Pass journal entries for all the transactions including cash transactions.  

Question 2  

Scorpio Ltd. came out with an issue of 45,00,000 equity shares of `10 each at a 

premium of ` 2 per share.  The promoters took 20% of the issue and the balance 

was offered to the public.  The issue was equally underwritten by A & Co; B & Co. 

and C & Co. 

Each underwriter took firm underwriting of 1,00,000 shares each.  Subscriptions 

for 31,00,000 equity shares were received with marked forms for the underwriters 

as given below: 
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 Shares 

A &Co.   7,25,000  

B & Co.   8,40,000  

C & Co. 13,10,000  

Total 28,75,000  

The underwriters are eligible for a commission of 5% on face value of shares.  The 

entire amount towards shares subscription has to be paid alongwith application.  

You are required to: 

(a) Compute the underwriters’ liabilities (number of shares) 

(b) Compute the amounts payable or due to underwriters; and 

(c) Pass necessary journal entries in the books of Scorpio Ltd. relating to 

underwriting. 

ANSWERS/HINTS 

MCQs 

[1. (c);2. (a); 3. (c); 4. (b); 5. (c)] 

Practical Questions 

Answer 1 

(i)   Statement showing underwriters’ liability for shares other  

 than shares underwritten firm 

 X Y Z Total 

Gross liability (Issued shares – 

purchased by promoters, 

directors etc) 

 

5,85,000 

 

2,25,000 

 

90,000 

 

9,00,000 

(9,00,000 shares in the ratio of  

65 : 25 : 10) 

    

Less: Marked applications (1,19,500) (57,500) (10,500) (1,87,500) 

 4,65,500 1,67,500 79,500 7,12,500 

Less : Allocation of unmarked 

applications (including firm 

 

(4,55,000) 

 

(1,75,000) 

 

(70,000) 

 

(7,00,000) 
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underwriting i.e. 7,00,000) in the 

ratio 65 : 25 : 10 

 10,500 (7,500) 9,500 12,500 

Surplus of Y allocated to X and 

Z in the ratio 65 : 10 

 

(6,500) 

 

7,500 

 

(1,000) 

 

– 

Additional shares to be 

purchased by X & Z 

4,000        – 8,500 12,500 

 

 X` Y` Z` 

Additional Liability for additional shares @ `11 44,000 – 93,500 

Underwriting commission payable on Gross 

Liability 

   

(Shares underwritten as Gross liability × `11 × 2%) (1,28,700) (49,500) (19,800) 

Net Amount payable (84,700) (49,500) - 

Net Amount receivable - - 73,700 

(ii) Journal Entries 

  Dr. Cr. 

  ` ` 

Bank A/c Dr. 11,00,000  

  To Equity Shares Application A/c   11,00,000 

(Being application money received on 1 lakh 

equity shares purchased by directors etc. 

@ `11 per share) 

   

Bank A/c Dr. 97,62,500  

   To Equity Share Application A/c   97,62,500 

(Application money received on 8,87,500 

equity shares @ `11 per share from general 

public and underwriters for shares 

   

underwritten firm)    
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Equity Share Application A/c Dr. 1,08,62,500  

X’  s A/c Dr. 44,000  

Z’  s A/c Dr. 93,500  

   To Equity Share Capital A/c   1,00,00,000 

   To Securities Premium A/c   10,00,000 

(Allotment of 10 lakh equity shares of `10 

each at a premium of `1 per share) 

   

Underwriting commission A/c Dr. 1,98,000  

   To X’s A/c   1,28,700 

   To Y’s A/c   49,500 

   To Z’s A/c   19,800 

(Amount of underwriting commission 

payable to X, Y and Z @2% on the amount 

of shares  underwritten) 

   

Bank A/c Dr. 73,700  

   To Z’s A/c   73,700 

(Amount received from Z in final 

settlement) 

   

X’s A/c Dr. 84,700  

Y’s A/c Dr. 49,500  

   To Bank A/c   1,34,200 

(Amount paid to X and Y in final settlement)    

Answer 2 

(a)  Computation of liabilities of underwriters (No. of shares): 

 A &Co. B & Co. C & Co. 

Gross liability (Total Issue – shares 

purchased by promoters, directors, 

employees  etc) 

 

12,00,000 

 

12,00,000 

 

12,00,000 

Less: Firm underwriting (1,00,000) (1,00,000) (1,00,000) 

 11,00,000 11,00,000 11,00,000 
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Less: Marked applications (7,25,000) (8,40,000) (13,10,000) 

Unmarked applications 3,75,000 2,60,000 (2,10,000) 

Less: Unmarked applications 

distributed to A & Co. and B & Co. in 

equal ratio 

 

(1,12,500) 

 

(1,12,500) 

 

              Nil 

Total unmarked applications  2,62,500 1,47,500 (2,10,000) 

Less: Surplus of C & Co. distributed to 

A &Co. and B & Co. in equal ratio 

 

(1,05,000) 

 

(1,05,000) 
 

2,10,000 

Net liability (excluding firm 

underwriting) 

 

1,57,500 

 

42,500 

 

Nil 

Add: Firm underwriting 1,00,000 1,00,000 1,00,000 

Total liability (No. of shares) 2,57,500 1,42,500 1,00,000 

Total Subscriptions received for 31,00,000 Shares out of which marked shares 

were 28,75,000/-, Hence unmarked shares received were 2,25,000 shares 

which will  be distributed between A & Co and B & Co only equally (agreed 

ratio underwriting). C & Co has already exceeded the underwriting limit 

hence will not be required to absorb unmarked shares. 

No of shares purchased by Underwriters collectively will be 5 Lakh shares as 

under: 

 Total Shares Issued 45,00,000 

 Less: Purchased by Promoters etc   9,00,000 

 Shares offered to the Publilc 36,00,000 

 Total Subscription received 31,00,000 

 Shares purchased by Underwriters including firm commitment   5,00,000 

(b)  Computation of amounts payable by underwriters: 

 A & Co B & Co C & Co 

 ` ` ` 

Liability towards shares to be 

subscribed @ 12 per share 

 

30,90,000 

 

17,10,000 

 

12,00,000 

Less: Commission (on Gross Liability) 

(5% on FV ` 10 each on 12 lakhs 
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shares) (6,00,000) (6,00,000) (6,00,000) 

Net amount to be paid by 

underwriters 

  

24,90,000 

  

11,10,000 

  

6,00,000 

(c)         In the Books of Scorpio Ltd. 

   Journal Entries 

Particulars Dr.  Cr.  

 ` ` 

Underwriting commission A/c  Dr. 18,00,000  

 To A &Co. A/c  6,00,000 

 To B & Co. A/c  6,00,000 

 To C & Co. A/c  6,00,000 

(Being underwriting commission on the shares 

underwritten) 

  

A &Co. A/c  Dr. 30,90,000  

B & Co. A/c  Dr. 17,10,000  

C & Co. A/c  Dr. 12,00,000  

 To Equity share capital A/c  50,00,000 

 To Securities premium A/c  10,00,000 

(Being shares including firm underwritten shares 

allotted to underwriters) 

  

Bank A/c  Dr. 42,00,000  

 To A &Co. A/c  24,90,000 

 To B & Co. A/c  11,10,000 

 To C & Co. A/c  6,00,000 

(Being the amount received towards shares 

allotted to underwriters less underwriting 

commission due to them) 

  

 

© The Institute of Chartered Accountants of India



 

  

 

AMALGAMATION OF COMPANIES 
 

 

 

 

 

 

LEARNING OUTCOMES 

After studying this chapter, you will be able to:  

 Understand the term “Amalgamation” and the methods of 

accounting for amalgamations. 

 Appreciate the concept of transferee Company and the 

transferor company. 

 Calculate purchase consideration under both the methods 

of amalgamation as per AS 14. 

 Pass the entries to close the books of the vendor 

company. 

 Pass the journal entries in the books of purchasing 

company to incorporate the assets and liabilities of the 

vendor company and also giving effect to other 

adjustments. 

 

 

CHAPTER 6 
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CHAPTER OVERVIEW  

This chapter deals with accounting for amalgamations and the treatment of any 

resultant goodwill or reserves. Amalgamation means an amalgamation pursuant to 

the provisions of the Companies Act 2013 or any other statute which may be 

applicable to companies. The accounting for amalgamation depends on whether 

amalgamation is in the nature of merger or in the nature of purchase. 

 

 

1. MEANING OF AMALGAMATION 

In an amalgamation, two or more companies are combined into one by merger or 

by one taking over the other. Therefore, the term ‘amalgamation’ contemplates two 

kinds of activities:  

(i) two or more companies join to form a new company or 

(ii)  absorption and blending of one by the other.  

Thus, amalgamation include absorption. 

The purpose of companies joining together is to secure various advantages such as 

economies of large scale production, avoiding competition, increasing efficiency, 

expansion etc.  

The companies going into liquidation or merged companies are called vendor 

companies or transferor companies. The new company which is formed to take over 

the liquidated companies or the company with which the transferor company is 

merged is called transferee or vendee.  

In the case of amalgamation the assets and liabilities of transferor company(s) are 

amalgamated and the transferee company becomes vested with all such assets and 

liabilities. 

Types of Amalgamation

Amalgamation in the nature of merger Amalgamation in the nature of purchase
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Wherever an undertaking is being carried on by a company and is in substance 

transferred, not to an outsider, but to another company consisting substantially of 

the same shareholders with a view to its being continued by the transferee 

company, there is external reconstruction. Such external reconstruction is essen-

tially covered under the category ‘amalgamation in the nature of merger’ in AS 

(Accounting Standard) 14, Accounting for Amalgamations. 

Basis Amalgamation Absorption External 

Reconstruction 

Meaning Two or more 

companies are 

wound up and a 

new company is 

formed to take over 

their business. 

In this case an 

existing company 

takes over the 

business of one or 

more existing 

companies. 

In this case, a newly 

formed company 

takes over the 

business of an 

existing company. 

Minimum 

number of 

Companies 

involved 

At least three 

companies are 

involved.  

At least two 

companies are 

involved. 

Only two 

companies are 

involved. 

Number of 

new 

resultant 

companies 

Only one resultant 

company is formed. 

Two companies are 

wound up to form a 

single resultant 

company. 

No new resultant 

company is formed. 

Only one resultant 

company is formed. 

Under this case a 

newly formed 

company takes over 

the business of an 

existing company. 

Objective  Amalgamation is 

done to cut 

competition & reap 

the economies in 

large scale. 

Absorption is done 

to cut competition & 

reap the economies 

in large scale. 

External 

reconstruction is 

done to reorganise 

the financial 

structure of the 

company. 

Example A Ltd. and B Ltd. 

amalgamate to 

form C Ltd. 

A Ltd. takes over the 

business of another 

existing company B 

Ltd. 

B Ltd. is formed to 

take over the 

business of an 

existing company A 

Ltd. 
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2. TYPES OF AMALGAMATION 

The Institute of Chartered Accountants of India has introduced Accounting 

Standard -14 (AS 14) on ‘Accounting for Amalgamations’. The standard recognizes 

two types of amalgamation –  

Amalgamation in the nature of merger is an amalgamation where there is a 

genuine pooling not merely of assets and liabilities of the transferor and transferee 

companies but also of the shareholders’ interests and of the businesses of the 

companies. The accounting treatment of such amalgamations should ensure that 

the resultant figures of assets, liabilities, capital and reserves more or less represent 

the sum of the respective figures of the transferor and transferee companies. 

Amalgamation in the nature of merger is an amalgamation, as per para 3(e) of AS-

14, which satisfies all the following conditions: 

(i) All the assets and liabilities of the transferor company become, after 

amalgamation, the assets and liabilities of the transferee company. 

(ii) Shareholders holding not less than 90% of the face value of the equity shares 

of the transferor company (other than the equity shares already held therein, 

immediately before the amalgamation, by the transferee company or its 

subsidiaries or their nominees) become equity shareholders of the transferee 

company by virtue of the amalgamation. 

(iii) The consideration for the amalgamation receivable by those equity 

shareholders of the transferor company who agree to become equity 

shareholders of the transferee company is discharged by the transferee 

company wholly by the issue of equity shares in the transferee company, except 

that cash may be paid in respect of any fractional shares. 

(iv) The business of the transferor company is intended to be carried on, after the 

amalgamation, by the transferee company. 

(v) No adjustment is intended to be made to the book values of the assets and 

liabilities of the transferor company when they are incorporated in the financial 

statements of the transferee company except to ensure uniformity of 

accounting policies. For example, if transferor company is following straight 

line method of depreciation, the book value of the assets of the transferor 

company will be revised by applying the written down method of depreciation. 

If any one or more of the above conditions are not satisfied in an amalgamation, 

such amalgamation is called amalgamation in the nature of purchase. 

© The Institute of Chartered Accountants of India



 

6.5 

 
AMALGAMATION OF COMPANIES 

Difference between amalgamation in the nature of merger and amalgamation 

in the nature of purchase. 

Best of Distinction Amalgamation in the 

Nature of Merger 

Amalgamation in the 

Nature of Purchase 

a)   Transfer of Assets 

and Liabilities 

There is transfer of all 

assets & liabilities. 

There need not be transfer 

for all assets & liabilities. 

b)  Shareholders of 

transferor company 

 

Equity shareholders 

holding 90% equity 

shares in transferor 

company become 

shareholders of 

transferee company. 

Equity shareholders need 

not become shareholders 

of transferee company. 

 

c)    Purchase 

Consideration 

 

 

Purchase consideration is 

discharged wholly by 

issue of equity shares of 

transferee company 

(except cash only for 

fractional shares) 

Purchase consideration 

need not be discharged 

wholly by issue of equity 

shares. 

d)   Same Business 

 

 

The same business of the 

transferor company is 

intended to be carried on 

by the transferee 

company. 

The business of the 

transferor company need 

not be intended to be 

carried on by the 

transferee company. 

e)   Recording of 

Assets & Liabilities 

 

 

The assets & liabilities 

taken over are recorded 

at their existing carrying 

amounts except where 

adjustment is required to 

ensure uniformity of 

accounting policies. 

The assets & liabilities 

taken over are recorded at 

their existing carrying 

amounts or the basis of 

their fair values. 

 

f)    Method of 

Accounting 

Journal entries for 

recording the merger are 

passed by pooling of 

interest method. 

Journal entries for 

recording the purchase of 

business are passed by 

purchase method. 
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3. PURCHASE CONSIDERATION 

For the purpose of accounting for amalgamations, we are essentially guided by AS-

14 ‘Accounting for Amalgamations’. Para 3(g) of AS 14 defines the term purchase 

consideration as the “aggregate of the shares and other securities issued and the 

payment made in the form of cash or other assets by the transferee company to the 

shareholders of the transferor company”. In simple words, it is the price payable by 

the transferee company to the transferor company for taking over the business of 

the transferor company.  

It is notable that purchase consideration does not include the sum which the 

transferee company will directly pay to the debentureholders or creditors of the 

transferor company. If a certain liability of the transferor company has not been taken 

over by the transferee company it will be discharged by the transferor company. 

The purchase consideration essentially depends upon the fair value of its elements. 

For example, when the consideration includes securities, the value fixed by the 

statutory authority may be taken as the fair value. In case of other assets, the fair 

value may be determined by reference to the market value of the assets given up 

or in the absence of market value, net book value of the assets (i.e. cost less 

accumulated depreciation) are considered. 

Sometimes adjustments may have to be made in the purchase consideration in the 

light of one or more future events. When the additional payment is probable and 

can be reasonably estimated it is to be included in the calculation of purchase 

consideration. 

Illustration 1 

Let us consider the draft Balance Sheet of X Ltd. as on 31st March, 20X1: 

Liabilities ` (‘000) Assets ` (‘000) 

Share Capital:  Land & Buildings 50,00 

Equity Shares of ` 10 each 75,00 Plant & Machinery 45,00 

14% Preference Shares of   Furniture 10,50 

` 100 each 25,00 Investments 5,00 

General Reserve 12,50 Inventory 23,00 

12% Debentures 40,00 Trade receivables 24,00 

Trade payables and other  Cash & Bank balance 15,00 

Current liabilities              20,00  

 172,50   172,50 
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Other Information: 

(i) Y Ltd. takes over X Ltd. on 10th April, 20X1. 

(ii) Debenture holders of X Ltd. are discharged by Y Ltd. at 10% premium by issuing 

15% own debentures of Y Ltd. 

(iii) 14% Preference Shareholders of X Ltd. are discharged at a premium of 20% by 

issuing necessary number of 15% Preference Shares of Y Ltd. (Face value ` 100 

each). 

(iv) Intrinsic value per share of X Ltd. is ` 20 and that of Y Ltd. ` 30. Y Ltd. will issue 

equity shares to satisfy the equity shareholders of X Ltd. on the basis of intrinsic 

value. However, the entry should be made at par value only. The nominal value 

of each equity share of Y Ltd. is ` 10. 

Compute the purchase consideration. 

Solution 

Computation of Purchase consideration (` in ’000) Form 

For Preference Shareholders of X Ltd. 3,000 30,000  

  15% Preference 

     shares in Y Ltd. 

For equity shareholders of X Ltd. 5,000 5,00,000 Equity 

(2/3 × 7,50,000) × ` 10  shares of Y Ltd. 

of ` 10 each 

Total Purchase consideration 8,000 

Note: Consideration for debenture holders should not be included above. Such 

debentures will be taken over by Y Ltd. and then discharged. 

Illustration 2 

S. Ltd. is absorbed by P. Ltd. The draft balance sheet of S. Ltd. is as under: 

Balance Sheet 

  `   `  

Share Capital: 

 2,000 7% Preference shares  Sundry Assets 13,00,000 

 of ` 100 each (fully paid-up) 2,00,000 

 5,000 Equity shares of ` 100 

 each (fully paid-up) 5,00,000 
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Reserves 3,00,000 

6% Debentures 2,00,000 

Trade payables  1,00,000 

  13,00,000  13,00,000 

P. Ltd. has agreed : 

(i) to issue 9% Preference shares of ` 100 each, in the ratio of 3 shares of P. Ltd. for 

4 preference shares in S. Ltd. 

(ii) to issue to the debenture-holders in S. Ltd. 8% Mortgage Debentures at ` 96 in 

lieu of 6% Debentures in S. Ltd. which are to be redeemed at a premium of 20%; 

(iii) to pay ` 20 per share in cash and to issue six equity shares of ` 100 each (market 

value ` 125) in lieu of every five shares held in S. Ltd.; and 

(iv) to assume the liability to trade payables. 

You are required to calculate the purchase consideration. 

Solution 

The purchase consideration will be 

 `        Form 

Preference shareholders: 2,000 × 3/4 × 100 1,50,000 9% Pref. shares 

Equity shareholders:         5,000 × 20 1,00,000 Cash 

  5,000 × 6/5 × 125  7,50,000 Equity shares 

 10,00,000 

According to AS 14, ‘consideration’ for the amalgamation means the aggregate of 

the shares and other securities issued and the payment made in the form of cash 

or other assets by the transferee company to the shareholders of the transferor 

company. Therefore, debentures issued to the debenture holders will not be 

included in purchase consideration. Like trade payables, the liability in respect of 

debentures of S. Ltd. will be taken by P Ltd., which will then be settled by issuing 

new 8% debentures. 

Illustration 3 

Y Ltd. decides to absorb X Ltd. The draft Balance Sheet of X Ltd. is as follows: 

 `   `  

3,000 Equity shares of  Net assets 2,90,000 
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` 100 each (fully paid) 3,00,000  Profit and Loss Account 70,000 

Preference shares   60,000 

 3,60,000  3,60,000 

Y Ltd. agrees to take over the net assets of X Ltd. An equity share in X Ltd., for purposes 

of absorption, is valued @ ` 70. Y Ltd. agrees to pay ` 60,000 in cash for payment to 

preference shareholders equity shares will be issued at value of ` 120 each. Calculate 

purchase consideration to be paid by Y Ltd. and how will it be discharged? 

Solution 

Value of 3,000 shares of X Ltd. @ ` 70 = ` 2,10,000 

The purchase consideration will be: 

 = ` 2,10,000 for equity shares + ` 60,000 for Liability towards preference  

  shareholders 

 = ` 2,70,000 

` 60,000 out of the above will be in cash and ` 2,10,000 in the form of equity shares 

of Y Ltd., issued at ` 120 per share; the number of shares that will be issued = 

2,10,000/120 = 1,750 equity shares. 

Illustration 4 

Neel Ltd. and Gagan Ltd. amalgamated to form a new company on 1.04.20X1. 

Following is the Draft  Balance Sheet of Neel Ltd. and Gagan Ltd. as at 31.3.20X1: 

Liabilities Neel Gagan Assets Neel Gagan 

 `  `   `  `  

Capital  7,75,000 8,55,000 Plant & 

Machinery 

4,85,000 6,14,000 

Current  

     liabilities 

6,23,500 5,57,600 Building 7,50,000 6,40,000 

       Current assets  1,63,500   1,58,600 

 13,98,500 14,12,600  13,98,500 14,12,600 

Following are the additional information: 

(i) The authorised capital of the new company will be ` 25,00,000 divided into 

1,00,000 equity shares of ` 25 each. 

(ii) Liabilities of Neel Ltd. includes ` 50,000 due to Gagan Ltd. for the purchases 

made.  Gagan Ltd. made a profit of 20% on sale to Neel Ltd. 
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(iii) Neel Ltd. had purchased goods costing ` 10,000 from Gagan Ltd.  All these goods 

are included in the current asset of Neel Ltd. as at 31st March, 20X1.  

(iv) The assets of Neel Ltd. and Gagan Ltd. are to be revalued as under: 

 Neel Gagan 

 `  `  

Plant and machinery 5,25,000 6,75,000 

Building 7,75,000 6,48,000 

(v) The purchase consideration is to be discharged as under: 

(a) Issue 24,000 equity shares of ` 25 each fully paid up in the proportion of 

their profitability in the preceding 2 years. 

(b) Profits for the preceding 2 years are given below: 

 Neel Gagan 

 `  `  

1st year 2,62,800 2,75,125 

IInd year 2,12,200 2,49,875 

Total 4,75,000 5,25,000 

(c) Issue 12% preference shares of ` 10 each fully paid up at par to provide 

income equivalent to 8% return on net assets in the business as on 31.3.20X1 

after revaluation of assets of Neel Ltd. and Gagan Ltd. respectively. 

You are required to compute the  

(i) equity and preference shares issued to Neel Ltd. and Gagan Ltd., 

(ii) Purchase consideration. 

Solution 

(i)  Calculation of equity shares to be issued to Neel Ltd. and Gagan Ltd. 

Profits of  Neel Gagan 

 `  `  

I year 2,62,800 2,75,125 

II year 2,12,200 2,49,875 

Total 4,75,000 5,25,000 

© The Institute of Chartered Accountants of India



 

6.11 

 
AMALGAMATION OF COMPANIES 

No. of shares to be issued = 24,000 equity shares in the proportion of the 

preceding 2 years’ profitability 

 Neel Gagan 

24,000 x 475/1000 11,400 equity shares  

24,000 x 525/1000  12,600 equity shares 

Calculation of 12% Preference shares to be issued to Neel Ltd. and 

Gagan Ltd. 

 Neel Gagan 

 `  `  

Net assets (Refer working note ) 8,40,000 9,24,000 

8% return on Net assets 67,200 73,920 

12% Preference shares to be issued       

each 10  @000,60,5
12

100
200,67 `=



 ×  

56,000 shares   

each 10  @000,16,6
12

100
920,73 `=



 ×  

 61,600 shares 

(ii)  Total Purchase Consideration 

 Neel Gagan 

 `  `  

Equity shares @ of ` 25 each 2,85,000 3,15,000 

12% Preference shares @ of ` 10 each 5,60,000 6,16,000 

Total 8,45,000 9,31,000 

Working Note: 

 Calculation of Net assets as on 31.3.20X1 

 Neel Gagan 

 `  `  

Plant and machinery 5,25,000 6,75,000 

Building 7,75,000 6,48,000 

Current assets  1,63,500   1,58,600 

Less: Current liabilities (6,23,500) (5,57,600) 

   8,40,000   9,24,000 
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4.  METHODS OF ACCOUNTING FOR AMALGAMATIONS 

There are two main methods of accounting for amalgamation viz, 

 

The first method is used in case of amalgamation in the nature of merger and the 

second method is used in case of amalgamation in the nature of purchase. 

Pooling of Interest Method 

Under pooling of interests method, the assets, liabilities and reserves of the 

Transferor Company will be taken over by Transferee Company at existing carrying 

amounts unless any adjustment is required due to different accounting policies 

followed by these companies. As a result the difference between the amount 

recorded as share capital issued (plus any additional consideration in the form of 

cash or other assets) and the amount of share capital of Transferor Company should 

be adjusted in reserves. 

Purchase Method 

Assets and Liabilities: the assets and liabilities of the transferor company should 

be incorporated at their existing carrying amounts or the purchase consideration 

should be allocated to individual identifiable assets and liabilities on the basis of 

their fair values at the date of amalgamation.  

Reserves: No reserves, other than statutory reserves, of the transferor 

company should be incorporated in the financial statements of transferee 

company.  

Though, normally, in an amalgamation in the nature of purchase, the identity of 

reserves is not preserved, an exception is made in respect of reserves of the 

aforesaid nature (referred to hereinafter as ‘statutory reserves’) and such reserves 

retain their identity in the financial statements of the transferee company in the 

same form in which they appeared in the financial statements of the transferor 

company, so long as their identity is required to be maintained to comply with 

Methods of accounting for Amalgamation

Pooling of interests method Purchase method
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the relevant statute. This exception is made only in those amalgamations where the 

requirements of the relevant statute for recording the statutory reserves in the 

books of the transferee company are complied with. Statutory reserves of the 

transferor company should be incorporated in the balance sheet of transferee 

company by way of the following journal entry. 

 Amalgamation Adjustment Reserve A/c Dr. 

               To Statutory Reserves 

The balance of Profit and Loss account of the transferor company is not recorded 

at all. 

In such cases the statutory reserves are recorded in the financial statements of the 

transferee company by a corresponding debit to a suitable account head (e.g., 

‘Amalgamation Adjustment Reserve’) which is presented as a separate line item. 

When the identity of the statutory reserves is no longer required to be maintained, 

both the reserves and the aforesaid account are reversed. 

Amalgamation Adjustment Reserve’ has to be shown as a separate line item 

- Which implies, that this debit "cannot be set off against Statutory reserve taken 

over" and therefore, the presentation will be as follows: 

Reserves 

Description Amount 

(Current 

year) 

Amount 

(Previous 

Year) 

Statutory Reserve (taken over from transferor 

company) 

  

General Reserve 
  

Retained Earnings 
  

Amalgamation Adjustment Reserve (negative 

balance) 

(--) (--) 

  
  

 Difference between the Purchase Consideration and Net Assets transferred: Any 

excess of the amount of purchase consideration over the value of the net assets of the 

transferor company acquired by the transferee company should be recognised as 

goodwill in the financial statement of the transferee company. Any short fall should be 
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shown as capital reserve. Goodwill should be amortised over period of five years unless 

a somewhat longer period can be justified. 

Illustration 5 

Consider the following summarized balance sheets of X Ltd. and Y Ltd. 

Balance Sheet as on 31st March, 20X1 

Liabilities X Ltd. Y Ltd. Assets X Ltd. Y Ltd. 

 ` ’000 ` ’000  ` ’000 ` ’000 

Equity Share Capital 50,00 30,00 Land & Building 25,00 15,50  

(` 10 each)   Plant & Machinery32,50 17,00 

14% Preference Share 22,00 17,00 Furniture & Fittings5,75 3,50 

Capital (` 100 each)   Investments 7,00 5,00 

General Reserve 5,00 2,50 Inventory 12,50 9,50 

Export Profit Reserve 3,00 2,00 Trade receivables 9,00 10,30 

Investment Allowance  1,00 Cash & Bank 7,25 5,20 

Reserve 

Profit & Loss A/c 7,50 5,00 

13% Debentures 5,00 3,50 

(` 100 each) 

Trade payables 4,50 3,50 

Other Current Liabilities 2,00 1,50 

 99,00 66,00  99,00 66,00 

X Ltd. takes over Y Ltd. on 1st April, 20X1.  X Ltd. discharges the purchase consideration 

as below: 

(i) Issued 3,50,000 equity shares of ` 10 each at par to the equity shareholders of Y 

Ltd. 

(ii) Issued 15% preference shares of ` 100 each to discharge the preference 

shareholders of Y Ltd. at 10% premium. 

The debentures of Y Ltd. will be converted into equivalent number of debentures of X 

Ltd. The statutory reserves of Y Ltd. are to be maintained for 2 more years. 

 

© The Institute of Chartered Accountants of India



 

6.15 

 
AMALGAMATION OF COMPANIES 

Show the balance sheet of X Ltd. after amalgamation on the assumption that: 

(a) the amalgamation is in the nature of merger. 

(b) the amalgamation is in the nature of purchase. 

Solution: 

(a) Amalgamation in the nature of merger: 

Balance Sheet of X Ltd. 
  

Particulars Notes ` in '000   

Equity and Liabilities 

  

1 

 

Shareholders' funds 

  

 

a Share capital 1 12,570  

b Reserves and Surplus 2 1,930 

2  Non-current liabilities  

 

 a Long-term borrowings 3 850 

3  Current liabilities  

 

 a Trade Payables  800 

 b Other current liabilities  350 

  Total  16,500 

  Assets  

 

1  Non-current assets  

 

 a Fixed assets  

 

  Tangible assets 4 9,925 

 b Non-current investments  1,200 

2  Current assets  

 

 a Inventories  2,200 

 b Trade receivables  1,930 

 c Cash and cash equivalents  1,245 

  Total  16,500 
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Notes to accounts 

` in 

‘000 

1 Share Capital 

Equity share capital 

85,00, Equity Shares of ` 10 each 8,500 

Preference share capital 

18,700, 15% Preference Shares of ` 100 each 1,870 

22,000, 14% Preference Shares of ` 100 each 2,200 

Total 12,570 

2 Reserves and Surplus 

General Reserve of X Ltd.  500 

Add: General reserve of Y Ltd.  250 750 

Less: Adjustment for amalgamation* (670) 80 

 Export Profit Reserve of X Ltd.  300 

Add: Export Profit Reserve of Y Ltd. 200 500 

Investment Allowance Reserve 100 

 Profit & Loss A/c of X Ltd.  750 

Add: Profit & Loss A/c of Y Ltd. 500 1,250 

Total 1,930 

3 Long-term borrowings 

Secured 

8,500 13% Debentures of ` 100 each 850 

Total 850 

4 Tangible assets 

Land & Buildings 4,050 

Plant & Machinery 4,950 

Furniture & Fittings 925 

Total 9,925 
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 *The difference between the amount recorded as share capital issued and the 

amount of share capital of transferor company should be adjusted in reserves. 

Thus, 

 Adjustment for amalgamation = ` ’000 (53,70 – 47,00) = ` (’000) 670 

(b)  Amalgamation in the nature of purchase: 

Balance Sheet of X Ltd. 
  

Particulars Notes ` in'000   
Equity and Liabilities 

  

1 
 

Shareholders' funds 
  

 
a Share capital 1 12,570  
b Reserves and Surplus 2 1,930 

2 
 

Non-current liabilities 
  

 
a Long-term borrowings 3 850 

3 
 

Current liabilities 
  

 
a Trade Payables 

 
800  

b Other current liabilities 
 

350   
Total 

 
16,500   

Assets 
  

1 
 

Non-current assets 
  

 
a Fixed assets 

  

  
Tangible assets 4 9,925  

b Non-current investments 
 

1,200  
    

2 
 

Current assets 
  

 
a Inventories 

 
2,200  

b Trade receivables 
 

1,930  
c Cash and cash equivalents 

 
1,245   

Total 
 

16,500 

 Notes to accounts 

   
` in'000 

1 Share Capital   

 Equity share capital   

 85,00, Equity Shares of ` 10 each  8,500 
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 Preference share capital   

 18,700, 15% Preference Shares of ` 100 each  1,870 
 22,000, 14% Preference Shares of ` 100 each  2,200 
 Total  12,570 

2 Reserves and Surplus   

 Capital Reserve  380 
 General Reserve  500 

 Amalgamation adjustment reserve  (300) 
 Export Profit Reserve  500 
 Investment Allowance Reserve  100 
 Surplus (Profit & Loss A/c)  750 
 Total  1,930 

3 Long-term borrowings   

 Secured   

 8,500 13% Debentures of ` 100 each  850 
 Total  850 

4 Tangible assets   

 Land & Buildings  4,050 
 Plant & Machinery  4,950 
 Furniture & Fittings  925 
 Total  9,925 

 Workings Notes: Capital Reserve arising on Amalgamation: 

 (A) Net Assets taken over: ` (’000) ` (’000) 

  Sundry Assets  66,00 

  Less : 13% Debentures 3,50 

            Trade payables 3,50 

            Other current liabilities 1,50 (8,50) 

   57,50 

 (B) Purchase consideration : 

  To Equity Shareholders of Y Ltd.  35,00 

  To Preference Shareholders of Y Ltd.  18,70 

   53,70 

 (C) Capital Reserve (A – B)   3,80 
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5.  JOURNAL ENTRIES TO CLOSE THE BOOKS OF VENDOR 

COMPANY 

The journal entries will be illustrated with the following case. 

Wye Ltd. acquires the business of Zed Ltd. whose summarised balance sheet on 31st 

December, 20X1 is as under : 

Liabilities `  Assets `  

Share capital divided into  Goodwill 2,00,000 

shares of ` 100 each  Land & Buildings 4,00,000 

6% Preference share capital 4,00,000 Plant and Machinery 6,00,000 

Equity share capital 8,00,000 Patents 50,000 

Capital Reserve 1,00,000 Inventory 1,50,000 

Profit & Loss A/c 50,000 Trade receivables 1,80,000 

6% Debentures 2,00,000 Cash at bank 70,000 

Interest outstanding on above 12,000 Underwriting commission 40,000 

Workmen’s compensation reserve 

(Expected liability ` 5,000) 8,000 

Trade payables 1,20,000 

 16,90,000  16,90,000 

Wye Ltd. was to take over all assets (except cash) and liabilities (except for interest 

due on debentures) and to pay following amounts: 

(i) ` 2,00,000 7% Debentures (` 100 each) in Wye Ltd. for the existing debentures 

in Zed Ltd.; for the purpose, each debenture of Wye Ltd. is to be treated as worth 

` 105. 

(ii) For each preference share in Zed Ltd. ` 10 in cash and one 9% preference share 

of ` 100 each in Wye Ltd. 

(iii) For each equity share in Zed Ltd. ` 20 in cash and one equity share in Wye Ltd. 

of ` 100 each having the market value of ` 140. 

(iv) Expense of liquidation of Zed Ltd. are to be reimbursed by Wye Ltd. to the extent 

of ` 10,000. Actual expenses amounted to ` 12,500. 

Wye Ltd. valued Land and building at ` 5,50,000 Plant and Machinery at ` 6,50,000 

and patents at ` 20,000. 
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Purchase Consideration: 

   `  Form 

(i) Preference Shares: ` 10 per share 40,000  Cash 

 Preference shares 4,00,000 4,40,000 Preference shares 

(ii) Equity shares: ` 20 per share 1,60,000  Cash 

 8,000 equity shares in 

 Wye Ltd. @ ` 140 11,20,000 12,80,000  Equity shares 

   17,20,000 

Steps to close the Books of the Vendor Company 

1. Open Realisation Account and transfer all assets at book value. 

 Exception: If cash is not taken over by the purchasing company, it should not 

be transferred. 

Note: Profit and Loss Account (Dr.) and expenses not written off are not assets 

and should not be transferred to the Realisation Account. 

The journal entry in the above case is:  `  `  

Realisation A/c Dr. 15,80,000 

 To Sundries — 

      Goodwill   2,00,000 

      Land & Building   4,00,000 

      Plant & Machinery   6,00,000 

      Patents   50,000 

      Inventory   1,50,000 

      Trade receivables   1,80,000 

(Transfer of assets to Realisation Account on sale of business to Wye Ltd.) 

2. Transfer to the Realisation Account the liabilities which the purchasing company 

is to take over. In case of the provisions, the portion which represents liability 

expected to arise in future should be so transferred and the portion which is not 

required (i.e., the reserve portion) should be treated as profit. Accordingly, the 

following entry will be recorded: 
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   `  `  

 6% Debentures in Wye Ltd. Dr. 2,00,000 

 Workmen’s Compensation Reserve Dr. 5,000 

 Trade payables Dr. 1,20,000 

  To Realisation A/c   3,25,000 

(Transfer of liabilities taken over by Wye Ltd.  

to Realisation A/c)  

 For liabilities not take over by the purchasing company, the profit or loss on 

discharge of such liabilities shall be transferred to Realisation Account. 

3. Debit purchasing company and credit Realisation Account with the purchase 

consideration. 

 Wye Ltd.- Dr. 17,20,000 

  To Realisation A/c   17,20,000 

 (Amount receivable from Wye Ltd. for sale of business) 

4.  On receipt of the purchase consideration debit what is received (cash, 

debentures, shares etc.) and credit the purchasing company. Thus — 

 Cash  Dr. 2,00,000 

 9% Preference shares in Wye Ltd. Dr. 4,00,000 

 Equity shares in Wye Ltd. Dr. 11,20,000 

  To Wye Ltd.   17,20,000 

 (Receipt of purchase consideration from  

 the purchase company)  

5.  Expenses of liquidation have to be dealt with according to the circumstances of 

each case.  

(a) If the vendor company has to bear and pay them: 

   Realisation Account should be debited and Cash Account credited. 

(b) If the expenses are to be borne by the purchasing company, the question 

may be dealt within one of the two ways mentioned below: 

(i) It may be ignored in the books of the vendor company. 

(ii) If the expenses are to be paid first by the vendor company and afterwards 

reimbursed by the purchasing company, the following two entries will be 

passed : 

© The Institute of Chartered Accountants of India



 

 

6.22 

 

ADVANCED ACCOUNTING 

(a) Debit Purchasing company and credit Cash Account when 

expenses are paid by the vendor company; and 

(b) Debit Cash Account and credit purchasing company (on the 

expenses being reimbursed). 

In the above mentioned case Wye Ltd. has to pay maximum of ` 10,000 only 

whereas, the amount spent is ` 12,500. Hence ` 2,500 is to be borne by Zed 

Ltd.; the entries required will be : 

    `  `  

 Wye Ltd. Dr. 10,000 

 Realisation A/c Dr. 2,500 

  To Cash A/c   12,500 

 (Liquidation expenses out of which 

 ` 10,000 is payable by Wye Ltd.)  

 Cash A/c Dr. 10,000 

  To Wye Ltd.   10,000 

 (Account reimbursed by Wye Ltd. for expense) 

6.  Liabilities not assumed by the purchasing company, have to be paid off. On 

payment, debit the liability concerned and credit cash. Any difference between 

the amount actually paid and the book figure must be transferred to the 

Realisation Account. Zed Ltd. shall pass the following entries in this respect : 

    `  `  

 Interest Outstanding Dr. 12,000 

  To Debentureholders A/c   12,000 

 (Amount due to debenture holders 

 for debentures interest)  

 Debentureholders Dr. 12,000 

  To Cash A/c   12,000 

 (Debentureholders paid cash ` 12,000  

 for outstanding interest)  

7.  Credit the preference shareholders with the amount payable to them, debiting 

Preference Share Capital with the amount shown in the books, transferring the 

difference between the two, if any, to the Realisation Account. Thus — 

 6% Pref. Share Capital A/c Dr. 4,00,000 

 Realisation A/c Dr. 40,000 
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  To Preference Shareholders A/c   4,40,000 

(The amount due to preference 

shareholders for capital and the extra 

amount payable under the scheme of 

absorption)  

Note : In the absence of any indication to the contrary, preference shareholders 

will be entitled only to the capital contributed by them. But if funds available 

after paying off creditors are not sufficient to satisfy the claim of preference 

shareholders fully, they will have to suffer a loss to the extent of the deficit. 

8.  Pay off preference shareholders by debiting them and crediting whatever is 

given to them. The entry in the above case is : 

    `  `  

 Preference shareholders A/c Dr. 4,40,000 

  To Cash A/c   40,000 

  To 9% Preference shares in Wye Ltd.   4,00,000 

(Cash and preference shares in Wye Ltd. 

given to preference shareholders)  

9.  Transfer equity share capital and account representing profit or loss (including the 

balance in Realisation Account) to Equity Shareholders Account. This will 

determine the amount receivable by the equity shareholders. Zed Ltd. shall pass 

the following entries in this regard : 

    `  `  

 Equity Share Capital A/c Dr. 8,00,000 

 Capital Reserve A/c Dr. 1,00,000 

 Profit and Loss A/c Dr. 50,000 

 Workmen’s Compensation Reserve A/c Dr.  3,000 

 Realisation A/c Dr. 4,22,500∗ 

                                                      

∗The Realisation Account will appear as follows : 

Realisation Account 

  `   ` 

To Sundry Assets  15,80,000 By Sundry Liabilities 3,25,000 
To Cash (excess expenses of liquidation)  2,500 By Wye Ltd. 17,20,000 

To Preference Shareholders 40,000 

To Equity Shareholders A/c - 

 profit transferred 4,22,500      

  20,45,000   20,45,000 
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 To Sundry Equity Shareholders A/c  13,75,500 

(Various accounts representing capital and  

profit transferred to Equity Shareholders Account) 

Equity Shareholders A/c Dr. 40,000 

 To Underwriting Commission A/c 40,000 

(Underwriting Commission A/c closed by 

transfer to Equity Shareholders A/c) 

10. On satisfaction of the claims of the equity shareholders, debit their account

and credit whatever is given to them. Hence:

Equity Shareholders A/c Dr. 13,35,500 

To Equity Shares in Wye Ltd. 11,20,000 

To Cash A/c∗∗ 2,15,500 

6. ENTRIES IN THE BOOKS OF PURCHASING COMPANY

1. Debit Business Purchase Account and Credit Liquidator of the vendor

company with the account of the purchase consideration. Thus -

` `

Business Purchase A/c Dr. 17,20,000 

To Liquidator of Zed Ltd. 17,20,000 

(Amount payable to Zed Ltd. as per agreement dated....) 

2. (i) Debit assets acquired (except goodwill) at the value placed on them

by the purchasing company; 

∗∗ The Cash Account will appear as follows : 

Cash Account 

` ` 

To Balance b/d 70,000 By Realisation 2,500 

To Wye Ltd. 2,00,000 By Wye Ltd. 10,000 

 (consideration for amalgamation) 

To Wye Ltd. 10,000 By Debentureholder 12,000 

(liquidation expenses reimbursed) By Preference shareholder     40,000 

 By Equity Shareholder (B/F)  2,15,500 

 2,80,000  2,80,000 
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(ii) Credit liabilities taken over at agreed values and credit Business

Purchase Account with the amount of purchase consideration; and

(iii) Credit the account showing shares held in the company, if any, with

the cost of such shares.

(iv) If the creditors as per (ii) and (iii) above exceed debits as per (i) above,

the difference should be debited to Goodwill Account, in the reverse

case, the difference should be credited to Capital Reserve.

Note : The amount of Goodwill or Capital Reserve that shall be included 

will be the amount as has been arrived at only in foregoing manner. 

In the above case the entry to be passed shall be: 

`  `  

Land and Building A/c Dr. 5,50,000 

Plant and Machinery A/c Dr. 6,50,000 

Patents A/c Dr. 20,000 

Inventory A/c Dr. 1,50,000 

Trade receivables Dr. 1,80,000 

Goodwill Dr. 5,05,000 

To 

 Provision for Workmen’s Compensation A/c 5,000 

 Trade payables 1,20,000 

 Debentures in Z Ltd.  2,10,000 

 Business Purchases Account 17,20,000 

(Various assets and liabilities 

taken over from Zed Ltd. Goodwill 

ascertained as a balancing figure) 

3. On the payment to the vendor company the balance at its credit, the entry

to be made by Wye Ltd. shall be:

`  `  

Liquidator of Zed Ltd. Dr. 17,20,000 

To Cash 2,00,000 

To 9% Preference Share Capital A/c 4,00,000 

To Equity Share Capital A/c 8,00,000 

To Securities Premium A/c 3,20,000 
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(Payment of cash and issue of shares in 

satisfaction of purchase consideration) 

4. Debentures in Z Ltd. A/c Dr. 2,10,000 

To 7% Debentures A/c 2,00,000 

To Premium on Debentures A/c 10,000 

5. If the purchasing company is required to pay the expenses of liquidation

of the vendor company, the amount should be debited to the Goodwill or

Capital Reserve Account, as the case may be. In the instant case, the entry

shall be:

Goodwill Account Dr. 10,000

To Cash Account   10,000

(Amount paid towards liquidation expenses

on Zed Ltd.)

Entries at par value - The students will note that purchasing company is left with 

a large debit in the Goodwill Account (Step No. 2) accompanied by quite a large 

amount in the Securities Premium Account (Step No. 3). The two cannot be 

adjusted. However, it would be permissible to negotiate on the basis to the market 

value of the shares but to make entries only on the basis of par of shares of 

purchasing company. This will mean that Goodwill Account (or Capital Reserve) will 

be automatically adjusted for the securities premium. 

Inter Company-owing - Should the purchasing company owe an amount to the 

vendor company or vice versa, the amount will be included in the book debts of 

one company and trade payables of the other. This should be adjusted by the entry: 

Trade payables Dr. 

To Trade receivables 

The entry should be made after the usual acquisition entries have been passed. At 

the time of preparing the Realisation Account and passing the business purchase 

entries, no attention need be paid to the fact that the two companies involved 

owed money mutually. 

Adjustment of the value of stock - Inter-company owings arise usually from 

purchase and sale of goods; it is likely, therefore, that at the time, of the sale of 

business, the debtor company also has goods in stock which it purchased from the 

creditor company - the cost of the debtor company will include the profit made by 

the creditor company. After the takeover of the business it is essential that such a 

profit is eliminated. The entry for this will be made by the purchasing company. If 
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it is the vendor company which has such goods in stock, at the time of passing the 

acquisition entries, the value of the stock should be reduced to its cost to the 

company which is acquiring the business; automatically goodwill or capital reserve, 

as the case may be, will be adjusted. But if the original sale was made by the vendor 

company and the stock is with the company acquiring the business, the latter 

company will have to debit Goodwill (or Capital Reserve) and credit stock with the 

amount of the profit included in the stock. 

Illustration 6 

The following draft Balance Sheets are given as on 31st March, 20X1: 

 (` in lakhs)   (` in lakhs) 

 Best  Better  Best  Better 

 Ltd. Ltd.  Ltd.  Ltd. 

 `  `   `  `  

Share Capital:   Fixed Assets 25 15 

Shares of ` 100, each   Investments 5 – 

fully paid 20 10 Current Assets 20 5 

Reserve and Surplus 10 8 

Other Liabilities 20 2 

 50 20  50 20 

The following further information is given — 

(a) Better Limited issued bonus shares on 1st April, 20X1, in the ratio of one share 

for every two held, out of Reserves and Surplus. 

(b) It was agreed that Best Ltd. will take over the business of Better Ltd., on the basis 

of the latter’s Balance Sheet, the consideration taking the form of allotment of 

shares in Best Ltd. 

(c) The value of shares in Best Ltd. was considered to be ` 150 and the shares in 

Better Ltd. were valued at ̀  100 after the issue of the bonus shares. The allotment 

of shares is to be made on the basis of these values. 

(d) Liabilities of Better Ltd., included ` 1 lakh due to Best Ltd., for purchases from it, 

on which Best Ltd., made profit of 25% of the cost. The goods of ` 50,000 out of 

the said purchases, remained in stock on the date of the above Balance Sheet. 

Make the closing ledger in the Books of Better Ltd. and the opening journal entries in 

the Books of Best Ltd., and prepare the Balance Sheet as at 1st April, 20X1 after the 

takeover. 
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Solution 

LEDGER OF BETTER LIMITED 

Fixed Assets Account 

  `    `  

To Balance b/d 15,00,000 By Realisation A/c (transfer)15,00,000 

Current Assets Account 

  `    `  

To Balance b/d 5,00,000 By Realisation A/c (transfer)5,00,000 

Liabilities Account 

  `    `  

To Realisation A/c 2,00,000 By Balance b/d 2,00,000  

Realisation Account 

  `    `  

To Fixed Assets A/c 15,00,000 By Liabilities A/c 2,00,000 

” Current Assets A/c 5,00,000 ” Best Limited 15,00,000 

    (Purchase Consideration) 

   ”  Shareholders’ A/c 3,00,000 

    (Loss on Realisation) 

  20,00,000   20,00,000 

Share Capital Account 

  `    `  

To Sundry shareholders  By Balance b/d 10,00,000 

 A/c - (transfer) 15,00,000 ” Reserves & Surplus A/c 

    (Bonus issue)  5,00,000 

  15,00,000   15,00,000 

Reserves & Surplus Account 

  `    `  

To Share Capital (Bonus issue) 5,00,000 By Balance b/d 8,00,000 

” Sundry Shareholders 3,00,000     

  8,00,000   8,00,000 
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Best Ltd. 

  `    `  

To Realisation A/c - Purchase  By  Shares in Best Ltd 15,00,000 

 Consideration 15,00,000     

  15,00,000   15,00,000 

Shares in Best Ltd. 

  `    `  

To Best Ltd. 15,00,000 By Sundry Shareholders A/c15,00,000 

Sundry Shareholders Account 

  `    `  

To Realisation A/c 3,00,000 By Share Capital A/c 15,00,000 

 (Loss)  ” Reserves & Surplus A/c3,00,000 

”  Share in Best Ltd. 15,00,000 

  18,00,000   18,00,000 

Journal of Best Ltd. 

   Dr. Cr. 

20X1   `  `  

Apr. 1 Fixed Assets A/c Dr. 15,00,000 

Current Assets A/c Dr. 5,00,000 

 To Liabilities A/c   2,00,000 

 To Liquidator of Better Ltd.   15,00,000 

 To Capital Reserve A/c   3,00,000 

(Assets & Liabilities of Better Ltd. taken over for 

an agreed purchase consideration of ̀  15,00,000 

as per agreement dated....) 

Liquidator of Better Ltd. Dr. 15,00,000 

 To Share Capital A/c   10,00,000 

 To Securities Premium A/c   5,00,000 

(Discharge of Purchase consideration by the 

issue of equity shares of ` 10,00,000 at a 

premium of ` 50 per share as per agreement) 
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Trade payables A/c Dr. 1,00,000 

 To Trade receivables A/c   1,00,000 

(Amount due from Better Ltd., and included in 

its creditors taken over, cancelled against own 

Trade receivables) 

Capital Reserve A/c Dr. 10,000 

 To Current Asset (Stock) A/c   10,000 

(Unrealized profit on stock included in current 

assets of Better Ltd. written off to Reserve 

Account) 

Working Note : 

Calculation of Purchase consideration: 

    Issued Capital of Better Ltd. (after bonus issue) at ` 100 per share` 15,00,000 

Purchase consideration has been discharged by Best Ltd. by the issue of shares for 

` 10,00,000 at a premium of ` 5,00,000. This gives the value of ` 150 per share. 

Balance Sheet of Best Ltd. (After absorption) 

  Particulars Notes `  

  Equity and Liabilities  

 

1  Shareholders' funds  

 

 a Share capital 1 30,00,000 

 b Reserves and Surplus 2 17,90,000 

2  Current liabilities  21,00,000 

  Total  68,90,000 

  Assets  

 

1  Non-current assets  

 

 a Fixed assets  

 

  Tangible assets 3 40,00,000 

 b Non-current investments  5,00,000 

2  Current assets  23,90,000 

  Total  68,90,000 
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Notes to accounts 

   `  

1 Share Capital   

 Equity share capital   

 Issued & Subscribed   

 
 30,000 shares of ` 100 (of the above 

 10,000 shares have been  

 issued for consideration other than cash) 

 30,00,000 

 Total  30,00,000 

2 Reserves and Surplus   

 Capital Reserve (3,00,000 – 10,000)  2,90,000 

 Securities Premium  5,00,000 

 Other reserves and surplus  10,00,000 

 Total  17,90,000 

3 Tangible assets   

 Fixed Assets 25,00,000  

 Acquired during the year 15,00,000 40,00,000 

 Total  40,00,000 

Illustration 7 

K Ltd. and L Ltd. amalgamate to form a new company LK Ltd. The financial position 

of these two companies on the date of amalgamation was as under: 

 K Ltd. L Ltd.  K Ltd. L Ltd. 

 `  `   `  `  

Share Capital   Goodwill 80,000 

Equity Shares   Land & Building 4,50,000 3,00,000 

of ` 100 each  8,00,000 3,00,000 Plant & Machinery6,20,000 5,00,000 

7% Preference Share    Furniture and  

of ` 100  each 4,00,000 3,00,000 Fittings 60,000 20,000 

5% Debentures 2,00,000 —   Trade receivables 2,75,000 1,75,000 

General Reserve —   1,00,000 Stores & inventory2,25,000 1,40,000 

Profit and Loss   Cash at Bank 1,20,000 55,000 
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Account 3,71,375 97,175 Cash in hand 41,375 17,175 

Trade payables 1,00,000 2,10,000  

Secured Loan —   2,00,000  

 18,71,375 12,07,175  18,71,37512,07,175 

The terms of amalgamation are as under: 

(A) (1) The assumption of liabilities of both the Companies. 

(2) Issue of 5 Preference shares of ` 20 each in LK Ltd. @ ` 18 paid up at 

premium of ` 4 per share for each preference share held in both the 

Companies. 

(3) Issue of 6 Equity shares of ` 20 each in LK Ltd. @ ` 18 paid up at a premium 

of ` 4 per share for each equity share held in both the Companies. In 

addition, necessary cash should be paid to the Equity Shareholders of both 

the Companies as is required to adjust the rights of shareholders of both the 

Companies in accordance with the intrinsic value of the shares of both the 

Companies. 

(4) Issue of such amount of fully paid 6% debentures in LK Ltd. as is sufficient 

to discharge the 5% debentures in K Ltd. at a discount of 5% after takeover. 

(B) (1) The assets and liabilities are to be taken at book values inventory and trade 

receivables for which provisions at 2% and 2 ½ % respectively to be raised. 

(2) The trade receivables of K Ltd. include ` 20,000 due from L Ltd. 

(C) The LK Ltd. is to issue 15,000 new equity shares of ` 20 each, ` 18 paid up at 

premium of ` 4 per share so as to have sufficient working capital. Prepare ledger 

accounts in the books of K Ltd. and L Ltd. to close their books. 

Solution 

Books of K Ltd. 

Realisation Account 

  `    `  

To Goodwill 80,000 By 5% Debentures 2,00,000 

To Land & Building 4,50,000 By Trade payables 1,00,000 

To Plant & Machinery 6,20,000 By LK Ltd. 15,60,000 

To Furniture & Fitting 60,000  (Purchase consideration) 

To Trade receivables 2,75,000 By Equity shareholders A/c 51,375 

To Stores & inventory 2,25,000  (loss) 

To Cash at Bank 1,20,000 
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To Cash in hand 41,375 

To Preference shareholders  

 (excess payment)     40,000 

  19,11,375   19,11,375 

Equity Shareholders Account 

  `    `  

To Realisation A/c (loss) 51,375 By Share capital 8,00,000 

To Equity Shares in LK Ltd. 10,56,000 By Profit & Loss A/c 3,71,375 

To Cash      64,000 

  11,71,375   11,71,375 

7% Preference Shareholders Account 

  `    `  

To Preference  Shares in LK Ltd. 4,40,000 By Share capital 4,00,000 

    By Realisation A/c   40,000 

  4,40,000   4,40,000 

LK Ltd. Account 

  `    `  

To Realisation A/c 15,60,000 By Equity Shares in LK Ltd. 

    For Equity 10,56,000 

    Pref. 4,40,00014,96,000 

   By Cash     64,000 

  15,60,000   15,60,000 

Books of L Ltd. 

Realisation Account 

  `    `  

To Land & Building 3,00,000 By Trade payables 2,10,000 

To Plant & Machinery 5,00,000 By Secured loan 2,00,000 

To Furniture & Fittings 20,000 By LK Ltd. (Purchase  

To Trade receivables 1,75,000  consideration) 7,90,000 

To Inventory of stores 1,40,000 By Equity shareholders A/c—  

To Cash at bank 55,000  Loss 37,175 
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To Cash in hand 17,175 

To Pref. shareholders        30,000 

  12,37,175   12,37,175 

Equity Shareholders Account 

  `    `  

To Equity shares in LK Ltd. 3,96,000 By Share Capital 3,00,000 

To Realisation 37,175 By Profit & Loss A/c 97,175 

To Cash   64,000 By Reserve 1,00,000 

  4,97,175   4,97,175 

7% Preference Shareholders Account 

  `    `  

To Preference  Shares in LK Ltd. 3,30,000 By Share capital 3,00,000 

     By Realisation A/c   30,000 

  3,30,000   3,30,000 

LK Ltd. Account 

  `    `  

To Realisation A/c 7,90,000 By Equity shares in LK Ltd.  

    For Equity 3,96,000 

    Preference 3,30,000 7,26,000 

   By Cash  64,000 

  7,90,000   7,90,000 

Working Notes: 

(i)  Purchase consideration 

 K Ltd. L Ltd. 

 `  `  

Payable to preference shareholders: 

Preference shares at ` 22 per share 4,40,000 3,30,000 

Equity Shares  at ` 22 per share 10,56,000 3,96,000 

Cash [See W.N. (ii)]     64,000    64,000 

 15,60,000 7,90,000 
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(ii)  Value of Net Assets 

 K Ltd. L Ltd. 

 `  `  

Goodwill 80,000 

Land & Building 4,50,000 3,00,000 

Plant & Machinery 6,20,000 5,00,000 

Furniture & Fittings 60,000 20,000 

Trade receivables less 2.5% 2,68,125 1,70,625 

Inventory less 2% 2,20,500 1,37,200 

Cash at Bank 1,20,000 55,000 

Cash in hand 41,375 17,175 

 18,60,000 12,00,000 

Less : Debentures 2,00,000  –    

          Trade payables 1,00,000  2,10,000 

          Secured Loans –    (3,00,000)  2,00,000  (4,10,000) 

  15,60,000  7,90,000 

Payable in shares  14,96,000  7,26,000 

Payable in cash  64,000  64,000 

Illustration 8 

The following are the summarized Balance Sheets of A Ltd. and B Ltd. as on 31.3.20X1: 

 (` in thousands) 

Liabilities A Ltd. B Ltd. 

Share capital:   

Equity shares of 100 each fully paid up 2,000 1,000 

Reserves 1,000 --- 

10% Debentures 500 --- 

Loans from Banks 250 450 

Bank overdrafts --- 50 

Trade payables 300 300 

  --- 

Total 4,050 1,800 
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Assets   

Tangible assets/fixed assets 2,700 850 

Investments  700 --- 

Trade receivables 400 150 

Cash at bank 250 --- 

Accumulated loss --- 800 

Total 4,050 1,800 

B Ltd. has acquired the business of A Ltd.  The following scheme of merger was 

approved: 

(i) Banks agreed to waive off the loan of ` 60 thousands of B Ltd. 

(ii) B Ltd. will reduce its shares to ` 10 per share and then consolidate 10 such shares 

into one share of ` 100 each (new share). 

(iii) Shareholders of A Ltd. will be given one share (new) of B Ltd. in exchange of every 

share held in A Ltd. 

(iv)  Trade payables of B Ltd. includes ` 100 thousands payable to A Ltd. 

Pass necessary entries in the books of B Ltd. and prepare Balance Sheet after merger. 

Solution 

Calculation of purchase consideration 

One share of B Ltd. will be issued in exchange of every share 

of A Ltd. (i.e. 20,000 equity shares of B Ltd. will be issued 

against 20,000 equity shares of A Ltd.) 

 

 

20,000 

shares 

Journal Entries in the books of B Ltd. 

Date   (` in 

thousands) 

20X1   Dr. Cr. 

March,31 Loan  from bank A/c Dr. 60  

  To Capital reduction A/c   60 

 (Being loan from bank waived off to the 

extent of ` 60 thousand) 

   

 Equity share capital A/c (` 100) Dr. 1,000  
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  To Equity share capital A/c (` 10)   100 

  To Capital reduction A/c   900 

 (Being equity shares of ` 100 each reduced 

to ` 10 each) 

   

 Equity share capital A/c (` 10) Dr. 100  

  To Equity share capital A/c (` 100 each)    100 

 (Being 10 equity shares of ` 10 each 

consolidated to one share of ` 100 each) 

   

 Capital reduction A/c Dr. 960  

  To Profit and loss A/c   800 

  To Capital reserve A/c   160 

 (Being accumulated losses set off against 

reconstruction A/c and balance transferred 

to capital reserve account) 

   

 Business purchase A/c Dr. 2,000  

  To Liquidator of A Ltd.   2,000 

 (Being purchase of business of A Ltd.)    

 Fixed asset A/c Dr. 2,700  

 Investment A/c  Dr. 700  

 Trade receivables A/c Dr. 400  

 Cash at bank A/c Dr. 250  

  To Trade payables A/c   300 

  To Loans from bank A/c   250 

  To 10% Debentures A/c   500 

  To Business purchase A/c   2,000 

  To Reserves A/c     1,000 

 (Being assets, liabilities and reserves taken 

over under pooling of interest method) 

   

 Liquidator of A Ltd. A/c Dr. 2,000  

  To Equity share capital A/c   2,000 

 (Being payment made to liquidators of A 

Ltd. by allotment of 20,000 new equity 

shares) 

   

 Trade payables A/c Dr. 100  

  To Trade receivables A/c   100 

 (Being mutual owing cancelled)    
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Balance Sheet of B Ltd. after merger as on 31.3.20X1 
  

Particulars Notes ` in ‘000 
  

Equity and Liabilities 

  

1 

 

Shareholders' funds 

  

 

a Share capital 1 2,100  

b Reserves and Surplus 2 1,160 

2 

 

Non-current liabilities 

  

 

a  Long term borrowings 3 1,140 

3 

 

Current liabilities 

  

 

a  Trade payables 

 

500  

b  Short term borrowings 4 50   

Total 

 

4,950 
  

Assets 

  

1 

 

Non-current assets 

  

 

a Fixed assets 

  

  

Tangible assets 

 

3,550  

b Non-current investments 

 

 700 

2 

 

Current assets 

  

 

a  Trade receivables 

 

450  

b  Cash and cash equivalents 

 

250   

Total 

 

4,950 

Notes to accounts 
   

` in ‘000  

1 Share Capital 

  

 

21,000, Equity shares of ` 100 each fully paid 

 

2,100  

(Out of the above, 20,000 shares  have been issued 

for consideration other than cash) 

  

2 Reserves and Surplus 

  

 

Capital reserve 160 
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General reserve 1,000 

 

 

Total 

 

1,160 

3 Long Term Borrowings 

  

 

 10% Debentures 500 

 

 

 Loan from Bank (250+450-60) 640 1,140 

4 Short term borrowings 

  

 

 Bank overdraft 

 

250 

Illustration 9 

The following are the summarized Balance Sheets of P Ltd. and Q Ltd. as on 31st 

March, 20X1: 

Liabilities  P Ltd. Q Ltd. Assets P Ltd. Q Ltd. 

 `   `    `   `   

Share Capital   Fixed Assets 7,00,000 2,50,000 

Equity Shares of  

`  10 each 

 

6,00,000 

 

3,00,000 

Investment 

Current Assets: 

80,000 80,000 

10% Pref. Shares 

of ` 100 each 

 

2,00,000 

 

1,00,000 

Inventory 

Trade receivables 

2,40,000 

4,20,000 

3,20,000 

2,10,000 

Reserves and 

Surplus 

 

3,00,000 

 

2,00,000 

Cash at Bank  1,10,000   40,000 

Secured Loans:   
   

12% Debentures 2,00,000 1,50,000 
   

Current 

Liabilities: 

  
   

Trade payables   2,50,000 1,50,000 
 

    

 15,50,000 9,00,000  15,50,000 9,00,000 

Details of Trade receivables and trade payables are as under: 
 

P Ltd. (`) Q Ltd. (`)  

Trade receivables 
  

 Debtors 3,60,000 1,90,000 

 Bills Receivable   60,000    20,000  
4,20,000 2,10,000 
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Trade payables 
  

 Sundry Creditors 2,20,000 1,25,000 

 Bills Payable    30,000    25,000  
2,50,000 1,50,000 

Fixed Assets of both the companies are to be revalued at 15% above book value. 

Inventory in Trade and Debtors are taken over at 5% lesser than their book value. 

Both the companies are to pay 10% Equity dividend, Preference dividend having been 

already paid. 

After the above transactions are given effect to, P Ltd. will absorb Q Ltd. on the 

following terms: 

(i) 8 Equity Shares of ` 10 each will be issued by P Ltd. at par against 6 shares of Q 

Ltd. 

(ii) 10% Preference Shareholders of Q Ltd. will be paid at 10% discount by issue of 

10% Preference Shares of ` 100 each at par in P Ltd. 

(iii) 12% Debenture holders of Q Ltd. are to be paid at 8% premium by 12% 

Debentures in P Ltd. issued at a discount of 10%. 

(iv) ` 30,000 is to be paid by P Ltd. to Q Ltd. for Liquidation expenses. Sundry 

Creditors of Q Ltd. include ` 10,000 due to P Ltd. 

Prepare: 

(a) Journal entries in the books of P Ltd. 

(b) Statement of consideration payable by P Ltd. 

Solution 

(a)     Journal Entries in the Books of P Ltd. 

  Dr. Cr. 

  ` ` 

Fixed Assets Dr. 1,05,000  

 To Revaluation Reserve   1,05,000 

(Revaluation of fixed assets at 15% above book value)   

 

Reserve and Surplus Dr. 60,000  

 To Equity Dividend      60,000 

(Declaration of equity dividend @ 10%)   
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Equity Dividend Dr. 60,000  

 To Bank Account   60,000 

(Payment of equity dividend)   

 

Business Purchase Account Dr. 4,90,000  

 To Liquidator of Q Ltd.   4,90,000 

(Consideration payable for the business taken over 

from Q Ltd.) 

  

 

Fixed Assets (115% of `  2,50,000) Dr. 2,87,500  

Inventory (95% of `  3,20,000) Dr. 3,04,000  

Debtors Dr. 1,90,000  

Bills Receivable Dr. 20,000  

Investment Dr. 80,000  

Cash at Bank Dr. 10,000  

(`  40,000 –`  30,000 dividend paid)     

 To Provision for Bad Debts (5% of `  1,90,000)   9,500 

 To Sundry Creditors   1,25,000 

 To 12% Debentures in Q Ltd.    1,62,000 

 To Bills Payable   25,000 

 To Business Purchase Account   4,90,000 

 To Capital Reserve (Balancing figure)   80,000 

(Incorporation of various assets and liabilities taken 

over from Q Ltd. at agreed values and difference of 

net assets and purchase consideration being credited 

to capital reserve) 

   

Liquidator of Q Ltd. Dr. 4,90,000  

 To Equity Share Capital   4,00,000 

 To 10% Preference Share Capital   90,000 

(Discharge of consideration for Q Ltd.’s business)    

12% Debentures in Q Ltd. (`  1,50,000 × 108%) Dr. 1,62,000  

Discount on Issue of Debentures Dr. 18,000  
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 To 12% Debentures    1,80,000 

(Allotment of 12% Debentures to debenture holders 

of Q Ltd. at a discount of 10%) 

   

Sundry Creditors of Q Ltd. Dr. 10,000  

 To Sundry Debtors of P Ltd. 

  

   10,000 

(Cancellation of mutual owing)   

 

Goodwill  Dr. 30,000 

 

 To Bank   30,000 

(Being liquidation expenses reimbursed to Q Ltd.)    

Capital Reserve  Dr. 30,000  

 To Goodwill   30,00 

(Being goodwill set off)    

(b) Statement of Consideration payable by P Ltd. for 30,000 shares (payment 

method) 

 Shares to be allotted 
30,000

6
 × 8 = 40,000 shares of P Ltd. 

 Issued 40,000 shares of `  10 each i.e.    `  4,00,000  (i) 

  For 10% preference shares, to be paid at 10% discount   

  `  
1,00,000 90

100

×
        `     90,000  (ii) 

  Consideration amount [(i) + (ii)]     `  4,90,000 

Illustration 10 

The financial position of two companies Hari Ltd. and Vayu Ltd. as on 31st March, 

20X1 was as under: 

Assets Hari Ltd. (`) Vayu Ltd. (`) 

Goodwill 50,000 25,000 

Building 3,00,000 1,00,000 

Machinery 5,00,000 1,50,000 

Inventory  2,50,000 1,75,000 

Trade receivables 2,00,000 1,00,000 

© The Institute of Chartered Accountants of India



 

6.43 

 
AMALGAMATION OF COMPANIES 

Cash at Bank     50,000 20,000 

 13,50,000 5,70,000 

Liabilities Hari Ltd. (`) Vayu Ltd. (`) 

Share Capital:   

Equity Shares of ` 10 each  10,00,000 3,00,000 

9% Preference Shares of ` 100 each 1,00,000 – 

10% Preference Shares of ` 100 each – 1,00,000 

General Reserve 70,000 70,000 

Retirement Gratuity fund 50,000 20,000 

Trade payables  1,30,000   80,000 

 13,50,000 5,70,000 

Hari Ltd. absorbs Vayu Ltd. on the following terms: 

(a) 10% Preference Shareholders are to be paid at 10% premium by issue of 9% 

Preference Shares of Hari Ltd. 

(b) Goodwill of Vayu Ltd. is valued at ` 50,000, Buildings are valued at ` 1,50,000 

and the Machinery at ` 1,60,000. 

(c) Inventory to be taken over at 10% less value and Provision for Doubtful Debts to 

be created @ 7.5%. 

(d) Equity Shareholders of Vayu Ltd. will be issued Equity Shares @ 5% premium. 

Prepare necessary Ledger Accounts to close the books of Vayu Ltd. and show the 

acquisition entries in the books of Hari Ltd.  Also draft the Balance Sheet after 

absorption as at 31st March, 20X1.   

Solution 

In the Books of Vayu Ltd. 

Realisation Account 

  `     `   

To Sundry Assets  5,70,000 By Retirement Gratuity 

Fund 

20,000 

To Preference 

Shareholders  

 

10,000 

By 

By 

 Trade payables 

Hari Ltd. (Purchase 

80,000 
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(Premium on 

Redemption) 

To Equity Shareholders   Consideration) 5,30,000 

 (Profit on Realisation)   50,000   _______ 

  6,30,000   6,30,000 

Equity Shareholders Account 

  `     `   

To Equity Shares of Hari Ltd. 4,20,000 By Share Capital  3,00,000 

   By General Reserve 70,000 

   

 

 

_______ 

By Realisation 

Account  

(Profit on 

Realisation)  

 

 

 

  50,000 

  4,20,000   4,20,000 

Preference Shareholders Account 

  `     `   

To 9% Preference Shares of 

Hari Ltd. 

1,10,000 By Preference Share 

Capital 

1,00,000 

   

 

 

 

 

  

By Realisation 

Account  

(Premium on 

Redemption of 

Preference 

Shares)  

 

    

 

 

 

  10,000 

  1,10,000   1,10,000 

Hari Ltd. Account 

  `     `   

To Realisation Account 5,30,000 By 9% Preference 

Shares 

1,10,000 

  _______ By Equity Shares  4,20,000 

  5,30,000   5,30,000 
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In the Books of Hari Ltd. 

Journal Entries 

  Dr. Cr. 

  `   `   

Business Purchase A/c Dr. 5,30,000  

 To Liquidators of Vayu Ltd. Account   5,30,000 

( Being business of Vayu Ltd. taken over)    

Goodwill Account Dr. 50,000  

Building Account Dr. 1,50,000  

Machinery Account Dr. 1,60,000  

Inventory Account Dr. 1,57,500  

Trade receivables Account Dr. 1,00,000  

Bank Account Dr. 20,000  

 To Retirement Gratuity Fund Account   20,000 

 To  Trade payables Account   80,000 

 To Provision for Doubtful Debts Account   7,500 

 To Business Purchase A/c   5,30,000 

(Being Assets and Liabilities taken over as per 

agreed valuation). 

   

Liquidators of Vayu Ltd. A/c Dr. 5,30,000  

 To 9% Preference Share Capital A/c   1,10,000 

 To Equity Share Capital A/c   4,00,000 

 To Securities Premium A/c   20,000 

(Being Purchase Consideration satisfied as 

above). 

   

Balance Sheet of Hari Ltd. (after absorption) 

as at 31st March, 20X1 
  Particulars Notes `   

  Equity and Liabilities   

1  Shareholders' funds   

 A Share capital 1 16,10,000 

 B Reserves and Surplus 2 90,000 

© The Institute of Chartered Accountants of India



 

 

6.46 

 

ADVANCED ACCOUNTING 

2  Non-current liabilities   

 A Long-term provisions 3 70,000 

3  Current liabilities   

 A Trade Payables  2,10,000 

 B  Short term provision   7,500 

  Total  19,87,500 

  Assets   

1  Non-current assets   

 A Fixed assets   

  Tangible assets 4 11,10,000 

  Intangible assets 5 1,00,000 

2  Current assets   

 A Inventories  4,07,500 

     

 B Trade receivables 6 3,00,000 

 C Cash and cash equivalents       70,000 

  Total  19,87,500 

Notes to accounts 
   

`   

1 Share Capital 
  

 
Equity share capital 

  

 
 1,40,000 Equity Shares of `  10 each fully 

paid(Out of above 40,000 Equity Shares were 

issued in consideration other than for cash) 

 
14,00,000 

 
Preference share capital 

  

 
 2,100 9% Preference Shares of ` 100 each 

(Out of above 1,100 Preference Shares were 

issued in consideration other than for cash) 

 
2,10,000 

 
Total 

 
16,10,000 

2 Reserves and Surplus 
  

 
Securities Premium 

 
20,000 
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General Reserve 

 
70,000  

Total 
 

90,000 

3 Long-term provisions 
  

 
Gratuity fund 

 
70,000  

Total 
 

70,000 

4 Short term Provisions 
  

 
 Provision for Doubtful Debts 

 
7,500 

5 Tangible assets 
  

 
Buildings 

 
4,50,000  

Machinery 
 

6,60,000  
Total 

 
11,10,000 

6 Intangible assets 
  

 
Goodwill 

 
1,00,000  

Total 
 

1,00,000 

7 Trade receivables 
 

3,00,000 

    

Working Notes: 

Purchase Consideration: ` 

Goodwill 50,000 

Building 1,50,000 

Machinery 1,60,000 

Inventory 1,57,500 

Trade receivables 92,500 

Cash at Bank    20,000 

 6,30,000 

Less: Liabilities:  

            Retirement Gratuity    (20,000) 

             Trade payables  (80,000) 

Net Assets/ Purchase Consideration 5,30,000 
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To be satisfied as under:  

10% Preference Shareholders of Vayu Ltd. 1,00,000 

Add: 10% Premium    10,000 

1,100 9% Preference Shares of Hari Ltd. 1,10,000 

Equity Shareholders of Vayu Ltd. to be satisfied by issue of 

40,000 

 

Equity Shares of Hari Ltd. at 5% Premium  4,20,000 

     Total 5,30,000 

SUMMARY 

1. Amalgamation means joining of two or more existing companies into one 

company, the joined companies lose their identity and form themselves into a 

new company. 

2. In absorption, an existing company takes over the business of another existing 

company. Thus there is only one liquidation and that is of the merged 

company. 

3. A company which is merged into another company is called a transferor 

company or a vendor company. 

4. A company into which the vendor company is merged is called transferee 

company or vendee company or purchasing company. 

5 In amalgamation in the nature of merger there is genuine pooling of: 

 a) Assets and liabilities of the amalgamating companies, 

 b) Shareholders’ interest, 

 Also the business of the transferor company is intended to be carried on by 

the transferee company. 

6. In amalgamation in the nature of purchase, one company acquires the business 

of another company. 

7. Purchase Consideration can be defined as the aggregate of the shares and 

securities issued and the payment made in form of cash or other assets by the 

transferee company to the share holders of the transferor company. 
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8. There are two main methods of accounting for amalgamation: 

a) The pooling of interests method, and  

b) The purchase method. 

9. Under pooling of interests method, the assets, liabilities and reserves of the 

transferor company will be taken over by transferee company at existing 

carrying amounts. 

10. Under purchase method, the assets and liabilities of the transferor company 

should be incorporated at their existing carrying amounts or the purchase 

consideration should be allocated to individual identifiable assets and liabilities 

on the basis of their fair values at the date of amalgamation 

TEST YOUR KNOWLEDGE 

MCQs 

1. In case of amalgamation, the entry for elimination of unrealized profit or loss 

on stock is made 

(a) By the vendor company 

(b) By the purchasing company 

(c) By the third party 

2. Under the ‘pooling of interests’ method, the difference between the purchase 

consideration and share capital of the transferee company should be adjusted 

to 

(a) General reserve. 

(b) Amalgamation adjustment account. 

(c) Goodwill or capital reserve. 

3. At the time of amalgamation, purchase consideration does not include 

(a) The sum which the transferee company will directly pay to the creditors of 

the transferor company 

(b) Payments made in the form of assets by the transferee company to the 

shareholders of the transferor company 

(c) Preference shares issued by the transferee company to the preference 

shareholders of the transferor company 
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4. As per AS 14, purchase consideration is the amount agreed payable to 

(a) Shareholders 

(b) Shareholders, debenture holders and creditors 

(c) Shareholders and debenture holders 

5 If expenses of liquidation of the vendor company are paid by the purchasing 

company then, in purchasing company’s book, the account debited is 

(a) Goodwill account. 

(b) Liquidation expense account. 

(c) Vendor company account. 

6. Amalgamation adjustment reserve is opened in the books of the amalgamating 

company to incorporate 

(a) Assets of the amalgamating company 

(b) Non- Statutory reserves of the amalgamating company 

(c) Statutory reserves of the amalgamating company 

7. Amalgamation Adjustment Reserve is presented in the financial statements of 

the transferee company as 

(a) Other current asset. 

(b) Separate line item with a negative sign under the head ‘Reserves and 

Surplus’. 

(c) Other non-current assets. 

Theoretical Questions 

Question 1 

What are the conditions, which, according to AS 14 on Accounting for 

Amalgamations, must be satisfied for an amalgamation in the nature of merger?   

Question 2 

Distinguish between (i) the pooling of interests method and (ii) the purchase 

method of recording transactions relating to amalgamation.  
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Practical Questions 

Question 1 

The following are the summarised Balance Sheets of Yes Ltd. and No Ltd. as on 31st 

October, 20X1: 

 Yes Ltd. No Ltd. 

 ` (in crores) ` (in crores) 

Sources of funds:   

Share capital:   

Authorised 25 5 

Issued and Subscribed :   

Equity Shares of ` 10 each fully paid 12 5 

Reserves and surplus   88 10 

Shareholders funds 100 15 

Unsecured loan from Yes Ltd.   — 10 

 100 25 

Funds employed in :   

Fixed assets: Cost 70 30 

Less: Depreciation (50) (24) 

Written down value 20 6 

     

Investments at cost:     

30 lakhs equity shares of ` 10 each   3   

Long-term loan to No. Ltd.  10   

Current assets 100  34  

Less : Current liabilities                       (33) 67 (15) 19 

  100  25 

On that day Yes Ltd. absorbed No Ltd. The members of No Ltd. are to get one 

equity share of Yes Ltd. issued at a premium of ` 2 per share for every five equity 

shares held by them in No Ltd. The necessary approvals are obtained. 

You are asked to pass journal entries in the books of the two companies to give 

effect to the above.  
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Question 2 

The following are the summarised Balance Sheets of X Ltd. and Y Ltd : 

 X Ltd. Y Ltd. 

 `  `  

 Liabilities : 

 Equity Share Capital 1,00,000 50,000 

 Profit & Loss A/c 10,000 – 

 Trade payables 25,000 5,000 

 Loan X Ltd.          — 15,000 

  1,35,000 70,000 

 Assets : 

 Sundry Assets 1,20,000 60,000 

 Loan Y Ltd. 15,000 – 

 Profit & Loss A/c           — 10,000 

  1,35,000 70,000 

A new company XY Ltd. is formed to acquire the sundry assets and trade payables 

of X Ltd. and Y Ltd. and for this purpose, the sundry assets of X Ltd. are revalued at 

`  1,00,000. The debt due to X Ltd. is also to be discharged in shares of XY Ltd. 

Show the Ledger Accounts to close the books of X Ltd. 

Question 3 

Super Express Ltd. and Fast Express Ltd. were in competing business. They decided 

to form a new company named Super Fast Express Ltd. The summarized balance 

sheets of both the companies were as under: 

Super Express Ltd. 

Balance Sheet as at 31st December, 20X1 

 `    `   

20,000 Equity shares of `100 each 20,00,000 Buildings 10,00,000 

Provident fund 1,00,000 Machinery 4,00,000 

Trade Payables 60,000 Inventory 3,00,000 

Insurance reserve 1,00,000 Trade receivables 2,40,000 

  Cash at bank 2,20,000 

   Cash in hand 1,00,000 

 22,60,000  22,60,000 
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Fast Express Ltd. 

Balance Sheet as at 31st December, 20X1 

 `     `    

10,000 Equity shares of `100 each 10,00,000 Goodwill 1,00,000 

Employees profit sharing   Buildings 6,00,000 

account 60,000 Machinery 5,00,000 

Trade Payables 40,000 Inventory 40,000 

Reserve account 1,00,000  trade receivables 40,000 

Surplus 1,00,000 Cash at bank 10,000 

   Cash in hand     10,000 

 13,00,000  13,00,000 

The assets and liabilities of both the companies were taken over by the new 

company at their book values. The companies were allotted equity shares of ` 100 

each in lieu of purchase consideration amounting to ̀  30,000 (20,000 for Super Fast 

Express Ltd and 10,000 for Fast Express Ltd.). 

Prepare opening balance sheet of Super Fast Express Ltd considering pooling 

method. 

Question 4 

The following were the summarized Balance Sheets of P Ltd. and V Ltd. as at 31st 

March, 20X1: 

Liabilities P Ltd. V Ltd. 

  (` in lakhs) (` in lakhs) 

 Equity Share Capital (Fully paid shares of ` 10 each) 15,000 6,000 

 Securities Premium 3,000 – 

 Foreign Project Reserve – 310 

 General Reserve 9,500 3,200 

 Profit and Loss Account 2,870 825 

 12% Debentures – 1,000 

 Trade payables 1,200 463 

  Provisions   1,830     702 

 33,400 12,500 
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Assets P Ltd. V Ltd. 

  (` in lakhs) (` in lakhs) 

 Land and Buildings 6,000 – 

 Plant and Machinery 14,000 5,000 

 Furniture, Fixtures and Fittings 2,304 1,700 

 Inventory 7,862 4,041 

 Trade receivables 2,120 1,100 

 Cash at Bank 1,114 609 

 Cost of Issue of Debentures — 50 

  33,400 12,500 

All the bills receivable held by V Ltd. were P Ltd.’s acceptances. 

On 1st April 20X1, P Ltd. took over V Ltd in an amalgamation in the nature of 

merger. It was agreed that in discharge of consideration for the business P Ltd. 

would allot three fully paid equity shares of ` 10 each at par for every two shares 

held in V Ltd. It was also agreed that 12% debentures in V Ltd. would be converted 

into 13% debentures in P Ltd. of the same amount and denomination. 

Details of trade receivables and trade payables as under: 

Assets P Ltd. V Ltd. 

  (` in lakhs) (` in lakhs) 

Trade payables   

Bills Payable 120 - 

  Creditors 1,080 463 

  1,200 463 

Trade receivables 

Trade receivables 2,120 1,020  Bills 

Receivable       —      80 

  2,120 1,100 

Expenses of amalgamation amounting to ` 1 lakh were borne by P Ltd. 

You are required to : 

(i) Pass journal entries in the books of P Ltd. and 
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(ii) Prepare P Ltd.’s Balance Sheet immediately after the merger considering that 

the cost of issue of debentures shown in the balance sheet of the V Ltd. 

company is not transferred to the P Ltd. company. 

ANSWERS/HINTS 

MCQs 

[1.(b), 2.(a), 3. (a), 4.(a), 5. (a), 6. (c); 7. (b]) 

Theoritical Questions 

Answer 1 

Refer Para 2 

Answer 2 

Refer Para 2 

Practical Questions 

Answer 1 

Journal Entries in the books of No Ltd. 

(Rupees in crores) 

   Dr. Cr. 

 Realisation Account Dr. 64.00 

  To Fixed Assets Account   30.00 

  To Current Assets Account   34.00 

 (Being the assets taken over by Yes Ltd. transferred to 

 Realisation Account) 

 Provision for depreciation Account Dr. 24.00 

 Current Liabilities Account Dr. 15.00 

 Unsecured Loan from Yes Ltd. Account Dr. 10.00 

  To Realisation Account   49.00 

 (Being the transfer of liabilities and provision to  

 Realisation Account) 
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 Yes Ltd. Dr. 1.2 

  To Realisation Account   1.2 

 (Being the amount of consideration due from Yes Ltd. credited 

 to Realisation Account) 

 Equity Shareholders Account Dr. 13.80 

  To Realisation Account   13.80 

 (Being the loss on realisation transferred to equity share- 

 holders account) 

 Equity Share Capital Account Dr. 5.00 

 Reserves and Surplus Account Dr. 10.00 

  To Equity Shareholders Account   15.00 

 (Being the amount of share capital, reserves and surplus  

 credited to equity shareholders account) 

 Equity shares of Yes Ltd. Dr. 1.20 

  To Yes Ltd.   1.20 

 (Being the receipt of 10 lakhs equity shares of 

 ` 10 each at ` 12 per share for allotment to shareholders) 

 Equity shareholders Account Dr. 1.20 

  To Equity shares of Yes Ltd.   1.20 

 (Being the distribution of equity shares received from Yes 

 Ltd. to shareholders) 

Journal Entries in the books of Yes Ltd. 

(Rupees in crores) 

    Dr. Cr. 

 Business Purchase Account Dr. 1.2 

  To Liquidator of No Ltd. Account   1.2 

 (Being the amount of purchase consideration agreed under  

 approved scheme of amalgamation- W.N. 1) 

 Fixed Assets Dr. 6.00 

 Current Assets Dr. 34.00 

  To Current Liabilities   15.00 

© The Institute of Chartered Accountants of India



 

6.57 

 
AMALGAMATION OF COMPANIES 

  To Unsecured Loan (from Yes Ltd.)   10.00 

  To Business Purchase Account   1.20 

  To Reserve & Surplus A/c   10.00 

  To Profit & loss A/c∗   3.80 

 (Being the assets and liabilities taken over and the surplus  

 transferred to capital reserve) 

 Liquidator of No Ltd. Dr. 1.20 

  To Equity Share Capital Account   1.00 

  To Securities Premium Account   0.20 

 (Being the allotment to shareholders of No Ltd. 

 10 lakhs equity shares of ` 10 each at a premium of 

 ` 2 per share) 

 Unsecured Loan (from Yes Ltd.) Dr. 10.00 

  To Loan to No. Ltd.   10.00 

 (Being the cancellation of unsecured loan given to No Ltd.) 

Working Note:  

Purchase Consideration             `  in crores 

50lakhs

5
 × `  12 i.e., 10 lakhs equity shares at ` 12 per share 1.20 

Number of equity shares of ` 10 each to be issued  1.20crores

12

 
  

= 10 lakhs. 

Answer 2 

Books of X Ltd. 

Realisation Account 

  `    `   

 To Sundry Assets1,20,000 By  Trade payables 25,000 

                                                      

∗ As amalgamation in the nature of merger so balancing figure will be transferred to Profit & Loss account. 
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   By  XY Ltd. (Purchase consideration) 75,000 

   By  Shareholders (Loss on realisation) 20,000 

  1,20,000  1,20,000 

Shareholders Account 

  `    `   

 To Realisation Account (Loss) 20,000 By Equity Share Capital 1,00,000 

 To Shares in XY Ltd. 90,000 By Profit and Loss Account 10,000 

  1,10,000  1,10,000 

Loan Y Ltd. 

  `    `   

 To Balance b/d 15,000 By Shares in XY Ltd. 15,000 

Shares in XY Ltd. 

  `    `   

 To XY Ltd. 75,000 By Shareholders 90,000 

 To Loan Y Ltd. 15,000   

  90,000  90,000 

XY Ltd. 

  `    `   

 To Realisation Account 75,000 By Shares in XY Ltd. 75,000 

Answer 3 

Balance Sheet of Super Fast Express Ltd 

as at 1st Jan., 20X2 
  

Particulars Notes `  
  

Equity and Liabilities 

  

1 

 

Shareholders' funds 

  

 

a Share capital 1 30,00,000 
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b Reserves and Surplus 2 3,60,000 

2 

 

Non-current liabilities 

  

 

a     Long-term provisions 3 1,00,000 

3 

 

Current liabilities 

  

 

a Trade Payables 

 

1,00,000 
  

Total- 

 

35,60,000   

Assets 

  

1 

 

Non-current assets 

  

 

a Fixed assets 

  

  

Tangible assets 4 25,00,000   

Intangible assets 5 1,00,000 

2 

 

Current assets 

  

  

Inventories 

 

3,40,000   

Trade receivables 

 

2,80,000   

Cash and cash equivalents 6 3,40,000 
  

Total 

 

35,60,000 

Notes to accounts 

   
`   

1 Share Capital   

 Equity share capital   

 Issued, subscribed and paid up   

 30,000 Equity shares of ` 100 each  30,00,000 
 Total  30,00,000 

2 Reserves and Surplus   

 Reserve account  1,00,000 
 Surplus  1,00,000 
 Insurance reserve  1,00,000 
 Employees profit sharing account  60,000 
 Total  3,60,000 

3 Long-term provisions   

 Provident fund  1,00,000 
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 Total  1,00,000 

4 Tangible assets   

 Buildings  16,00,000 
 Machinery  9,00,000 
 Total  25,00,000 

5 Intangible assets   

 Goodwill  1,00,000 
 Total  1,00,000 

6 Cash and cash equivalents   

 Balances with banks  2,30,000 
 Cash on hand  1,10,000 
 Total  3,40,000 

Answer 4 

Books of P Ltd. 

Journal Entries 

   Dr. Cr. 

   (` in Lacs) (` in Lacs) 

 Business Purchase A/c Dr. 9,000 

  To Liquidator of V Ltd.   9,000 

 (Being business of V Ltd. taken over for  

 Consideration settled as per agreement) 

 Plant and Machinery Dr. 5,000 

 Furniture & Fittings Dr. 1,700 

 Inventory Dr. 4,041 

 Debtors Dr. 1,020 

 Cash at Bank Dr. 609 

 Bills Receivable Dr. 80 

      To Foreign Project Reserve   310 

      To General Reserve (3,200 - 3,000)   200 

© The Institute of Chartered Accountants of India



 

6.61 

 
AMALGAMATION OF COMPANIES 

      To Profit and Loss A/c (825 – 50*)   775 

      To Liability for 12% Debentures   1,000 

      To  Creditors   463 

      To  Provisions   702 

      To Business Purchase   9,000 

 (Being assets & liabilities taken over from V Ltd.) 

 Liquidator of V Ltd. A/c Dr. 9,000 

      To Equity Share Capital A/c   9,000 

 (Purchase consideration discharged in the  

 form of equity shares) 

 Profit & loss A/c Dr. 1 

      To Bank A/c   1 

 (Liquidation expenses paid by P Ltd.) 

 Liability for 12% Debentures A/c Dr. 1,000 

      To 13% Debentures A/c   1,000 

 (12% debentures discharged by issue of  

 13% debentures)  

 Bills Payable A/c Dr. 80 

      To Bills Receivable A/c   80 

 (Cancellation of mutual owing on account of bills) 

Balance Sheet of P Ltd. as at 1st April, 20X1 (after merger) 

  Particulars Notes ` (in lakhs) 

  Equity and Liabilities  

 

1  Shareholders' funds  

 

 A Share capital 1 24,000 

 B Reserves and Surplus 2 16,654 

2  Non-current liabilities  

 

 A Long-term borrowings 3 1,000 
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3  Current liabilities  

 

 A Trade Payables (1,543 + 40)  1,583 

 B Short-term provisions  2,532 

  Total  45,769 

  Assets  

 

1  Non-current assets  

 

 A Fixed assets  

 

  Tangible assets 4 29,004 

2  Current assets  

 

 A Inventories 

 

11,903 

 B Trade receivables 

 

3,140 

 C Cash and cash equivalents  1,722 

  Total  45,769 

Notes to accounts 

  `  

1. Share Capital 
 

 Equity share capital 
 

 Authorised, issued, subscribed and paid up 
 

 

24 crores equity shares of ` 10 each 

(Of the above shares, 9 crores shares have been 

issued for consideration other than cash) 

24,000 

 

 

 Total 24,000 

2. Reserves and Surplus 
 

 General Reserve 9,700 

 Securities Premium 3,000 

 Foreign Project Reserve 310 

 Profit and Loss Account  3,644 

 Total 16,654 

3. Long-term borrowings 
 

 Secured   

 13% Debentures 1,000 
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4. Tangible assets 
 

 Land & Buildings 6,000 

 Plant & Machinery 19,000 

 Furniture & Fittings  4,004 

 Total 29,004 

Working Note: 

Computation of purchase consideration 

The purchase consideration was discharged in the form of three equity 

shares of P Ltd. for every two equity shares held in V Ltd. 

Purchase consideration = ` 6,000 lacs × 
3

2
 = `  9,000 lacs. 

* Cost of issue of debenture adjusted against P & L Account of V Ltd. 
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LEARNING OUTCOMES 

After studying this chapter, you will be able to:  

 Understand the meaning of term “reconstruction”. 

 Sub-divide and consolidate shares. 

 Convert shares into stock and stock into shares. 

 Account for the adjustments made at the time of internal 

reconstruction. 

CHAPTER OVERVIEW 

 
 

Methods of Internal 
Reconstruction

Alteration 
of Share 
Capital

Sub-division and 
Consolidation of 

Shares

Conversion of share 
into stock or vice-

versa

Variation of 
Shareholders’ 

rights

Reduction 
of Share 
Capital

Compromise/ 
Arrangement

Surrender 
of Shares

CHAPTER 7 
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1. MEANING OF RECONSTRUCTION 

When a company has been making losses for a number of years, the financial 

position does not present a true and fair view of the state of the affairs of the 

company. In such a company the assets are overvalued, the assets side of the 

balance sheet consists of fictitious assets, useless intangible assets and debit 

balance in the profit and loss account. Such a situation does not depict a true 

picture of financial statements and shows a higher net worth than what the real 

net worth ought to be. In short the company is over capitalized. Such a situation 

brings the need for reconstruction. 

Reconstruction is a process by which affairs of a company are reorganized by 

revaluation of assets, reassessment of liabilities and by writing off the losses already 

suffered by reducing the paid up value of shares and/or varying the rights attached 

to different classes of shares. The object of reconstruction is usually to reorganize 

capital or to compound with creditors or to effect economies. Such a process is 

called internal reconstruction which is carried out without liquidating the 

company and forming a new one.  

However, there may be external reconstruction. Wherever an undertaking is being 

carried on by a company and is in substance transferred, not to an outsider, but 

to another company consisting substantially of the same shareholders with a view 

to its being continued by the transferee company, there is external reconstruction. 

Such external reconstruction is essentially covered under the category 

‘amalgamation in the nature of merger’ in AS-14. 

Difference Between Internal and External Reconstruction 

Basis Internal Reconstruction External Reconstruction 

Liquidation The existing company is 

not liquidated. 

The existing company is 

liquidated. 

Formation No new company is formed 

but only the rights of 

shareholders and creditors 

are changed. 

A new company is formed 

to take over the liquidated 

company. 

Reduction of 

capital 

There is certain reduction 

of capital and sometimes 

the outside liabilities like 

debenture holders may 

have to reduce their claim. 

There is no reduction of 

capital. In fact there is a 

fresh share capital of the 

company. 
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Legal position Internal reconstruction is 

done as per provisions of 

section 66 of the 

Companies Act, 2013. 

External reconstruction is 

regulated by section 232 

of the Companies Act, 

2013. 

2. METHODS OF INTERNAL RECONSTRUCTION 

For properly deploying the process of internal reconstruction following methods 

are generally employed or used simultaneously:  

2.1 Alteration of Share Capital 

Sub-division and Consolidation of Shares 

If authorised by its Articles, a company may, in a general meeting by passing an 

ordinary resolution, decide to sub-divide or consolidate the shares into those of a 

smaller or higher denomination than that fixed by the Memorandum of 

Association, so long as the proportion between the paid up and unpaid amount, if 

any, on the shares continues to be the same as it was in the case of the original 

shares. 

A notice specifying alteration made must be given to the Registrar within 30 days 

of alteration.  

For example, a company with a capital of ` 10,00,000 divided into 10,000 equity 

shares of ` 100 each on which ` 75 is paid up decides to recognise its capital by 

splitting one equity share of ` 100 each into 10 such shares of ` 10 each. The 

consequential entry to be passed in such a case would be— 

  Dr. Cr. 

  ` ` 

Equity Share Capital (` 100) A/c Dr. 7,50,000  

 To Equity Share Capital (` 10) A/c   7,50,000 

(Being the sub-division of 10,000 shares of ` 100 

each with ` 75 paid up thereon into 1,00,000 

shares of ` 10 each with ` 7.50 paid up thereon 

as per the resolution of shareholders passed in 

the General Meeting held on...) 

   

Similar entries will be passed on consolidation of shares of a smaller amount into 

those of a larger amount. 

© The Institute of Chartered Accountants of India



 

 

 

7. 4 

 

ADVANCED ACCOUNTING 

Illustration 1 

On 31-12-20X1, B Ltd. had 20,000, ` 10 Equity Shares as authorised capital and 

the shares were all issued on which ` 8 was paid up. In June, 20X2 the company in 

general meeting decided to sub-divide each share into two shares of ` 5 with ` 4 

paid up. In June, 20X3 the company in general meeting resolved to consolidate 20 

shares of ` 5, ` 4 per share paid up into one share of ` 100 each, ` 80 paid up. 

Pass entries and show how share capital will appear in notes to Balance Sheet as 

on 31-12-20X1, 31-12-20X2 and 31-12-20X3. 

Solution  

Journal Entries 

20X2   `  `  

June Equity Share Capital (` 10) A/c Dr. 1,60,000  

       To Equity Share Capital (` 5) A/c   1,60,000 

 (Being the sub-division of 20,000 shares 

of ` 10 each with ` 8 paid up into 40,000 

shares ` 5 each with ` 4 paid up by 

resolution in general meeting dated....)  

   

20X3 Equity Share Capital (` 5) A/c Dr. 1,60,000  

June        To Equity Share Capital (` 100) A/c   1,60,000 

 (Being consolidation of 40,000 shares of  

` 5 with ` 4 paid up into 2,000 ` 100 

shares with ` 80 paid up) 

   

Notes to Balance Sheet  

Liabilities: `  

As on 31-12-20X1  

1. Share Capital  

Authorised:  

20,000 Equity Shares of ` 10 each 2,00,000 

Issued and Subscribed:   

20,000 Equity Shares of ` 10 each ` 8 per share called up 1,60,000 
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As on 31-12-20X2  

1. Share Capital  

Authorised:  

40,000 Equity Shares of ` 5 each 2,00,000 

Issued and Subscribed:  

40,000 Equity Shares of ` 5 each ` 4 per share called up 1,60,000 

As on 31-12-20X3 `  

1. Share Capital  

Authorised:  

2,000 Equity Shares of ` 100 each 2,00,000 

Issued and Subscribed:  

20,000 Equity Shares of ` 100 each ` 80 per share called up 1,60,000 

Note: Some accountants prefer not to make any entry as the amount remains 

same. Even when an entry is passed it applies only to the called up portion, and 

not to uncalled or unissued portion of share capital. 

Conversion of Fully Paid Shares into Stock and Stock into Shares 

According to section 61 of Companies Act, 2013, a company can convert its fully 

paid shares into stock and reconversion of stock into shares. If authorised by its 

Articles, a company may, in a general meeting by passing an ordinary resolution, 

can convert its fully paid shares into stock and reconversion of stock into shares. 

Stock is the consolidation of the share capital into one unit divisible into aliquot 

parts. Stock is a bundle of fully paid shares put together for convenience so that it 

may be divided into any amount and transferred into any fractions and sub-

divisions without regard to the original face value of the shares. While it is 

impossible for share capital to be one share, any amount of stock may be 

transferred. In practice, however, companies restrict the transfer of stock to 

multiples say, ` 100. A company can convert its fully paid shares into stock. Upon 

the company converting its shares into stock, the book-keeping entries merely 

record the transfer from share capital account to stock account. A separate Stock 

Register is started in which details of members’ holdings are entered and the 

annual return is modified accordingly. 
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Illustration 2 

C Ltd. had ` 5,00,000 authorised capital on 31-12-20X1 divided into shares of ` 100 

each out of which 4,000 shares were issued and fully paid up. In June 220X2 the 

Company decided to convert the issued shares into stock. But in June, 20X3 the 

Company re-converted the stock into shares of ` 10 each, fully paid up. 

Pass entries and show how Share Capital will appear in Notes to Balance Sheet as 

on 31-12-20X1, 31-12-20X2 and 31-12-20X3. 

Solution 

Journal Entries 

20X2   ` `  

June Equity Share Capital A/c Dr. 4,00,000  

  To Equity Stock A/c   4,00,000 

 (Being conversion of 4,000 fully paid 

Equity Shares of ` 100 into ` 4,00,000 

Equity Stock as per resolution in 

general meeting dated…) 

   

20X3     

June Equity Stock A/c Dr. 4,00,000  

  To Equity Share Capital A/c   4,00,000 

 (Being re-conversion of ` 4,00,000 

Equity Stock into 40,000 shares of ` 10 

fully paid Equity Shares as per 

resolution in General Meeting dated...) 

   

Notes to Balance Sheet 

Liabilities :  

As on 31-12-20X1 `  

1. Share Capital  

Authorised   

5,000 Equity Shares of ` 100 each 5,00,000 

Issued and Subscribed   

4,000 Equity Shares of ` 100 each fully called up 4,00,000 
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As on 31-12-20X2 `  

1.   Share Capital  

Authorised   

5,000 Equity Shares of ` 100 each 5,00,000 

Issued and Subscribed   

Equity Stock-4,000 Equity Shares of ` 100 converted into Stock 4,00,000 

As on 31-12-20X3 `  

1.  Share Capital  

Authorised   

50,000 Equity Shares of ` 10 each 5,00,000 

Issued and Subscribed   

40,000 Equity Shares of ` 10 each fully called up 4,00,000  

2.2  Variation of Shareholders Rights 

Section 48 of the Companies Act, 2013 provides that when a company has issued 

different classes of shares with different rights or privileges attached to such 

shares e.g. rights as to dividend, voting rights etc., any of such right may be 

changed in any manner. It happens with the consent in writing of the holders of 

not less than three-fourths of the issued shares of that class or by means of a 

special resolution passed at a separate meeting of the holders of the issued 

shares of that class, (a) if provision with respect to such variation is contained in 

the memorandum or articles of the company; or (b) in the absence of any such 

provision in the memorandum or articles, if such variation is not prohibited by the 

terms of issue of the shares of that class, provided that if variation by one class of 

shareholders affects the rights of any other class of shareholders, the consent of 

three-fourths of such other class of shareholders shall also be obtained and the 

provisions of this section shall apply to such variation. 

For example, the company may change rate of (a) dividend on preference shares 

or (b) convert cumulative preference shares into non-cumulative preference 

shares without changing the amount of share capital by passing the following 

journal entries: 

(a) Debit (Old)% Cum. Pref. Share Capital Account 

 Credit (New)% Cum. Pref. Share Capital Account 
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(b) Debit …% Cum. Pref. Share Capital Account 

 Credit …% Non-cum. Pref. Share Capital Account 

2.3  Reduction of Share Capital 

Section 66 of the Companies Act, 2013 lays down the procedure in respect of 

reduction of share capital. Subject to confirmation by the Tribunal on an 

application by the company, a company may, by a special resolution, reduce the 

share capital in the following manner- 

(a) Extinguishing or reducing the liability of the shareholders in respect of 

unpaid amount on the shares held by them; or 

(b) Paying off any paid-up share capital which is in excess of its requirements; 

(c) Cancelling any paid-up share capital which is lost or is unrepresented by 

available assets. 

Generally reduction in share capital is followed when a company has been 

suffering losses continuously for a long time, is not truly represented by its assets. 

In such a case, any scheme for capital reduction should write-off that portion of 

capital which is already lost. 

This reduction is a sacrifice by the shareholders and the amount of reduction or 

sacrifice is credited to a new account called Capital Reduction Account (or 

Reconstruction Account). The accounting treatment is as follows: 

(a) When liability of the shareholders is extinguished or reduced in respect 

of unpaid amount on the shares held by them: Here the shareholders are not 

called upon to pay the unpaid amount on shares held by them in future. For 

example, a company decides to reduce ` 10 per share, into ` 7.5 per share fully 

paid up, by cancelling the unpaid amount of ` 2.5 per share. The entry in this case 

would be 

 Share Capital (Partly Paid-Up) Account                        Dr. (` 7.5 X No. of Shares) 

  To Share Capital (Fully Paid-up) Account                (` 7.5 X No. of Shares) 

(b) When excess paid up capital is paid off: When its not possible for the 

company to employ profitability its paid up capital, then in such case it may 

decide to refund the excess capital to its shareholders. For example, a company 

having fully paid-up share of ` 10 each, decides to pay-off ` 2 per share to make 

it of ` 8 fully paid-up, entries in that case would be 
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Share Capital Account (` 10 ) Dr. (` 10 X No. of Shares) 

 To Share Capital Account (` 8 ) (` 8 X No. of Shares) 

 To Sundry Shareholders Account  (` 2 X No. of Shares) 

Sundry Shareholders Account Dr. (` 2 X No. of Shares) 

  To Bank Account (` 2 X No. of Shares) 

(c) When the paid up capital which is lost or not represented is cancelled:  

Reduction in paid up value only- Here the nominal value of the share remains the 

same and only the paid value is reduced. For example, the shareholders may agree to 

reduce the paid capital of ` 100 per share to paid value of ` 10 per share. The 

sacrifice is `  90 and the entry will be 

Share Capital Account                             Dr. (` 90 X No. of Shares) 

  To Capital Reduction Account          (` 90 X No. of Shares) 

Reduction in both nominal and paid up values- In this case, both the paid up 

capital and nominal value of the shares are reduced. Continuing the above 

example, the entry will be:   

Share Capital Account (` 100 Share)                          Dr. (` 100 X No. of Shares) 

 To Share Capital (` 10 Share)                              (` 10 X No. of Shares) 

 To Capital Reduction Account                               (` 90 X No. of Shares) 

Thus in such treatment we debit the original Share Capital Account so as to close 

it, credit new Share Capital Account with the amount treated as paid up; and 

credit Capital Reduction Account with the difference. A certified copy of Court’s 

order and Minutes approved by the Court must be filed by the Registrar. 

2.4  Compromise/Arrangements 

A scheme of compromise and arrangement is an agreement between a company 

and its members and outside liabilities when the company faces financial 

problems. Such an arrangement therefore also involves sacrifices by shareholders, 

or creditors and debenture holders or by all.  

Accounting treatment for some of the cases is as follows: 

a) When equity shareholders give up there claim to reserves and accumulated 

profits: 

Reserves Account                                          Dr.   (With the amount of  

  To Reconstruction Account                                    reserves) 
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b) Settlement of outside liabilities at lesser amount: Liabilities such as sundry 

creditors may agree to accept less amount in lieu of final settlement. 

Treatment will be as follows: 

Outside Liabilities Account                      Dr.  (With the amount of sacrifice) 

Provision Account, if any                                Dr.  made by creditors, 

debenture      

  To Reconstruction Account                            holders etc.)                 

2.5  Surrender of Shares 

In this method, shares are divided intoshares of smaller denominations and then 

the shareholders are made to surrender their shares to the company. These shares 

are then allotted to debenture holders and creditors so that their liabilities are 

reduced. The unutilized surrendered shares are then cancelled by transeferred to 

Reconstruction Account. 

Note : The problems involving the above methods of Internal reconstruction have 

been given after Para 3 on” Entries in case of Internal Reconstruction””  

3. ENTRIES IN CASE OF INTERNAL RECONSTRUCTION 

On a scheme of reconstruction being adopted (through special resolution 

confirmed by the Court), the entries to be passed are: 

1. An appreciation in the value of an asset or reduction in the amount of a 

liability should be debited to the account concerned and credited to Capital 

Reduction Account (or Reconstruction Account). 

2. Write off all fictitious assets (including Goodwill and Patents) and eliminate 

all over-valuation of assets by crediting the accounts concerned and 

debiting the Capital Reduction (or Reconstruction) Account. For this 

purpose, any reserve appearing in the books of the company may be used. 

If any balance is left in the Capital Reduction (or Reconstruction) Account it 

should be transferred to the Capital Reserve Account. 

While preparing the balance sheet of a reconstructed company, the following 

points are to be kept in mind: 

(a) After the name of the company, the words “and Reduced” should be added 

only if the Court so orders. 

(b) In case of fixed assets, the amount written off under the scheme of 

reconstruction must be shown for five years.  
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Illustration 3 

The Balance Sheet of A & Co. Ltd. as on 31-12-20X1 is as follows: 

Assets  `  `  

Fixed Assets:   

 Freehold property 4,25,000  

 Plant 50,000  

 Patent 37,500  

 Goodwill   1,30,000 6,42,500 

Traded Investments (at cost)  55,000 

Current Assets:   

 Trade receivables 4,85,000  

 Inventory 4,25,000 9,10,000 

Profit and Loss Account    5,35,000 

Total  21,42,500 

Liabilities   

Share Capital:   

4,000 6% Cumulative Preference Shares of ` 100 

each 

4,00,000  

75,000 Equity Shares of ` 10 each 7,50,000 11,50,000 

6% Debentures (Secured on Freehold Property) 3,75,000  

Accrued Interest    22,500 3,97,500 

Current Liabilities:   

 Bank Overdraft 1,95,000  

 Trade payables 3,00,000  

 Directors’ Loans 1,00,000   5,95,000 

Total  21,42,500 

The Court approved a Scheme of re-organisation to take effect on 1-1-20X1, 

whereby: 

(i) The Preference shares to be written down to ` 75 each and Equity Shares to ` 2 

each. 
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(ii) Of the Preference Share dividends which are in arrears for four years, three 

fourths to be waived and Equity Shares of ` 2 each to be allotted for the 

remaining quarter. 

(iii) Accrued interest on debentures to be paid in cash. 

(iv) Debenture-holders agreed to take over freehold property, book value ` 

1,00,000 at a valuation of ` 1,20,000 in part repayment of their holdings and 

to provide additional cash of ` 1,30,000 secured by a floating charge on 

company’s assets at an interest rate of 8% p.a. 

(v) Patents and Goodwill to be written off. 

(vi) Inventory to be written off by ` 65,000. 

(vii) Amount of ` 68,500 to be provided for bad debts. 

(viii) Remaining freehold property to be re-valued at ` 3,87,500. 

(ix) Trade Investments be sold for ` 1,40,000. 

(x) Directors to accept settlement of their loans as to 90% thereof by allotment of 

equity shares of ` 2 each and as to 5% in cash, and balance 5% being waived. 

(xi) There were capital commitments totalling ` 2,50,000. These contracts are to be 

cancelled on payment of 5% of the contract price as a penalty. 

(xii) Ignore taxation and cost of the scheme. 

You are requested to show Journal entries reflecting the above transactions 

(including cash transactions) and prepare the Balance Sheet of the company after 

completion of the Scheme. 

Solution  

Journal of A & Co. Ltd. 

   Dr. Cr. 

   `  `  

20X1 Equity Share Capital A/c (` 10) Dr. 7,50,000  

Dec. 31  To Capital Reduction A/c   6,00,000 

  To Equity Share Capital A/c (` 2)   1,50,000 

 (Reduction of equity shares of ` 10 each to 

shares of ` 2 each as per Reconstruction 

Scheme dated...) 
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 6% Cum. Preference Share Capital A/c  

(` 100) 

Dr. 4,00,000  

  To Capital Reduction A/c   1,00,000 

  To Pref. Share Capital A/c (` 75)   3,00,000 

 (Reduction of preference shares of ` 100 

each to shares of ` 75 each as per 

reconstruction scheme) 

   

20X1 Freehold Property A/c Dr. 82,500  

Dec. 31  To Capital Reduction A/c   82,500 

 (Appreciation in the value of property:    

  Book value Revalued Figure    

  `  1,00,000 `  1,20,000    

  `  3,25,000 `  3,87,500    

 Total  `  4,25,000 `  5,07,500    

 Profit on revaluation: ` 82,500)    

” 6% Debentures A/c Dr. 1,20,000  

  To Freehold Property A/c   1,20,000 

 (Claims of debenture-holders, in part, in 

respect of principal discharged by transfer 

of freehold property vide Scheme of 

Reconstruction) 

   

 Accrued Interest A/c Dr. 22,500  

  To Bank A/c   22,500 

 (Debenture interest paid)    

” Bank A/c Dr. 1,30,000  

  To 8% Debentures A/c   1,30,000 

 (8% Debentures issued for cash)    

” Bank A/c Dr. 1,40,000  

  To Trade Investment A/c   55,000 

  To Capital Reduction A/c   85,000 

 (Sale of Trade Investment for ` 1,40,000 cost 

being ` 55,000; profit credited to Capital 

Reduction Account) 

   

” Directors’ Loan A/c    Dr. 1,00,000  
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  To Equity Share Capital A/c   90,000 

  To Bank A/c   5,000 

  To Capital Reduction A/c   5,000 

 (Directors’ loan discharged by issue of 

equity shares of ` 90,000, cash payments of 

` 5,000 and surrender of ` 5,000, vide 

Scheme of Reconstruction) 

   

Dec. 31 Capital Reduction Account  Dr. 24,000  

  To Equity Share Capital Account   24,000 

 (Arrears of preference dividends satisfied by 

the issue of equity shares, 25% of the amount 

due, ` 96,000) 

   

” Capital Reduction A/c   Dr. 8,48,500  

  To Patents   37,500 

  To Goodwill   1,30,000 

  To Inventory   65,000 

  To Provision for Doubtful Debts   68,500 

  To Bank   12,500 

  To Profit & Loss Account   5,35,000 

 (Writing off patents, goodwill, profit and 

loss account and reducing the value of 

stock, making the required provision for 

doubtful debts and payment for 

cancellation of capital commitments) 

   

Balance Sheet of A & Co. Ltd. (And Reduced) as on 1st January, 20X2 

Particulars Notes `  

Equity and Liabilities  

1 Shareholders’ funds  

a Share capital 1 5,64,000 

2 Non-current liabilities  

a Long-term borrowings 2 3,85,000  

3 Current liabilities  

a Trade Payables   3,00,000  
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b  Short term provision 3       68,500 

Total 13,17,500  

Assets  

1 Non-current assets  

a Fixed assets  

Tangible assets 4 4,37,500  

Intangible assets 5             -    

2 Current assets  

a Inventories 3,60,000 

b Trade receivables 6 4,85,000 

c Cash and cash equivalents       35,000 

Total 13,17,500  

Notes to accounts 

1 Share Capital   

Equity share capital  

1,32,000 Equity shares of ` 2 each (of the above 

45,000 shares have been issued for 

consideration other than cash) 

2,64,000 

Preference share capital  

4,000 6% Preference shares of ` 75 each 3,00,000 

Total 5,64,000 

2 Long-term borrowings  

Secured  

      6% Debentures 2,55,000 

      8% Debentures 1,30,000 

Total 3,85,000 

3 Short term provision  

 Provision for doubtful debt 68,500 

4 Tangible assets   

 Fixed assets   

© The Institute of Chartered Accountants of India



 

 

 

7. 16 

 

ADVANCED ACCOUNTING 

 Tangible assets   

 Freehold property 4,25,000  

 Add: Appreciation under scheme of 

  Reconstruction 

 

82,500 

 

 Less:  Disposed of (1,20,000) 3,87,500 

       Plant  50,000 

       Patents 37,500  

 Less:  Written off under scheme of 

  Reconstruction 

 

(37,500) 

 

            - 

 Net carrying value  4,37,500 

5 Intangible assets   

 Goodwill 1,30,000  

 Less: Written off under scheme of 

Reconstruction 

(1,30,000)   

 Net carrying value       -              -    

6 Trade receivables   

 Trade receivables  4,85,000 

Illustration 4 

Given below is the summarized balance sheet of Rebuilt Ltd. as on 31.3.20X1: 

Liabilities Amount Assets Amount 

 `   `  

Authorised and issued capital:  Building at cost   

12,000, 7% Preference shares of ` 

50 each (Note: Preference 

dividend is in arrear for five 

years) 

 

6,00,000 

less depreciation 

Plant at cost less 

depreciation 

4,00,000 

2,68,000 

15,000 Equity shares of ` 50 each 7,50,000 Trademarks and   

 13,50,000 goodwill at cost  3,18,000 

Loan 5,73,000 Inventory 4,00,000 

Trade payables 2,07,000 Trade receivables 3,28,000 

Other liabilities     35,000 Profit and loss A/c    4,51,000 

 21,65,000  21,65,000 
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The Company is now earning profits short of working capital and a scheme of 

reconstruction has been approved by both the classes of shareholders.  A summary 

of the scheme is as follows: 

(a) The equity shareholders have agreed that their ` 50 shares should be reduced 

to ` 2.50 by cancellation of ` 47.50 per share.  They have also agreed to 

subscribe for three new equity shares of ` 2.50 each for each equity share held. 

(b) The preference shareholders have agreed to cancel the arrears of dividends and 

to accept for each ` 50 share, 4 new 5% preference shares of `  10 each, plus 6 

new equity shares of ` 2.50 each, all credited as fully paid. 

(c) Lenders to the company for ` 1,50,000 have agreed to convert their loan into 

share and for this purpose they will be allotted 12,000 new preference shares of  

` 10 each and 12,000 new equity shares of ` 2.50 each. 

(d) The directors have agreed to subscribe in cash for 40,000, new equity shares of  

` 2.50 each in addition to any shares to be subscribed by them under (a) above. 

(e) Of the cash received by the issue of new shares, ` 2,00,000 is to be used to 

reduce the loan due by the company. 

(f) The equity share capital cancelled is to be applied: 

i. to write off the debit balance in the profit and loss A/c; and 

ii. to write off `  35,000 from the value of plant. 

Any balance remaining is to be used to write down the value of trademarks and 

goodwill. 

Show by journal entries how the financial books are affected by the scheme and 

prepare the balance sheet of the company after reconstruction. The nominal capital 

as reduced is to be increased to ` 6,50,000 for preference share capital and ` 

7,50,000 for equity share capital. 

Solution 

In the books of Rebuilt Ltd. 

Journal Entries 

 Particulars  Debit Credit 

   (` ) (` ) 

1. Equity share capital A/c (` 50) Dr. 7,50,000  

   To Equity share capital A/c (` 2.50)   37,500 
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   To Capital reduction A/c   7,12,500 

 (Being equity capital reduced to nominal value 

of ` 2.50 each) 

   

2. Bank A/c Dr. 1,12,500  

   To Equity share capital   1,12,500 

 (Being 3 right shares against each share was 

issued and subscribed) 

   

3. 7% Preference share capital A/c (` 50) Dr. 6,00,000  

 Capital reduction A/c  Dr. 60,000  

   To 5% Preference share capital (` 10)   4,80,000 

   To equity share capital (` 50)   1,80,000 

 (Being 7% preference shares of ` 50 each 

converted to 5% preference shares of ` 10 each 

and also given to them 6 equity shares for every 

share held) 

   

4. Loan A/c Dr. 1,50,000  

   To 5% Preference share capital A/c   1,20,000 

   To Equity share capital A/c   30,000 

 (Being loan to the extent of ` 1,50,000 converted 

into share capital) 

   

5. Bank A/c Dr. 1,00,000  

   To Equity share application money A/c   1,00,000 

 (Being shares subscribed by the directors)    

6. Equity share application money A/c Dr.  1,00,000  

   To Equity share capital A/c   1,00,000 

 (Being application money transferred to capital 

A/c) 

   

7. Loan A/c Dr. 2,00,000  

   To Bank A/c   2,00,000 

 (Being loan repaid)    

8. Capital reduction A/c Dr. 6,52,500  

   To Profit and loss A/c   4,51,000 
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   To Plant A/c   35,000 

   To Trademarks and Goodwill A/c (Bal.fig.)   1,66,500 

 (Being losses and assets written off to the extent 

required) 

   

Balance sheet of Rebuilt Ltd. (and reduced) 

as on 31.3.20X1 

Particulars Notes `  

Equity and Liabilities  

1 Shareholders' funds  

a Share capital 1 10,60,000 

2 Non-current liabilities  

a Long-term borrowings 2,23,000  

3 Current liabilities  

a Trade Payables 2,07,000  

b Other current liabilities    35,000 

Total 15,25,000 

Assets  

1 Non-current assets  

a Fixed assets  

Tangible assets 2 6,33,000  

Intangible assets 3 1,51,500  

2 Current assets  

a Inventories 4,00,000 

b Trade receivables 3,28,000 

c Cash and cash equivalents 4     12,500 

Total 15,25,000  

Notes to accounts 

`  

1 Share Capital  

Authorised capital:   
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65,000 Preference shares of ` 10 each 6,50,000  

3,00,000 Equity shares of ` 2.50 each 7,50,000 14,00,000 

Issued, subscribed and paid up:   

1,80,000 equity shares of ` 2.5 each 4,60,000  

60,000, 5% Preference shares of ` 10 each 6,00,000  10,60,000 

2 Tangible assets  

Building at cost less depreciation 4,00,000  

Plant at cost less depreciation 2,33,000 6,33,000 

3. Intangible assets   

Trademarks and goodwill  1,51,500 

4 Cash and cash equivalents  

Bank (1,12,500+1,00,000-2,00,000)  12,500 

Illustration 5 

Repair Ltd. is in the hands of a receiver for debenture holders who holds a charge 

on all assets except uncalled capital.  The following statement shows the position as 

regards creditors as on 30th June, 20X1: 

Liabilities `  Assets `  

6,000 shares of ` 60 each,  Property, machinery  

` 30 paid up  and plant etc. (Cost  

First debentures 3,00,000 ` 3,90,000)  

Second debentures 6,00,000 Estimated at 1,50,000 

Unsecured trade payables 4,50,000 Cash in hand of  

  the receiver 2,70,000 

  Charged under debentures 4,20,000 

  Uncalled capital 1,80,000 

   6,00,000 

   Deficiency 7,50,000 

 13,50,000  13,50,000 

A holds the first debentures for ` 3,00,000 and second debentures for ` 3,00,000.  

He is also an unsecured creditor for ` 90,000. B holds second debentures for  

` 3,00,000 and is an unsecured trade payables for ` 60,000. 
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The following scheme of reconstruction is proposed: 

1. A is to cancel ` 2,10,000 of the total debt owing to him, to bring ` 30,000 in 

cash and to take first debentures (in cancellation of those already issued to 

him) for ` 5,10,000 in satisfaction of all his claims. 

2. B is to accept ` 90,000 in cash in satisfaction of all claims by him. 

3. In full settlement of 75% of the claim, unsecured creditors (other than A and B) 

agreed to accept four shares of ` 7.50 each, fully paid against their claim for 

each share of ` 60.  The balance of 25% is to be postponed and to be payable 

at the end of three years from the date of Court’s approval of the scheme.  The 

nominal share capital is to be increased accordingly. 

4. Uncalled capital is to be called up in full and ` 52.50 per share cancelled, thus 

making the shares of ` 7.50 each. 

Assuming that the scheme is duly approved by all parties interested and by the 

Court, give necessary journal entries. 

Solution 

Journal Entries 

Particulars  Debit Credit 

  (` ) (` ) 

First debentures A/c Dr. 3,00,000  

Second debentures A/c Dr. 3,00,000  

Unsecured creditors A/c Dr. 90,000  

 To A’s A/c   6,90,000 

(Being A’s total liability ascertained)    

A’s A/c Dr. 2,10,000  

 To Capital reduction A/c   2,10,000 

(Being cancellation of debt upto ` 2,10,000)    

Bank A/c Dr. 30,000  

 To A’s A/c   30,000 

(Being cash received in course of settlement)    

A’s A/c Dr. 5,10,000  

 To First debentures A/c   5,10,000 

(Being liability of A, discharged against first 

debentures) 
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Second debentures A/c Dr. 3,00,000  

Unsecured creditors A/c Dr. 60,000  

 To B’s A/c   3,60,000 

(Being B’s liability ascertained)    

B’s A/c  Dr. 3,60,000  

 To Bank A/c   90,000 

 To Capital reduction A/c   2,70,000 

(Being B’s liability discharged)    

Unsecured trade payables A/c Dr. 3,00,000  

 To Equity share capital A/c   1,12,500 

 To Loan (Unsecured) A/c   75,000 

 To Capital reduction A/c   1,12,500 

(Being settlement of unsecured creditors)    

Share call A/c Dr. 1,80,000  

 To Share capital A/c   1,80,000 

(Being final call money due)    

Bank A/c Dr. 1,80,000  

 To Share call A/c   1,80,000 

(Being final call money received)    

Share capital A/c (Face value ` 60) Dr. 3,60,000  

 To Share capital (Face value ` 7.50)   45,000 

 To Capital reduction A/c   3,15,000 

(Being share capital reduced to ` 7.50 each)    

Capital reduction A/c Dr. 8,70,000  

 To Profit and loss A/c   8,70,000 

(Being reconstruction surplus used to write off 

losses) 

   

Working Notes: 

1. Settlement of claim of remaining unsecured creditors `  

 75% of ` 3,00,000    2,25,000 

 Considering their claim for share of ` 60 each    
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 2,25,000/60 =3,750 shares    

 Less: Number of shares to be issued    

 3,750 x 4= 15,000 shares of ` 7.5 each    

 Total value= 15,000 x 7.50   (1,12,500) 

 Transferred to Capital reduction A/c   1,12,500 

2. Ascertainment of profit and loss account’s debit balance at the time of 

reconstruction. 

 `  `  

Asset   

Fixed assets 3,90,000  

Cash 2,70,000 6,60,000 

Less: Capital & Liabilities:   

 Share capital 1,80,000  

 1st Debenture 3,00,000  

 2nd Debenture 6,00,000  

 Unsecured trade payables 4,50,000 (15,30,000) 

Profit and loss A/c (Debit balance)  (8,70,000) 

Illustration 6 

The Balance Sheet of Vaibhav Ltd. as on 31st March 20X1 is as follows: 

Liabilities ` Assets ` 

Equity Shares of ` 100 each  2,00,00,000 Fixed Assets 2,50,00,000 

6%, Cumulative Preference 

Shares of ` 100 each 
1,00,00,000 

Investments 

(Market Value  

` 19,00,000) 

20,00,000 

5% Debentures of ` 100 each 80,00,000 Current Assets 2,00,00,000 

Sundry Creditors 1,00,00,000 P & L A/c 12,00,000 

Provision for taxation     2,00,000   

TOTAL 4,82,00,000 TOTAL 4,82,00,000 
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The following scheme of Internal Reconstruction is sanctioned: 

(i) All the existing equity shares are reduced to ` 40 each. 

(ii)  All preference shares are reduced to ` 60 each. 

(iii)  The rate of Interest on Debentures increased to 6%. The Debenture holders 

surrender their existing debentures of ` 100 each and exchange the same for 

fresh debentures of ` 70 each for every debenture held by them. 

(iv)  Fixed assets are to be written down by 20%. 

(v)  Current assets are to be revalued at ` 90,00,000. 

(vi)  Investments are to be brought to their market value. 

(vii) One of the creditors of the company to whom the company owes  

` 40,00,000 decides to forgo 40% of his claim. The creditor is allotted with 

60000 equity shares of ` 40 each in full and final settlement of his claim. 

(viii) The taxation liability is to be settled at ` 3,00,000. 

(ix)  It is decided to write off the debit balance of Profit & Loss A/c. 

Pass journal entries and show the Balance Sheet of the company after giving effect 

to the above.   

Solution 

Journal Entries in the books of Vaibhav Ltd. 

  ` ` 

(i) Equity share capital (` 100) A/c    Dr. 2,00,00,000  

  To Equity Share Capital (` 40) A/c  80,00,000 

  To Capital Reduction A/c  1,20,00,000 

 (Being conversion of equity share capital of  

` 100 each into `40 each as per reconstruction 

scheme) 

  

(ii) 6% Cumulative Preference Share capital  

(` 100) A/c             Dr. 

1,00,00,000  

  To 6% Cumulative Preference Share 

 Capital (` 60)A/c 

 60,00,000 

  To Capital Reduction A/c  40,00,000 

 (Being conversion of 6% cumulative preference 

shares capital of ` 100 each into  

` 60 each as per reconstruction scheme) 
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(iii) 5% Debentures (` 100) A/c    Dr.  80,00,000  

  To 6% Debentures (` 70) A/c  56,00,000 

  To Capital Reduction A/c  24,00,000 

 (Being 6% debentures of ` 70 each issued to 

existing 5% debenture holders. The balance 

transferred to capital reduction account as per 

reconstruction scheme) 

  

(iv) Sundry Creditors A/c      Dr. 40,00,000  

  To Equity Share Capital (` 40) A/c  24,00,000 

  To Capital Reduction A/c   16,00,000 

 (Being a creditor of ` 40,00,000 agreed to 

surrender his claim by 40% and was allotted 

60,000 equity shares of ` 40 each in full 

settlement of his dues as per reconstruction 

scheme) 

  

(v) Provision for Taxation A/c    Dr. 2,00,000  

 Capital Reduction A/c     Dr. 1,00,000  

  To Liability for Taxation A/c  3,00,000 

 (Being conversion of the provision for taxation 

into liability for taxation for settlement of the 

amount due) 

  

(vi) Capital Reduction A/c     Dr. 199,00,000  

  To P & L A/c  12,00,000 

  To Fixed Assets A/c  50,00,000 

  To Current Assets A/c  110,00,000 

  To Investments A/c  1,00,000 

  To Capital Reserve A/c (Bal. fig.)  26,00,000 

 (Being amount of Capital Reduction utilized in 

writing off P & L A/c (Dr.) Balance, Fixed Assets, 

Current Assets, Investments and the Balance 

transferred to Capital Reserve) 

  

(vii) Liability for Taxation A/c      Dr. 3,00,000  

  To Current Assets (Bank A/c)  3,00,000 

 (Being the payment of tax liability)   
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Balance Sheet of Vaibhav Ltd. (After Reconstruction) as on 31st March, 20X1 

  Particulars Notes ` 

  Equity and Liabilities   

1  Shareholders' funds   

 a Share capital 1 164,00,000 

 b Reserves and Surplus 2 26,00,000 

2  Non-current liabilities   

  Long-term borrowings 3 56,00,000 

3  Current liabilities   

  Trade Payables (1,00,00,000 less 40,00,000)   60,00,000 

  Total  3,06,00,000 

  Assets   

1  Non-current assets   

 a Fixed assets   

  Tangible assets 4 200,00,000 

 b Investments 5 19,00,000 

2  Current assets 6 87,00,000 

  Total  3,06,00,000 

Notes to accounts 

   `  

1. Share Capital   

 Equity share capital   

 Issued, subscribed and paid up   

 

2,60,000 equity shares of ` 40 each  

(of the above 60,000 shares have been 

issued for consideration other than cash) 

 1,04,00,000 

 Preference share capital   

 Issued, subscribed and paid up   

 
1,00,000 6% Cumulative Preference shares of  

` 60 each 
 60,00,000 

 Total  1,64,00,000 

© The Institute of Chartered Accountants of India



 

 

7.27 

 
INTERNAL RECONSTRUCTION OF COMPANIES 

2. Reserves and Surplus   

 Capital Reserve  26,00,000 

3. Long-term borrowings   

 Secured   

 6% Debentures  56,00,000 

4. Tangible assets   

 Fixed Assets 2,50,00,000  

 Adjustment under scheme of reconstruction (50,00,000) 2,00,00,000 

5. Investments 20,00,000  

 Adjustment under scheme of reconstruction (1,00,000) 19,00,000 

6. Current assets   

 

Adjustment under scheme of reconstruction 

 

Taxation liability paid 

2,00,00,000 

110,00,000 

90,00,000 

(3,00,000) 

 

 

 

87,00,000 

Working Note: 

Capital Reduction Account 

To  Liability for taxation A/c 1,00,000 By Equity share 

capital 

1,20,00,000 

To  P & L A/c 12,00,000 By  6% Cumulative 

 preferences      

 

To  Fixed Assets 50,00,000  Share capital 40,00,000 

To  Current assets 1,10,00,000 By  5% Debentures 24,00,000 

To  Investment 1,00,000 By  Sundry creditors 16,00,000 

To  Capital Reserve (Bal. 

fig.) 

   

26,00,000 

   

 2,00,00,000  2,00,00,000 

Illustration 7 

Following is the Summary Balance Sheet of ABC Ltd. as at 31st March, 20X1:   

Liabilities `  Assets `  

Share capital:  Plant and machinery 9,00,000 
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2,00,000 Equity shares of   Furniture and fixtures 2,50,000 

`  10 each fully paid up 20,00,000 Patents and copyrights  70,000 

6,000 8% Preference 

shares of `  100 each  

 

6,00,000 

Investments (at cost) 

(Market value ` 55,000) 

68,000 

9% Debentures 12,00,000 Inventory 14,00,000 

Bank overdraft 1,50,000 Trade receivables 14,39,000 

Trade payables 5,92,000 Cash and bank balance 10,000 

   Profit and Loss A/c  4,05,000 

 45,42,000  45,42,000 

The following scheme of reconstruction was finalised: 

(i) Preference shareholders would give up 30% of their capital in exchange for 

allotment of 11% Debentures to them. 

(ii) Debentureholders having charge on plant and machinery would accept plant 

and machinery in full settlement of their dues. 

(iii) Inventory equal to ` 5,00,000 in book value will be taken over by trade 

payables in full settlement of their dues. 

(iv) Investment value to be reduced to market price. 

(v) The company would issue 11% Debentures for ` 3,00,000 and augment its 

working capital requirement after settlement of bank overdraft. 

Pass necessary Journal Entries in the books of the company.  Prepare Capital 

Reduction account and Balance Sheet of the company after internal reconstruction.  

Solution 

In the Books of ABC Ltd. 

Journal Entries 

Particulars  `  `  

8% Preference share capital A/c Dr. 6,00,000  

 To Preference shareholders A/c   4,20,000 

 To Capital reduction A/c   1,80,000 

[Being 30% reduction in liability of preference share 

capital] 

   

Preference shareholders A/c Dr. 4,20,000  

 To 11% Debentures A/c   4,20,000 

[Being the issue of debentures to preference 

shareholders] 
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9% Debentures A/c Dr. 12,00,000  

 To Debenture holders A/c   12,00,000 

[Being transfer of 9% debentures to debenture 

holders A/c] 

   

Debenture holders A/c Dr. 12,00,000  

 To Plant & machinery A/c   9,00,000 

 To Capital reduction A/c   3,00,000 

[Settlement of debenture holders by allotment of 

plant & machinery] 

   

Trade payables A/c Dr. 5,92,000  

 To Inventory A/c   5,00,000 

 To Capital reduction A/c   92,000 

[Being settlement of creditors by giving Inventories]    

Bank A/c Dr. 3,00,000  

 To 11% Debentures A/c   3,00,000 

[Being fresh issue of debentures]    

Bank overdraft A/c Dr. 1,50,000  

 To Bank A/c   1,50,000 

[Being settlement of bank overdraft]    

Capital reduction A/c Dr. 5,72,000  

 To Investment A/c   13,000 

 To Profit and loss A/c   4,05,000 

 To Capital reserve A/c   1,54,000 

[Being decrease in investment and profit and loss 

account (Dr. bal.); and balance of capital reduction 

account transferred to capital reserve] 

   

Capital Reduction Account 

  `    `  

To Investments A/c 13,000 By Preference share 

capital A/c 

1,80,000 

To Profit and loss A/c 4,05,000 By 9% Debenture holders 

A/c 

3,00,000 

To  Capital reserve A/c 1,54,000 By Trade payables A/c    92,000 

  5,72,000   5,72,000 
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Balance Sheet of ABC Ltd. (And Reduced) 

As on 31st March 20X1 

Particulars Note No `  

I. Equity and Liabilities   

   (1) Shareholder's Funds   

        (a) Share Capital 1 20,00,000 

        (b) Reserves and Surplus 2 1,54,000 

  (2) Non-Current Liabilities   

       (a) Long-term borrowings 3 7,20,000 

Total  28,74,000 

II. Assets   

   (1) Non-current assets   

        (a) Fixed assets 4  

             Tangible assets   2,50,000 

             Intangible assets   70,000 

        (b) Non-current investments 5 55,000 

   (2) Current assets   

        (a) Current investments   

        (b) Inventories (` 14,00,000 – ` 5,00,000)  9,00,000 

        (c) Trade receivables  14,39,000 

        (d) Cash and cash equivalents   

              Cash at Bank (W. N.)  1,60,000 

Total  28,74,000 

Notes to Accounts 

  `  

1. Share Capital   

 2,00,000 Equity shares of ` 10 each fully paid-up  20,00,000  

2. Reserve and Surplus   

      Capital Reserve   1,54,000  

3. Long Term Borrowings   

      11% Debentures (` 4,20,000 + ` 3,00,000)    7,20,000  
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4. Fixed Assets   

 (i) Tangible assets   

      Plant & machinery        9,00,000  

 

     Less: Adjustment on scheme of reconstruction  

  dated           9,00,000         -    

      Furniture & fixtures   2,50,000  

 (ii) Intangible assets   

      Patents & copyrights      70,000  

   3,20,000  

5. Non Current Investments   

 Investments (`  68,000 – `  13,000)      55,000  

Working Note: 

Cash at bank = Opening balance + 11% Debentures issued – Bank overdraft paid 

    = ` 10,000 + ` 3,00,000 – ` 1,50,000 = ` 1,60,000 

Illustration 8 

The Summarised Balance Sheet of Revise Limited as at 31st March, 20X1 was as 

follows : 

Liabilities `  Assets `  

Authorised and subscribed capital:  Fixed Assets :  

10,000 Equity shares of  Machineries 1,00,000 

`  100 each fully paid 10,00,000 Current assets :  

Unsecured Loans :  Inventory 3,20,000 

12% Debentures 2,00,000 Trade receivables 2,70,000 

Accrued interest 24,000 Bank 30,000 

Current liabilities   Profit and loss account 6,00,000 

Trade payables- 72,000   

Provision for income tax 24,000   

 13,20,000  13,20,000 

It was decided to reconstruct the company for which necessary resolution was 

passed and sanctions were obtained from appropriate authorities. Accordingly, it 

was decided that: 

(a) Each share is sub-divided into ten fully paid up equity shares of ` 10 each. 
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(b) After sub-division, each shareholder shall surrender to the company 50% of his 

holding, for the purpose of re-issue to debenture holders and trade payables as 

necessary. 

(c) Out of shares surrendered, 10,000 shares of ` 10 each shall be converted into 

12% preference shares of ` 10 each, fully paid up. 

(d) The claims of the debenture-holders shall be reduced by 75 per cent. In 

consideration of the reduction, the debenture holders shall receive preference 

shares of ` 1,00,000 which are converted out of shares surrendered. 

(e) Trade payables claim shall be reduced to 50 per cent, it is to be settled by the 

issue of equity shares of ` 10 each out of shares surrendered. 

(f) Balance of profit and loss account to be written off. 

(g) The shares surrendered and not re-issued shall be cancelled. 

You are required to show the journal entries giving effect to the above and the resultant 

Balance Sheet. 

Solution 

  Dr. Cr. 

  `  `  

Equity Share Capital (`  100) A/c Dr. 10,00,000  

 To Share Surrender A/c   5,00,000 

 To Equity Share Capital (`  10) A/c   5,00,000 

(Subdivision of 10,000 equity shares of `  100 each 

into 1,00,000 equity shares of `  10 each and 

surrender of 50,000 of such subdivided shares as 

per capital reduction scheme) 

   

12% Debentures A/c Dr. 1,50,000  

Accrued Interest A/c Dr. 18,000  

 To Reconstruction A/c   1,68,000 

(Transferred 75% of the claims of the 

debentureholders to reconstruction account in 

consideration of which 12% preference shares are 

being issued out of share surrender account as per 

capital reduction scheme) 
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Trade payables A/c Dr. 72,000  

 To Reconstruction A/c   72,000 

(Transferred claims of the trade payables to 

reconstruction account, 50% of which is being clear 

reduction and equity shares are being issued in 

consideration of the balance) 

   

Share Surrender A/c Dr. 5,00,000  

 To 12% Preference Share Capital A/c   1,00,000 

 To Equity Share Capital A/c   36,000 

 To Reconstruction A/c   3,64,000 

(Issued preference and equity shares to discharge 

the claims of the debenture holders and the trade 

payables respectively as a per scheme and the 

balance in share surrender account is being 

transferred to reconstruction account) 

   

Reconstruction A/c Dr. 6,04,000  

 To Profit and Loss A/c   6,00,000 

 To Capital Reserve A/c   4,000 

(Adjusted debit balance of profit and loss account 

against the reconstruction account and the balance 

in the latter is being transferred to capital reserve) 

   

Balance Sheet of Revise Limited (and reduced) as on... 

Particulars Note No. `  

I. Equity and Liabilities    

   (1) Shareholder's Funds    

        (a) Share Capital 1 6,36,000  

        (b) Reserves and Surplus 2   4,000  

   (2) Non-Current Liabilities    

        (a) Long-term borrowings 3 50,000  

  (3) Current Liabilities    

       (a) Other current liabilities 4   6,000  
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       (b) Short-term provisions 5 24,000  

Total  7,20,000  

II. Assets    

   (1) Non-current assets    

        (a) Fixed assets   

    (i) Tangible assets 6 1,00,000  

   (2) Current assets    

        (a) Current investments    

        (b) Inventories  3,20,000  

        (c) Trade receivables     2,70,000  

        (d) Cash and cash equivalents    30,000  

Total    7,20,000  

Notes to Accounts 

  `  

1. Share Capital   

 Equity Share Capital  

 Issued Capital : 53,600 Equity Shares of ` 10 each   5,36,000  

 Preference Share Capital  

 Preference Shares   1,00,000  

 

(Of the above shares all are allotted as fully paid up pursuant 

to capital reduction scheme by conversion of equity shares 

without payment being received in cash)   

   6,36,000 

2. Reserve and Surplus   

 Capital Reserve 4,000  

3. Long-term borrowings   

 Unsecured Loans   

  12% Debentures   50,000  
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4. Other current liabilities   

 Accrued interest   6,000  

5. Short-term provisions   

 Provision for Income-tax  24,000  

6. Tangible assets   

 Machineries   1,00,000  

SUMMARY 

1. Reconstruction is a process by which affairs of a company are reorganized by 

revaluation of assets, reassessment of liabilities and by writing off the losses 

already suffered by reducing the paid up value of shares and/or varying the 

rights attached to different classes of shares. 

2. Reconstruction account is a new account opened to transfer the sacrifice 

made by the shareholders for that part of capital which is not represented by 

lost assets. 

3. Reconstruction account is utilized for writing-off fictitious assets, writing 

down over-valued fixed assets, recording new liability etc. 

4. If some credit balance remains in the reconstruction account, the same 

should be transferred to the capital reserve account. 

5. Methods of Internal reconstruction : 

• Alteration of share capital :  

 Sub-divide or consolidate shares into smaller or higher  

Denomination 

 Conversion of share into stock or vice-versa 

• Variation of shareholders’ rights :  

 Only the specific rights are changed. There is no change in the 

amount of capital. 

• Reduction of share capital 

• Compromise, arrangements etc. 

• Surrender of Shares. 
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TEST YOUR KNOWLEDGE  

MCQs 

1. When the object of reconstruction is usually to re-organise capital or to 

compound with creditors or to effect economies then such type of 

reconstruction is called 

(a) Internal reconstruction with liquidation 

(b) Internal reconstruction without liquidation of the company 

(c) External reconstruction 

2. The accumulated losses under scheme of internal reconstruction are written 

off against 

 (a) Capital Reduction account 

 (b) Share Capital account 

 (c) Shareholders’ account 

3. A process of reconstruction, which is carried out without liquidating the 

company and forming a new one is called 

(a) Internal reconstruction. 

(b) External reconstruction. 

(c) Amalgamation. 

4. Reconstruction is a process by which affairs of a company are reorganized by 

(a) Revaluation of assets and Reassessment of liabilities. 

(b) Writing off the losses already suffered by reducing the paid up value of 

shares and/or varying the rights attached to different classes of shares. 

(c) Both (a) and (b) 

Theoretical Questions 

Question 1   

What are the methods of internal reconstruction generally followed by 

companies? 
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Practical Questions 

Question 1 

Green Limited had decided to reconstruct the Balance Sheet since it has accumulated 

huge losses. The following is the summarized Balance Sheet of the Company on 

31.3.20X1 before reconstruction: 

Liabilities `  Assets `  

Share Capital:  Fixed Assets:  

Authorised:  Goodwill 20,00,000 

1,50,000 Equity Shares of `  50 

each 

75,00,000 Building 10,00,000 

Subscribed and Paid up Capital:  Plant 10,00,000 

50,000 Equity Shares of `  50 

each 

25,00,000 Computers 25,00,000 

1,00,000 Equity Shares of `  50   Investments Nil 

each, `  40 per share paid up 40,00,000 Current Assets Nil 

Secured Loans:  Profit and Loss 

A/c-Loss 

20,00,000 

12% First Debentures 5,00,000   

12% Second Debentures 10,00,000   

Current Liabilities:    

Trade payables 5,00,000   

 85,00,000  85,00,000 

The following is the interest of Mr. X and Mr. Y in Green Limited: 

 Mr. X Mr. Y 

 `  `  

12% First Debentures 3,00,000 2,00,000 

12% Second Debentures 7,00,000 3,00,000 

Trade payables 2,00,000 1,00,000 

 12,00,000 6,00,000 

Fully paid up `  50 shares 3,00,000 2,00,000 
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Parly paid up shares (`  40 paid up) 5,00,000 5,00,000 

The following Scheme of Reconstruction is approved by all parties interested and 

also by the Court: 

(a) Uncalled capital is to be called up in full and such shares and the other fully 

paid up shares be converted into equity shares of `  20 each. 

(b) Mr. X is to cancel ` 7,00,000 of his total debt (other than share amount) and 

to pay ` 2 lakhs to the company and to receive new 14% First Debentures for 

the balance amount. 

(c) Mr. Y is to cancel ` 3,00,000 of his total debt (other than equity shares) and to 

accept new 14% First Debentures for the balance. 

(d) The amount thus rendered available by the scheme shall be utilised in writing 

off of Goodwill, Profit and Loss A/c Loss and the balance to write off the 

value of computers. 

You are required to draw the Journal Entries to record the same and also show 

the Balance Sheet of the reconstructed company.  

Question 2 

The following is the summarised Balance Sheet of Weak Ltd. as on 31.3.20X1: 

Liabilities `  Assets `  

Equity shares of ` 100 each 1,00,00,000 Fixed assets 1,25,00,000 

12% cumulative preference 

shares of ` 100 each 

50,00,000 Investments (Market 

value ` 9,50,000) 

10,00,000 

10% debentures of ` 100 

each 

40,00,000 Current assets 1,00,00,000 

Trade payables 50,00,000 P & L A/c 6,00,000 

Provision for taxation 1,00,000   

 2,41,00,000  2,41,00,000 

The following scheme of reorganization is sanctioned: 

(i) All the existing equity shares are reduced to ` 40 each. 

(ii) All preference shares are reduced to ` 60 each. 
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(iii) The rate of interest on debentures is increased to 12%.  The debenture holders

surrender their existing debentures of ` 100 each and exchange the same for

fresh debentures of ` 70 each for every debenture held by them.

(iv) One of the creditors of the company to whom the company owes ` 20,00,000

decides to forgo 40% of his claim.  He is allotted 30,000 equity shares of ` 40

each in full satisfaction of his claim.

(v) Fixed assets are to be written down by 30%.

(vi) Current assets are to be revalued at ` 45,00,000.

(vii) The taxation liability of the company is settled at ` 1,50,000.

(viii) Investments to be brought to their market value.

(ix) It is decided to write off the debit balance of Profit and Loss account.

Pass Journal entries and show the Balance sheet of the company after giving

effect to the above.

Question 3 

The following is the summarized Balance Sheet of X Ltd. as on 31st March, 20X1: 

Liabilities `  Assets `

12,000, 10% Preference shares 

of ` 100 each 12,00,000 

Goodwill 90,000 

24,000, Equity shares of ` 100 

each 

24,00,000 Land & building 12,00,000 

10% Debentures 6,00,000 Plant & machinery 18,00,000 

Bank overdraft 6,00,000 Inventories 2,60,000 

Trade payables 3,00,000 Trade receivables 2,80,000 

Cash 30,000 

Profit & Loss Account 14,40,000 

51,00,000 51,00,000 

On the above date, the company adopted the following scheme of reconstruction: 

(i) The equity shares are to be reduced to shares of ` 40 each fully paid and the

preference shares to be reduced to fully paid shares of ` 75 each.

(ii) The debenture holders took over Inventories and Trade receivables in full

satisfaction of their claims.
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(iii) The Land and Building to be appreciated by 30% and Plant and machinery to 

be depreciated by 30%. 

(iv) The debit balance of profit and loss account and intangible assets are to be 

eliminated. 

(v) Expenses of reconstruction amounted to ` 5,000. 

Give journal entries incorporating the above scheme of reconstruction and 

prepare the reconstructed Balance Sheet.  

Question 4 

The following scheme of reconstruction has been approved for Win Limited: 

(i) The shareholders to receive in lieu of their present holding at 1,00,000 shares 

of ` 10 each, the following:  

(a) New fully paid ` 10 Equity shares equal to 3/5th of their holding. 

(b) 10% Preference shares fully paid to the extent of 1/5th of the above new 

equity shares. 

(c) ` 40,000, 8% Debentures. 

(ii) An issue of ` 1 lakh 10% first debentures was made and allotted, payment for 

the same being received in cash forthwith. 

(iii) Goodwill which stood at ` 1,40,000 was completely written off. 

(iv) Plant and machinery which stood at ` 2,00,000 was written down to ` 

1,50,000. 

(v) Freehold property which stood at ` 1,50,000 was written down by ` 50,000. 

You are required to draw up the necessary Journal entries in the Books of Win 

Limited for the above reconstruction.  Suitable narrations to Journal entries 

should form part of your answer. 

ANSWER/HINTS 

MCQs 

[1. (b), 2. (a), 3. (a), 4. (c)] 

Theoretical Questions 

1. Methods of Internal reconstruction : 

• Sub-division or consolidation of shares into smaller or higher  
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Denomination and Conversion of share into stock or vice-versa 

• Variation of shareholders’ rights :  

• Reduction of share capital 

• Compromise, arrangements etc. 

• Surrender of Shares. 

Practical Questions 

Answer 1 

Green Limited 

Journal Entries 

    Dr. Cr. 

    `  `  

Bank Account Dr. 10,00,000 

  To Equity Share Capital Account   10,00,000 

(Balance of ` 10 per share on 1,00,000 equity shares 

called up as per reconstruction scheme) 

Equity Share Capital Account (` 50) Dr. 75,00,000 

  To Equity Share Capital Account (` 20)   30,00,000 

  To Capital Reduction Account   45,00,000 

(Reduction of equity shares of ` 50 each to  

shares of `  20 each as per reconstruction scheme) 

12% First Debentures Account Dr. 3,00,000 

12% Second Debentures Account Dr. 7,00,000 

Trade payables Account Dr. 2,00,000 

  To X   12,00,000 

(The total amount due to X, transferred to  

his account) 

Bank Account Dr. 2,00,000 

  To X   2,00,000 

(The amount paid by X under the reconstruction  

scheme) 
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12% First Debentures Account Dr. 2,00,000 

12% Second Debentures Account Dr. 3,00,000 

Trade payables Account Dr. 1,00,000 

  To Y 6,00,000 

(The total amount due to Y, transferred to 

his account) 

Y Dr. 6,00,000 

To 14% First Debentures Account 3,00,000 

  To Capital Reduction Account 3,00,000 

(The amount due to Y discharged by issue of 

14% first debentures) 

X Dr. 14,00,000 

To 14% First Debentures Account 7,00,000 

  To Capital Reduction Account 7,00,000 

(The cancellation of `  7,00,000 out of total debt of 

Mr. X and issue of 14% first debentures for the balance 

amount as per reconstruction scheme) 

Capital Reduction Account Dr. 55,00,000 

To Goodwill Account 20,00,000 

To Profit and Loss Account 20,00,000 

To Computers Account 15,00,000 

(The balance amount of capital reduction account utilised in  

writing off goodwill, profit and loss account, and computers 

Working Note
Balance Sheet of Green Limited (and reduced) as on 

31st March, 20X1 

Particulars Notes `

Equity and Liabilities 

1  Shareholders' funds 

a Share capital 1 30,00,000 
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2 Non-current liabilities 

a Long-term borrowings 2 10,00,000 

3 Current liabilities 

a Trade Payables 2,00,000 

Total 42,00,000 

Assets 

1 Non-current assets 

a Fixed assets 

Tangible assets 3 30,00,000 

2 Current assets 

Cash and cash equivalents 12,00,000 

Total 42,00,000 

Notes to accounts 

`

1. Share Capital

Equity share capital

Issued, subscribed and paid up 

1,50,000 equity shares of `  20 each 30,00,000 

Total 30,00,000 

2. Long-term borrowings

Secured

14% First Debentures 10,00,000 

Total 10,00,000 

3. Tangible assets

Building 10,00,000 

Plant 10,00,000 

Computers 10,00,000 

Total 30,00,000 
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Working Note: 

Capital Reduction Account 

 `   `  

To Goodwill A/c 20,00,000 By Equity Share Capital A/c 45,00,000 

To P & L A/c 20,00,000 By  X 7,00,000 

To Computers (Bal. Fig.) 15,00,000 By  Y 3,00,000 

 55,00,000  55,00,000 

Answer 2 

Journal Entries in the books of Weak Ltd.  

  `  `  

(i) Equity share capital (` 100) A/c         Dr. 1,00,00,000  

  To Equity Share Capital (` 40) A/c  40,00,000 

  To Capital Reduction A/c  60,00,000 

 (Being conversion of equity share capital of  

` 100 each into ` 40 each as per reconstruction 

scheme) 

  

(ii) 12% Cumulative Preference Share capital  

(` 100) A/c            Dr. 

50,00,000  

      To 12% Cumulative Preference Share 

     Capital (` 60) A/c 

 30,00,000 

      To Capital Reduction A/c  20,00,000 

 (Being conversion of 12% cumulative preference 

share capital of ` 100 each into ` 60 each as per 

reconstruction scheme) 

  

(iii) 10% Debentures A/c                 Dr.  40,00,000  

  To 12% Debentures A/c  28,00,000 

  To Capital Reduction A/c  12,00,000 

 (Being 12% debentures issued to 10% 

debenture-holders for 70% of their claims. The 

balance transferred to capital reduction account 

as per reconstruction scheme) 
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(iv) Trade payables A/c                 Dr. 20,00,000  

  To Equity Share Capital A/c  12,00,000 

  To Capital Reduction A/c   8,00,000 

 (Being a creditor of ` 20,00,000 agreed to 

surrender his claim by 40% and was allotted 

30,000 equity shares of ` 40 each in full 

settlement of his dues as per reconstruction 

scheme) 

  

(v) Provision for Taxation A/c                     Dr. 1,00,000  

 Capital Reduction A/c                      Dr. 50,000  

  To current assets(bank A/c) A/c  1,50,000 

 (Being liability for taxation settled)   

(vi) Capital Reduction A/c               Dr. 99,00,000  

  To P & L A/c  6,00,000 

  To Fixed Assets A/c  37,50,000 

  To Current Assets A/c  55,00,000 

  To Investments A/c  50,000 

 (Being amount of Capital Reduction utilized in 

writing off P & L A/c (Dr.) Balance, Fixed Assets, 

Current Assets, Investments through capital 

reduction account) 

  

(vii) Capital Reduction A/c                        Dr 50,000  

  To capital Reserve A/c  50,000 

 (Being balance in capital reduction account 

transferred  to capital reserve account) 

  

Balance Sheet of Weak Ltd. (and reduced) as on 31.3.20X1 

  Particulars Notes `  

  Equity and Liabilities   

1  Shareholders' funds   

 a Share capital 1 82,00,000 

 b Reserves and Surplus 2 50,000 
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2  Non-current liabilities   

 a Long-term borrowings 3 28,00,000 

3  Current liabilities   

 a Trade Payables  30,00,000 

  Total  1,40,50,000 

  Assets   

1  Non-current assets   

 a Fixed assets   

  Tangible assets 4 87,50,000 

 b Investments 5 9,50,000 

2  Current assets 6 43,50,000 

  Total  1,40,50,000 

Notes to accounts 

   `  

1. Share Capital   

 Equity share capital   

 Issued, subscribed and paid up   

 1,30,000 equity shares of `  40 each  52,00,000 

 Preference share capital   

 Issued, subscribed and paid up   

 
50,000 12% Cumulative Preference shares of  

` 60 each 
 30,00,000 

 Total  82,00,000 

2. Reserves and Surplus   

 Capital Reserve  50,000 

3. Long-term borrowings   

 Secured   

 12% Debentures  28,00,000 

4. Tangible assets   

 Fixed Assets 1,25,00,000  

 Adjustment under scheme of reconstruction (37,50,000) 87,50,000 
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5. Investments 10,00,000  

 Adjustment under scheme of reconstruction (50,000) 9,50,000 

6. Current assets 45,00,000  

 Adjustment under scheme of reconstruction (1,50,000) 43,50,000 

Working Note: 

Capital Reduction Account 

 `   `  

To Current Asset 50,000 By  Equity share capital 60,00,000 

To P & L A/c 6,00,000 By 12% Cumulative  

preference share 

capital 

20,00,000 

To Fixed assets 37,50,000 By  10% Debentures 12,00,000 

To Current assets 55,00,000 By  Trade payables 8,00,000 

To Investment 50,000   

To Capital Reserve (bal. fig.)       50,000    

 1,00,00,000  1,00,00,000 

Answer 3 

In the books of X Ltd. 

Journal Entries 

31st  March, 20X1  `  `  

(i) Equity Share Capital A/c (`  100) Dr. 24,00,000  

  To Equity Share Capital A/c (` 40)   9,60,000 

  To Capital Reduction A/c   14,40,000 

 (Being 24,000 equity shares of ` 100 each 

reduced to ` 40 each fully paid up) 

   

(ii) 10% Preference Share Capital A/c (` 100) Dr. 12,00,000  

  To 10% Preference Share Capital A/c (` 75)   9,00,000 

  To Capital Reduction A/c   3,00,000 

 (Being 12,000 Preference shares of ` 100 each 

reduced to ` 75 each fully paid up) 

   

(iii) 10% Debentures A/c Dr. 6,00,000  

  To Inventories A/c   2,60,000 

© The Institute of Chartered Accountants of India



 

 

 

7. 48 

 

ADVANCED ACCOUNTING 

  To Trade receivables A/c   2,80,000 

  To Capital Reduction A/c   60,000 

 (Being debenture holders given Inventories and 

Trade receivables in full settlement of their 

claims) 

   

(iv) Land & Building A/c  Dr. 3,60,000  

  To Capital Reduction A/c   3,60,000 

 (Being Land & Building appreciated by 30%)    

(v) Capital reduction A/c Dr. 5,000  

  To Cash A/c   5,000 

 (Being expenses of reconstruction paid)    

(vi) Capital Reduction A/c Dr. 20,70,000  

  To Goodwill A/c   90,000 

  To Profit and Loss A/c   14,40,000 

  To Plant & Machinery A/c   5,40,000 

 (Being various losses written off, assets written 

down through Capital Reserve A/c ) 

   

(vii) Capital Reduction Dr. 85,000  

  To Capital Reserve A/c (Bal. Fig.)   85,000 

 (Being balance in Capital Reduction A/c 

transferred to Capital Reserve A/c) 

   

Balance Sheet (And Reduced) of X Ltd. 

as at 31st March, 20X1 

  Particulars Notes No. `  

  Equity and Liabilities   

1  Shareholders' funds   

 a Share capital 1 18,60,000 

 b Reserves and Surplus 2 85,000 

2  Current liabilities   

 a Trade Payables  3,00,000 
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 b Short term borrowings  6,00,000 

  Total  28,45,000 

  Assets   

1  Non-current assets   

 a Fixed assets   

  Tangible assets 3 28,20,000 

2  Current assets   

  Cash and cash equivalents (30,000 -5,000)  25,000 

  Total  28,45,000 

Notes to accounts 

   `  

1. Share Capital   

 Equity share capital   

 24,000 equity shares of ` 40 each fully paid up  9,60,000 

 Preference share capital   

 
12,000, 10% Preference shares of ` 75 each 

 fully paid up 
 9,00,000 

 Total  18,60,000 

2. Reserves and Surplus   

 Capital Reserve  85,000 

3. Tangible assets   

 Land and Building 15,60,000  

 Plant and Machinery 12,60,000  

 Total  28,20,000 

Answer 4 

Journal Entries 

  `  `  

Equity Share Capital (old) A/c Dr. 10,00,000  

 To Equity Share Capital (` 10) A/c    6,00,000 

 To 10% Preference Share Capital A/c   1,20,000 

 To 8% Debentures A/c   40,000 

 

© The Institute of Chartered Accountants of India



 

 

 

7. 50 

 

ADVANCED ACCOUNTING 

 To Capital Reduction A/c   2,40,000 

(Being new equity shares, 10% Preference 

Shares, 8% Debentures issued and the balance 

transferred to Reconstruction account as per 

the Scheme) 

   

Bank A/c Dr. 1,00,000  

 To 10% First Debentures A/c   1,00,000 

(Being allotment of 10% first Debentures)    

Capital Reduction  A/c Dr. 2,40,000  

 To Goodwill Account   1,40,000 

 To Plant and Machinery Account   50,000 

 To Freehold Property Account   50,000 

(Being Capital Reduction  Account utilized for 

writing off of Goodwill, Plant and Machinery 

and Freehold property as per the scheme) 
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LEARNING OUTCOMES 

After studying this chapter, you will be able to: 

 Understand the definition of Winding Up and its types. 

 Prepare Statement of Affairs as per the format prescribed 

by the Act. 

 Draw Deficiency account and will be able to point out the 

reasons for deficiency. 

 Distinguish between preferential payments and over-

riding preferential payments. 

 Set an order of payment of all obligations. 

 Prepare Liquidator’s Final Statement of account. 

 

 

 

 

CHAPTER 8 
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CHAPTER OVERVIEW 

 
1.  LIQUIDATION - INTRODUCTION 

A company comes into being through a legal process and also comes to an end by 

law. Liquidation is the legal procedure by which the company comes to an end. Thus 

a company being a creation of law cannot die a natural death. A company, when 

found necessary, can be liquidated.  

2.  DEFINITION OF WINDING UP 

As per Section 2 (94A) of the Companies Act, 2013, winding up means winding up 

under this Act or liquidation under the Insolvency and Bankruptcy Code, 2016, as 

applicable. 

 

Mode of Winding 
Up

On Inability to Pay 
Debts

Insolvency and 
Bankcrupcy Code 

with its Regulations

Grounds other than 
inability to pay debts

Companies Act, 
2013 with Court 

Rules

Voluntary winding 
up

Upto 31st March, 
2017

Companies Act, 
2013 with Court 

Rules

From 01st April, 
2017

Section 59 of the IBC 
Code with voluntary 
liquidation process 
Regulations, 2017.

Winding Up 
Includes

Winding up under Companies Act, 2013

Liquidation under Insolvency and Bankruptcy Code, 2016
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3. WINDING UP BY TRIBUNAL 

As per section 270, the provision of Part I should apply to the winding up of a 

company by the Tribunal under this Act. 

Circumstances in Which Company May be Wound Up by 

Tribunal [Section 271] 

4.  PETITION FOR WINDING UP [SECTION 272] 

• (a) The company has resolved that the company be wound up by the Tribunal. The company
has require to pass special resolution.

• (b) The company has acted against the interests of the sovereignty and integrity of India, the
security of the State, friendly relations with foreign States, public order, decency or morality

• (c) The Registrar or any other person authorised by the Central Government by notification
under this Act can make an application to tribunal. The Tribunal is of the opinion that the
affairs of the company have been conducted in a fraudulent manner or the company was
formed for fraudulent and unlawful purpose or the persons concerned in the formation or
management of its affairs have been guilty of fraud, misfeasance or misconduct in connection
therewith and that it is proper that the company be wound up.

• (d) The company has made a default in filing with the Registrar its financial statements or
annual returns for immediately preceding 5 consecutive financial years.

• (e) The Tribunal is of the opinion that it is just and equitable that the company should be
wound up.

Circumstances

Petition 
for 
Winding 
Up to 
Tribunal 
can be 
made by

The Company

Any Contributory or Contributories

The registrar

Any person authorized by Central Government in that behalf

In case affairs of the company have been conducted in a Fraudulent 
manner, by the Central Government or a State Government.
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Petition by Contributory 

 A contributory should be entitled to present a petition for the winding up of a 

company. 

 Shares in respect of which he is a contributory were either originally allotted to 

him or have been held by him for at least 6 months during the 18 months 

immediately before the commencement of the winding up and registered in his 

name or have transferred to him through the death of a former holder. 

 

Petition by Registrar 

The Registrar should be entitled to present a petition for winding up under section 

271, except on the grounds specified in section 271 (a) or (e). 

The Registrar should obtain the previous sanction of the Central Government to the 

presentation of a petition. The Central Government should not accord its sanction 

unless the company has been given a reasonable opportunity of making 

representations. 

Petition by Company  

A petition presented by the company for winding up before the Tribunal should be 

admitted only if accompanied by a statement of affairs in such form and in such 

manner as may be prescribed. 

A copy of the petition made under this section should also be filed with the Registrar 

and the Registrar should, without prejudice to any other provisions, submit his views 

to the Tribunal within 60 days of receipt of such petition. 

5.  VOLUNTARY WINDING UP 

After knowing about the modes of compulsory winding up of a company let us now 
discuss the modes of voluntary winding up. 

Contributory can file petition ignoring the following points

• He may be the holder of fully paid-up shares.

• The company may have no assets at all.

• The company may have no surplus assets left for distribution among the
shareholders after the satisfaction of its liabilities.
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A company may be wound up voluntarily [Section 3041],— 

(a) if the company in general meeting passes a resolution requiring the company to 

be wound up voluntarily as a result of the expiry of the period for its duration, if any, 

fixed by its articles or on the occurrence of any event in respect of which the articles 

provide that the company should be dissolved; or 

(b) if the company passes a special resolution that the company be wound up voluntarily. 

Section 59 of the Insolvency and Bankruptcy Code, 2016 

(1)  A corporate person who intends to liquidate itself voluntarily and has not 

committed any default may initiate voluntary liquidation proceedings under 

the provisions of this Chapter2. 

(2)  The voluntary liquidation of a corporate person under sub-section (1) shall 

meet such conditions and procedural requirements as may be specified by 

the Board. 

(3)  Without prejudice to sub-section (2), voluntary liquidation proceedings of a 

corporate person registered as a company shall meet the following 

conditions, namely:— 

(a)  a declaration from majority of the directors of the company verified by 

an affidavit stating that— 

(i)  they have made a full inquiry into the affairs of the company and 

they have formed an opinion that either the company has no debt or 

that it will be able to pay its debts in full from the proceeds of assets 

to be sold in the voluntary liquidation; and 

(ii)  the company is not being liquidated to defraud any person; 

(b)  the declaration under sub-clause (a) shall be accompanied with the 

following documents, namely:— 

(i)  audited financial statements and record of business operations of 

the company for the previous two years or for the period since its 

incorporation, whichever is later; 

(ii)  a report of the valuation of the assets of the company, if any 

                                                 
1 Applicable until 31 March 2017; with effect from 1 April 2017, Section 59 of the Insolvency and 

Bankruptcy Code, 2016 is applicable 
2 Chapter V- Voluntary liquidation of corporate persons 
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prepared by a registered valuer; 

(c)  within four weeks of a declaration under sub-clause (a), there shall be— 

(i)  a special resolution of the members of the company in a general 

meeting requiring the company to be liquidated voluntarily and 

appointing an insolvency professional to act as the liquidator; or 

(ii)  a resolution of the members of the company in a general meeting 

requiring the company to be liquidated voluntarily as a result of 

expiry of the period of its duration, if any, fixed by its articles or on 

the occurrence of any event in respect of which the articles provide 

that the company shall be dissolved, as the case may be and 

appointing an insolvency professional to act as the liquidator: 

 Provided that the company owes any debt to any person, creditors 

representing two-thirds in value of the debt of the company shall 

approve the resolution passed under sub-clause (c) within seven 

days of such resolution. 

(4)  The company shall notify the Registrar of Companies and the Board about 

the resolution under sub-section (3) to liquidate the company within seven 

days of such resolution or the subsequent approval by the creditors, as the 

case may be. 

(5)  Subject to approval of the creditors under sub-section (3), the voluntary 

liquidation proceedings in respect of a company shall be deemed to have 

commenced from the date of passing of the resolution under sub-clause (c) 

of sub-section (3). 

(6)  The provisions of sections 35 to 53 of Chapter III3 and Chapter VII4 shall apply 

to voluntary liquidation proceedings for corporate persons with such 

modifications as may be necessary. 

(7)  Where the affairs of the corporate person have been completely wound up, 

and its assets completely liquidated, the liquidator shall make an application 

to the Adjudicating Authority for the dissolution of such corporate person. 

(8)  The Adjudicating Authority shall on an application filed by the liquidator 

under sub-section (7), pass an order that the corporate debtor shall be 

                                                 
3 Liquidation process 
4 Offences and penalties 
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dissolved from the date of that order and the corporate debtor shall be 

dissolved accordingly. 

(9)  A copy of an order under sub-section (8) shall within fourteen days from the 

date of such order, be forwarded to the authority with which the corporate 

person is registered. 

6.  LIQUIDATORS’ STATEMENT OF ACCOUNT 

In case of Compulsory wound-up, the Company Liquidator should keep proper 

books in such manner, as may be prescribed, in which he should cause entries or 

minutes to be made of proceedings at meetings and of such other matters as may be 

prescribed. 

Any creditor or contributory may, subject to the control of the Tribunal, inspect any 

such books, personally or through his agent. 

While preparing the liquidator’s statement of account, receipts are shown in 

the following order : 

(a) Amount realised from assets are included in the prescribed order. 

(b) In case of assets specifically pledged in favour of creditors, only the surplus 

from it, if any, is entered as ‘surplus from securities’. 

(c ) In case of partly paid up shares, the equity shareholders should be called up 

to pay necessary amount (not exceeding the amount of uncalled capital) if 

creditors’ claims/claims of preference shareholders can’t be satisfied with the 

available amount. Preference shareholders would be called upon to 

contribute (not exceeding the amount as yet uncalled on the shares) for 

paying of creditors. 

(d) Amounts received from calls to contributories made at the time of winding 

up are shown on the Receipts side. 

(e) Receipts per Trading Account are also included on the Receipts side. 

(f) Payments made to redeem securities and cost of execution and payments per 

Trading Account are deducted from total receipts. 

Payments are made and shown in the following order : 

(a) Legal charges; 

(b) Liquidator’s expenses; 
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(c) Debenture holders (including interest up to the date of winding up if the 

company is insolvent and to the date of payment if it is solvent); 

(d) Creditors : 

(i)  Preferential (in actual practice, preferential creditors are paid before 

debenture holders having a floating charge); 

(ii)  Unsecured creditors; 

(e) Preferential shareholders (Arrears of dividends on cumulative preference shares 

should be paid up to the date of commencement of winding up); and 

(f) Equity shareholders. 

7.  COMMENCEMENT OF WINDING UP BY TRIBUNAL 

[SECTION 357]: 

Where, before the presentation of a petition for the winding up of a company by the 

Tribunal, a resolution has been passed by the company for voluntary winding up, the 

winding up of the company should be deemed to have commenced at the time of 

the passing of the resolution, and unless the Tribunal, on proof of fraud or mistake, 

thinks fit to direct otherwise, all proceedings taken in the voluntary winding up 

should be deemed to have been validly taken. 

In any other case, the winding up of a company by the Tribunal should be deemed to 

commence at the time of the presentation of the petition for the winding up. 

Exclusion of Certain Time in Computing Period of Limitation [Section 358]: 

Notwithstanding anything in the Limitation Act, 1963, or in any other law for the time 

being in force, in computing the period of limitation specified for any suit or 

application in the name and on behalf of a company which is being wound up by the 

Tribunal, the period from the date of commencement of the winding up of the 

company to a period of one year immediately following the date of the winding up 

order should be excluded. 

8.  STATEMENT OF AFFAIRS 

In case of winding up by Tribunal, Section 272(5) of the Companies Act, 2013 

provides that a petition presented by the company for winding up before the 

Tribunal shall be admitted only if accompanied by a statement of affairs in such 

form and in such manner as may be prescribed. 
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In accordance with Section 274(1), where a petition for winding up is filed before 

the Tribunal by any person other than the company, the Tribunal shall, if satisfied 

that a prima facie case for winding up of the company is made out, by an order 

direct the company to file its objections along with a statement of its affairs 

within thirty days of the order in such form and in such manner as may be 

prescribed. The Tribunal may allow a further period of thirty days in a situation of 

contingency or special circumstances. 

The broad lines on which the Statement of Affairs is prepared are the following — 

(1) Include assets on which there is no fixed charge at the value they are 

expected to realise. Students should note to include calls in arrear but not 

uncalled capital. 

(2) Include assets on which there is a fixed charge. The amount expected to be 

realised would be compared with the amount due to the creditor concerned. 

Any surplus is to be extended to the other column. A deficit (the amount 

owed to the creditor exceeding the amount realisable from the asset) is to be 

added to unsecured creditors. 

(3) The total of assets in point (1) and any surplus from assets mentioned in point 

(2) is available for all the creditors (except secured creditors already covered by 

specifically mortgaged assets). 

(4)  From the total assets available, the following should be deducted one by one:- 

(i) Preferential creditors, 

(ii) Debentures having a floating charge, and  

(iii) Unsecured creditors. 

 If a minus balance emerges, there would be deficiency as regards creditors, 

otherwise there would be a surplus. 

(5) The amount of total paid-up capital (giving details of each class of shares) 

should be added and the figure emerging will be deficiency (or surplus) as 

regards members. 

Note: Statement of affairs should accompany eight lists: 

List A Full particulars of every description of property not specifically 

pledged and included in any other list are to be set forth in this list. 

List B Assets specifically pledged and creditors fully or partly secured. 

© The Institute of Chartered Accountants of India



 

 

8.10 ADVANCED ACCOUNTING 

List C Preferential creditors for rates, taxes, salaries, wages and otherwise. 

List D List of debenture holders secured by a floating charge. 

List E Unsecured creditors. 

List F List of preference shareholders. 

List G List of equity shareholders. 

List H Deficiency or surplus account. 

9.  DEFICIENCY ACCOUNT 

The official liquidator will specify a date for period (minimum three years) 

beginning with the date on which information is supplied for preparation of an 

account to explain the deficiency or surplus. On that date either assets would 

exceed capital plus liabilities, that is, there would be a reserve or there would be a 

deficit or debit balance in the Profit and Loss Account. The Deficiency account is 

divided into two parts:  

1. The first part starts with the deficit (on the given date) and contains every item 

that increases deficiency (or reduces surplus such as losses, dividends etc.).  

2. The second part starts with the surplus on the given date and includes all 

profits.  

If the total of the first exceeds that of the second, there would be a deficiency to 

the extent of the difference, and if the total of the second part exceeds that of the 

first, there would be a surplus.  

10. OVERRIDING PREFERENTIAL PAYMENTS [SECTION 326]: 

In the winding up of a company under this Act, the following debts should be paid in 

priority to all other debts, 

a. workmen’s dues; and 

b. where a secured creditor has realized a secured asset, so much of the debts 

due to such secured creditor as could not be realized by him or the amount 

of the workmen’s portion in his security (if payable under the law), whichever 

is less, paripassu with the workmen’s dues: 
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Illustration 

The value of the security of a secured creditor of a company is ` 1,00,000. The total 

amount of the workmen’s dues is ` 1,00,000. The amount of the debts due from the 

company to its secured creditors is `3,00,000. The aggregate of the amount of 

workmen’s dues and the amount of debts due to secured creditors is ` 4,00,000. The 

workmen’s portion of the security is, therefore, one-fourth of the value of the 

security, that is ` 25,000. 

Explanation: For the purposes of this section, and section 327 -  

a) Workmen, in relation to a company, means the employees of the company, 

being workmen within the meaning of Section 2 (s) of the Industrial Disputes Act, 

1947; 

b) Workmen’s dues, in relation to a company, means the aggregate of the 

following sums due from the company to its workmen, namely: 

 

 

Workmen Dues

All wages or salary including 
wages payable 

wages payable time or piece 
work 

salary earned wholly or in 
part by way of commission

all accrued holiday 
remuneration becoming 
payable to any workman 

unless the company is being wound up voluntarily
merely for the purposes of reconstruction or
amalgamation with another company or unless
the company has, at the commencement of the
winding up, under such a contract with insurers as
is mentioned in section 14 of the Workmen's
Compensation Act, 1923 (19 of 1923), rights
capable of being transferred to and vested in the
workmen, all amount due in respect of any
compensation or liability for compensation under
the said Act in respect of the death or
disablement of any workman of the company;

all sums due to any workman from provident 
fund, pension fund, gratuity fund or any other 

fund maintained by the company
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The following payment should be made in priority to secured creditors.  

 

c) Workmen’s portion, in relation to the security of any secured creditor of a 

company, means the amount which bears to the value of the security the same 

proportion as the amount of the workmen’s dues bears to the aggregate of the 

amount of workmen’s dues and the amount of the debts due to the secured 

creditors. 

11.  PREFERENTIAL CREDITORS 

 In a winding up there should be paid in priority to all other debts subject to the 

provisions of section 326. 

 

a. Government Taxes: All revenues, taxes, cess and rates due from the 

company to the Central Government or a State Government or to a local 

If the above payments are payable for a period of 2 years preceding the winding up order 
then the same shall be paid in priority to all other debts (including debts due to secured 
creditors), within a period of 30 days of sale of assets and shall be subject to such charge 

over the security of secured creditors.

All wages or salary including wages 
payable 

all accrued holiday remuneration 
becoming payable to any workman 

Preferential 
Payments

Government 
Taxes

Salary and 
Wages

Holiday 
Remmuneration

Contribution 
under ESI Act

Compensation 
in respect of 

death or 
disblement

PF, Pension 
Fund and 

Gratuity Fund

Expenses of 
Investigation
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authority at the relevant date, and having become due and payable within 

the twelve months immediately before that date; 

b. Salary and Wages: All wages or salary including wages payable for time or 

piece work and salary earned wholly or in part by way of commission of any 

employee in respect of services rendered to the company and due for a 

period not exceeding four months within the 12 months immediately before 

the relevant date, subject to the condition that the amount payable under 

this clause to any workman should not exceed such amount as may be 

notified; 

c. Holiday Remuneration: All accrued holiday remuneration becoming 

payable to any employee, or in the case of his death, to any other person 

claiming under him, on the termination of his employment before, or by the 

winding up order, or, as the case may be, the dissolution of the company; 

d. Contribution under ESI Act: Unless the company is being wound up 

voluntarily merely for the purposes of reconstruction or amalgamation with 

another company, all amount due in respect of contributions payable during 

the period of twelve months immediately before the relevant date by the 

company as the employer of persons under the Employees’ State Insurance 

Act, 1948 or any other law for the time being in force; 

e. Compensation in respect of death of disablement: Unless the company 

has, at the commencement of winding up, under such a contract with any 

insurer as is mentioned in section 14 of the Workmen’s Compensation Act, 

1923, rights capable of being transferred to and vested in the workmen, all 

amount due in respect of any compensation or liability for compensation 

under the said Act in respect of the death or disablement of any employee 

of the company: 

Where any compensation under the said Act is a weekly payment, the 

amount payable under this clause should be taken to be the amount of the 

lump sum for which such weekly payment could, if redeemable, be 

redeemed, if the employer has made an application under that Act; 

f. PF, Pension Fund or Gratuity Fund: All sums due to any employee from 

the provident fund, the pension fund, the gratuity fund or any other fund for 

the welfare of the employees, maintained by the company; and 
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g. Expenses of Investigation: The expenses of any investigation held in 

pursuance of sections 213 and 216, in so far as they are payable by the 

company. 

 Where any advance payment has been made to any employee of a company on 

account of wages or salary or accrued holiday remuneration himself by some 

person for that purpose. The person by whom the money was advanced should 

have a right of priority in respect of the money so advanced and paid-up to the 

amount. The sum in respect of which the employee or other person in his right 

would have been entitled to priority in the winding up has been reduced by 

reason of the payment having been made. 

 The debts enumerated in this section should— 

a. rank equally among themselves and be paid in full, unless the assets are 

insufficient to meet them, in which case they should abate in equal 

proportions; and 

b. so far as the assets of the company available for payment to general creditors 

are insufficient to meet them, have priority over the claims of holders of 

debentures under any floating charge created by the company, and be paid 

accordingly out of any property comprised in or subject to that charge. 

 The debts under this section should be discharged forthwith so far as the assets 

are sufficient to meet them, subject to the retention of such sums as may be 

necessary for the costs and expenses of the winding up.  

 Formal proof should not require except the circumstances given in point number 

D. 

 In the event of a landlord or other person distraining or having distrained on any 

goods or effects of the company within three months immediately before the 

date of a winding up order, the debts to which priority is given under this section 

should be a first charge on the goods or effects so distrained on or the proceeds 

of the sale thereof: 

Provided that, in respect of any money paid under any such charge, the landlord 

or other person should have the same rights of priority as the person to whom 

the payment is made. 

 Any remuneration in respect of a period of holiday or of absence from work on 

medical grounds through sickness or other good cause should be deemed to be 

wages in respect of services rendered to the company during that period.  
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Explanations: For the purposes of this section, 

• Accrued Holiday Remuneration includes, in relation to any person, all 

sums which, by virtue either of his contract of employment or of any 

enactment including any order made or direction given thereunder, are 

payable on account of the remuneration which would, in the ordinary 

course, have become payable to him in respect of a period of holiday, had 

his employment with the company continued until he became entitled to be 

allowed the holiday; 

• Employee does not include a workman; and 

• Relevant Date means in the case of a company being wound up by the 

Tribunal, the date of appointment or first appointment of a provisional 

liquidator, or if no such appointment was made, the date of the winding up 

order, unless, in either case, the company had commenced to be wound up 

voluntarily before that date under the Insolvency and Bankruptcy Code, 

2016. 

 Sections 326 and 327 should not be applicable in the event of liquidation under 

the Insolvency and Bankruptcy Code, 2016. 

Effect of Floating Charge [Section 332] 

Where a company is being wound up, a floating charge on the undertaking or 

property of the company created within the 12 months immediately preceding the 

commencement of the winding up, should be invalid unless it is proved that the 

company immediately after the creation of the charge was solvent except for the 

amount of any cash paid to the company at the time of and in consideration for or 

subsequent to the creation of the charge together with interest on that amount at 

the rate of 5 per cent per annum or such other rate as may be notified by the Central 

Government in this behalf. 

Example 

A company went into liquidation whose creditors are ` 36,000. This amount of  

` 36,000 includes ` 6,000 on account of wages of 15 men at ` 100 per month for 4 

months, immediately before the date of winding up, ` 9,000 being the salaries of 5 

employees at ` 300 per month for the previous 6 months, Rent for godown for the 

last six months amounting to ` 3,000; Income-tax deducted out of salaries of 

employees ` 1,000. In addition it is estimated that the company would have to pay 

` 3,000 as compensation to an employees for injuries suffered by him, which was 
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contingent liability not accepted by the company and not included in above said 

creditors figure. 

Find the amount of Preferential Creditors.  

Solution 

Calculation of Preferential Creditors 

 ` 

Tax deducted at source on salaries 1,000 

Wages (15 men for 4 months at ` 100 each) 6,000 

Salaries (5 men for 4 months at ` 300 each) 6,000 

Workmen’s compensation  3,000 

Total 16,000 

Note: 

(i) Wages or Salaries payable to any employee due for the period not exceeding 

4 months within the twelve months next before commencement of winding 

up subject to maximum 20,000 per claimant are preferential creditors.  

(ii) Rent for godown is not included in preferential creditors. 

12.  MISCELLANEOUS ILLUSTRATIONS 

Illustration 1 

X Ltd. was ordered to be wound up on March 31st, 2017 on which date its 

summarised balance sheet was as follows: 

Liabilities  `  Assets `  

Subscribed Capital: 

10,000 shares of `  100 each  10,00,000 Goodwill 1,00,000 

5% Debentures 1,60,000  Building 3,50,000 

Interest Accrued 4,000 1,64,000 Plant 5,50,000 

(Secured by floating   Fixtures 23,000 

charge on all assets)   Stock 38,000 

Bank Overdraft  25,000 Debtors 25,000 

(Secured by hypothecation of stock)   Cash 500 

Trade payables      36,000 P & L A/c 1,38,500 

 Total  12,25,000      Total 12,25,000 
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The amounts estimated to be realised are : Goodwill `  1,000; Building `  3,00,000; 

Plant `  5,25,000; Fixtures `  10,000; Stock `  31,000; Debtors `  20,000. 

Creditors included `  6,000 on account of wages of 15 men at `  100 per month for 

4 months immediately before the date of winding up : `  9,000 being the salaries of 

5 employees at ` 300 per month for the previous 6 months; Rent for godown for the 

last six months amounting to ` 3,000; Income-tax deducted out of salaries of 

employees `  1,000 and Directors Fees ` 500. 

Three years ago, the debit balance in the Profit and Loss Account was ` 77,925 and 

since that date the accounts of the company have shown the following figures: 

 Year Year Year 

 31-3-2015 31-3-2016 31-3-2017 

 `  `  `  

Gross Profit 65,000 45,000 40,000 

Wages and Salaries 40,500 36,000 34,400 

Electricity and Water Tax 5,750 6,380 5,260 

Debentures interest 8,000 8,000 8,000 

Bad Debts 8,540 7,600 6,700 

Depreciation 6,700   

Directors’ Fees 1,000 1,000 1,000 

Miscellaneous Expenses 10,500 7,265 7,980 

Total 80,990 66,245 63,340 

In addition it is estimated that the company would have to pay ` 5,000 as 

compensation to an employee for injuries suffered by him which was contingent 

liability not accepted by the company. 

Prepare the Statement of Affairs and the Deficiency account 

Solution 

Statement of Affairs (In liquidation) of X Ltd. on 31 March, 2017 

Estimated Realisable value  

 `  

Assets not specifically pledged (as per list A)  

Cash 500 

Debtors 20,000 
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Building 3,00,000 

Plant 5,25,000 

Fixtures 10,000 

Goodwill 1,000 

 8,56,500 

Assets specifically pledged (as per list B)  

 (a) (b) (c) (d)  

 Estimated 

Realisable 

Value 

Due to 

secured 

creditors 

Deficiency 

ranking as 

unsecured 

Surplus carried to 

the last column 

 

 `  `  `  `   

Stock 31,000 25,000 — 6,000  

 Estimated surplus from assets specifically pledged 6,000 

 Estimated total assets available for preferential 

creditors, Debenture holders secured by a floating 

charge and unsecured creditors (carried forward)  

 

 

8,62,500 

 Summary of Gross Assets :  

 Gross realised value of assets specifically 

pledged 

31,000  

 Other Assets 8,56,500  

     Total 8,87,500  

Liabilities 

Gross Liabilities 

 `   `  `  

25,000 Secured creditors (as per list B) to the extent 

which claims are estimated to be covered by 

assets specifically pledged 

  

18,000 Preferential creditors  (as  per  list  ‘C’  

Estimated 

 18,000 

 balance of assets available for Debenture 

holders secured by a floating charge and 

unsecured creditors) 

 8,44,500 

1,64,000 Debenture holders secured by floating 

charge (as per list D) 

  

1,64,000 

 Estimated surplus as regards debenture  6,80,500 
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holders* 

 Unsecured creditors (as per list E)   

 Estimated unsecured balance of claims of 

creditors partly secured on specific assets 

brought  

  

 forward (c) Nil  

 Creditors on Trade Account 16,500  

27,000 Outstanding Expenses 6,500 23,000 

2,34,000 Estimated surplus as regards creditors, 

difference  

 6,57,500 

 between Gross Assets (D) and   

 Gross Liabilities as per column (E)   

 Issued and called up capital :   

 1000 Equity Shares of `  100 each fully called 

up  as per list (G) 

  

10,00,000 

 Estimated deficiency as regards 

contributories 

 3,42,500 

*Note: This must be read subject to the following : 

(1) There is no unpaid capital to the called-up. 

(2) The estimates are subject to cost of the winding up and to any surplus or 

deficiency on trading pending realisation of assets. 

List H Deficiency Account 

Items contributing to deficiency: 

(1) Excess of capital and liabilities over assets three years  77,925 

 ago as shown by the balance sheet 

(2) Net dividends or bonuses declared during the period Nil 

(3) Net Trading Losses (after  charging items  shown  in 60,575 

 Note below) for the same period 

(4) Losses other than trading losses written off or for Nil 

 which provision has been made in the books during 

 the same period 

(5) Estimated losses now written off for which provision has been made for the 

purpose of preparing the statement: 
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Bad Debts (Debtors) 5,000 

Loss on 

Goodwill 99,000 

Buildings 50,000 

Plant 25,000 

Fixtures 13,000 

Stock 7,000 

Workmen’s Compensation 5,000 2,04,000 

(6) Other items contributing to deficiency: 3,42,500 

Items reducing deficiency:  Nil 

Deficiency as shown by the Statement of affairs 3,42,500 

Notes as to net trading profits and losses :

Provision for depreciation on fixed assets 6,700 

Charged of Income-tax Nil 

Interest on Debentures 24,000 

Payment to directors made by the company and 

required by law to be disclosed in the accounts 3,000 

Balance (being other trading losses) 26,875 

60,575 

Particulars of Creditors for expenses Unsecured Preferential 

Directors Fees 500 

Income tax on salaries — 1,000 

Rent (not distrained by landlord) 3,000 — 

Wages (15 men for 4 months at `  100 each) — 6,000 

Salaries (5 men for 4 months at `  300 each, `  9,000) 3,000 6,000 

Workmen’s Compensation 5,000 

6,500 18,000 

Creditors on trade account are `16,500 (i.e., ` 36,000 less the total of creditors 

mentioned above, excluding ` 5,000 for workmen’s compensation). 

Illustration 2 

From the following particulars, prepare a Statement of Affairs and the Deficiency of 

the Equipment Ltd., which went into liquidation on December 31, 2016: 
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 `  `  

3,000 equity shares of 100 each, ` 80 paid-up  2,40,000 

6% 1,000 preference shares of ` 100 each fully paid-up 1,00,000  

Less : Calls in arrear (5,000) 95,000 

5% Debentures having a floating charge on the   

assets (interest paid upto June 30, 2016)  1,00,000 

Mortgage on Land & Buildings  80,000 

Trade Creditors  2,65,500 

Owing for wages  20,000 

Secretary’s salary (@ ` 500 p.m.) owing  3,000 

Managing Director’s salary (@ ` 1,500 p.m.) owing  6,000 

 

Assets Estimated to produce Book value 

 `  `  

Land & Building 1,30,000 1,20,000 

Plant 1,30,000 2,00,000 

Tools 4,000 20,000 

Patents 30,000 50,000 

Stock 74,000 87,000 

Investments in the hands of a   

Bank for an overdraft of ` 1,90,000 1,70,000 1,80,000 

Book Debts 60,000 90,000 

On 31st December, 2011 the balance sheet of the company showed a general 

reserve of ` 40,000 accompanied by a debit balance of ` 25,000 in the Profit & Loss 

Account. 

In 2012 the company made a profit of ` 40,000 and declared a dividend of 10% on 

equity shares. The company suffered a total loss of ` 1,09,000 besides loss of stock 

due to fire of ` 40,000 during 2013, 2014 and 2015. For 2016 accounts were not 

made. 

The cost of winding up is expected to be ` 15,000. 
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Solution 

In the matter of the Companies Act, &In the matter of Equipment Ltd. (in winding 

up)  

Statement of Affairs on 31 December, 2016, the date of winding up 

 Estimated realisable value 

Assets `  

Assets not specifically pledged (as per list A)  

 Trade debtors 60,000 

 Stock in trade 74,000 

 Plant 1,30,000 

 Tools 4,000 

 Patents 30,000 

 Unpaid calls 5,000 

 3,03,000 

Assets specifically pledged (as per list B)  

 Estimated 

Realisation 

Due to 

Secured 

Creditors 

Deficiency 

Ranking as 

Unsecured 

Creditors 

Surplus 

carried to 

the last 

column 

 

 `  `  `  `   

Investments 1,70,000 1,90,000 20,000   

Land & 

Building 

1,30,000 80,000  50,000  

 3,00,000 2,70,000    

 Estimated surplus from assets specifically pledged    50,000 

 Estimated total assets available for preferential 

creditors, debenture holders and unsecured creditors 

3,53,000 

 Summary of Gross Assets:  

 Gross realisable value of - 

 assets specifically charged 

 

3,00,000 
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  others assets 3,03,000  

  6,03,000  

 Estimated total assets available for preferential 

creditors, debenture holders, bank overdraft and 

unsecured creditors brought forward 

 

 

3,53,000 

Gross 

Liabilities 

Liabilities    

`    `  ` 

2,50,000 Secured creditors (as per List B) to the 

extent to which claims are estimated to 

be covered by assets specifically pledge 

   

22,000 Preferential creditors as per list C 

(20,000 +2,000) 

  22,000 

 Estimated balance of assets available 

for 

   

 Debenture holders, Bank & unsecured     

 creditors   3,31,000 

1,02,500 Debenture holders secured by a 

floating  

   

 charge as per list D   (1,02,500) 

 Surplus as regards debenture holders   2,28,500 

 Unsecured creditors as per list E    

 Estimated unsecured balance of claim 

of creditors partly secured on 

   

  specific assets  20,000  

  Trade creditors  2,65,500  

2,92,500  Outstanding expenses  7,000 2,92,500 

 Estimated deficiency as regards 

creditors 

   

 being the difference between gross    
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 liabilities and gross assets   64,000 

6,67,000     

 Issued & Called up Capital:    

 3,000 Equity shares or ` 100 each, ` 80 

paid 
 2,40,000  

 6% 1,000 preference shares of ` 100 

each fully called 

  

1,00,000 
 

3,40,000 

 Estimated Deficiency as regards 

members as per list H 

   

4,04,000 

Note: (i) The above is subject to cost to winding up estimated at ` 15,000 and 

to any surplus in deficiency on trading realisation of assets. 

  (ii) There are 3,000 shares unpaid @ ` 20 per share liable to be called up. 

List H - Deficiency Account 

A.  Item contributing to Deficiency: `  

1. Excess of capital & liabilities over assets on 1-1-2014 Nil 

2. Net dividend & bonuses during the period Jan.-Dec. 2014 29,700 

3. Net trading losses after charging depreciation, 

taxation, interest on debentures, etc. during the 

same period (`  1,09,000 + `  1,31,300) 2,40,300 

4. Losses other than trading losses written off or for 

which provision has been made in the books 

during the same period - stock loss. 40,000 

5. Estimated losses now written off or for which 

provision has been made for the purpose of 

preparing the statement : 

  `  

 Plant 70,000 

 Tools 16,000 

 Patents 20,000 

  Stock 13,000 

 Investments 10,000 

 Debtors 30,000 1,59,000 

6. Other reducing items contributing to deficiency         NIL 

   4,69,000 
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B.  Items reducing Deficiency 

7. Excess of assets over capital and liabilities on 1st Jan. 2012 15,000 

8. Net trading profit during the period 1st Jan. 2010 to 31st Dec. 2012 40,000 

9. Profit & Incomes other than trading profit during the same period 

10. Other items Deficiency - Profit expected on Land & Building 10,000 

    65,000 

 Deficiency as shown by the statement of Affairs (A) - (B) 4,69,000 

    4,04,000 

Working Notes : 

(1)  Trial Balance to ascertain the amount of loss for 2016 

 Dr. Cr. 

 `  `  

Land & Building 1,20,000  

Plant 2,00,000  

Tools 20,000  

Patents 50,000  

Stock 87,000  

Investments 1,80,000  

Debtors 90,000  

Equity Capital  2,40,000 

6% Preference share capital  95,000 

5% Debentures  1,00,000 

Interest Outstanding  2,500 

Mortgage on Land & Building  80,000 

Trade Creditors  2,65,500 

Owing for Wages  20,000 

Secretary’s Salary  3,000 

Managing Director’s Salary  6,000 

Bank Overdraft  1,90,000 

Profit & Loss Account on 1-1-2014 1,23,700  
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 8,70,700 10,02,000 

Loss for the year (balancing figure) 1,31,300 - 

 10,02,000 10,02,000 

Reserve & Surplus Account 

2011  `  2011  `  

Dec. 31 To Profit & Loss 

A/c(Transfer) 

25,000 Dec. 31 By Balance b/d 40,000 

2012   2012   

 To Dividend - Equity  24,000 Dec. 31 By Profit for the 

year 

40,000 

2013 - Preference 5,700 2013   

 To Profit & Loss A/c 

       (Loss) 

1,09,000 Dec. 31 By Balance c/d 1,23,700 

 To Loss of Stock 40,000    

  2,03,700   2,03,700 

Illustration 3 

X Co. Ltd. went into voluntary liquidation on 1st April, 2017. The following balances 

are extracted from its books on that date : 

 `    `  

Capital  Machinery 90,000 

24,000 Equity Shares of ` 10 each 2,40,000 Leasehold properties 1,20,000 

Debentures (Secured by  Stock 3,000 

Floating charge) 1,50,000 Debtors 1,50,000 

Bank overdraft 54,000 Investments 18,000 

Creditors 60,000  Cash in hand 3,000 

  Profit and loss account 1,20,000 

 5,04,000  5,04,000 

The following assets are valued as under : 

 `  

Machinery 1,80,000 

Leasehold properties 2,18,000 
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Investments 12,000 

Stock 6,000 

Debtors 1,40,000 

The bank overdraft is secured by deposit of title deeds of leasehold properties. There 

were preferential creditors amounting ` 3,000 which were not included in creditors 

` 60,000. 

Prepare a statement of affairs to be submitted to the meeting of members/creditors. 

Solution 

Statement of Affairs of X Co. Ltd. on the 1st day of April, 2017 

Assets not specifically pledged : Estimated 

realisable 

values 

Cash in Hand 3,000 

Investments 12,000 

Debtors 1,40,000 

Stock 6,000 

Machinery 1,80,000 

 3,41,000 

Assets specifically pledged :  

 (a) (b) (c) (d)  

 Estimated 

Realisable 

Value 

Due to 

Secured 

Creditors 

Deficiency 

ranking as 

unsecured 

Surplus 

carried to 

last 

column 

 

 `  `  `  `   

Lease hold 

property 

2,18,000 54,000 — 1,64,000  

 Estimated surplus from assets specifically pledged 1,64,000 

 Estimated total assets available for preferential 

creditors, debentures holders secured by floating  

 

 

 

 

5,05,000 
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charge, and unsecured creditors 

 Summary of Gross assets  

 Gross realisable value of assets    

 specifically pledged `  2,18,000  

 Other assets `  3,41,000  

 Gross Assets `  5,59,000  

`  Gross Liabilities(to be deducted from surplus or 

added to deficiency as the case may be) 

 

 Secured creditors to the extent to which claims are 

estimated to be covered by assets 

 

54,000 Specifically pledged  

3,000 Preferential creditors 3,000 

 Estimated balance of assets available for debenture 

holders secured by a floating charge and unsecured 

creditors 

 

5,02,000 

1,50,000 Debentures 1,50,000 

 Estimated surplus as regard debenture holders 3,52,000 

  60,000 Creditors 60,000 

2,67,000  2,92,000 

 Estimated surplus as regards creditors [being 

difference between gross assets (d) and gross 

liabilities (e)] 

 

 Issued and called up capital :  

 24,000 equity shares of `  10 each 2,40,000 

 Estimated surplus as regard members 52,000 

Illustration 4 

Insol Ltd. is to be liquidated. Their summarised Balance Sheet as at 30th September, 

2016 appears as under: 

Liabilities: `  

2,50,000 equity shares of `  10 each 25,00,000 

Secured debentures (on land and buildings) 10,00,000 

Unsecured loans 20,00,000 

Trade creditors 35,00,000 

 90,00,000 
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Assets:  

Land and Building 5,00,000 

Other fixed assets 20,00,000 

Current assets 45,00,000 

Profit and Loss A/c 20,00,000 

 90,00,000 

Contingent liabilities are :  

For bills discounted 1,00,000 

For excise duty demands 1,50,000 

On investigation, it is found that the contingent liabilities are certain to devolve and 

that the assets are likely to be realised as follows:— 

 `  

Land & Buildings 11,00,000 

Other fixed assets 18,00,000 

Current assets 35,00,000 

Taking the above into account, prepare the statement of affairs. 

Solution 

Statement of Affairs of Insol Ltd. (in Liquidation) 

as on 30th September, 2016 

  Estimated 

 Realisable 

 Value (` ) 

Assets not specifically pledged (As per list A):  

Other fixed assets 18,00,000 

Current assets 35,00,000 

 53,00,000 

Assets specifically pledged(As per List B)  

 Estimated 

realisable 

value 

Due to secured 

creditors 

Deficiency Surplus  

 `  `  `  `   

Land & 

Buildings 

11,00,000 10,00,000  1,00,000  
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 Estimated total assets available to unsecured creditors 54,00,000 

 Summary of Gross Assets  

 Gross realisable value of assets 

specifically pledged 

11,00,000  

 Other assets 53,00,000  

 Gross Assets 64,00,000  

Gross 

liabilities 

Liabilities  

`    

 Secured Creditors (as per list B) to the extent to which 

claims are estimated to be covered by assets 

 

10,00,000 Specifically pledged  

1,50,000 Preferential creditors (as per list C) 1,50,000 

  52,50,000 

 Unsecured creditors(as per list E)  

20,00,000 Unsecured Loans 20,00,000 

35,00,000 Trade creditors 35,00,000 

1,00,000 Contingent Liability on Bills Discounted 1,00,000 

67,50,000 Estimated deficiency as regards creditors 3,50,000 

 (67,50,000—64,00,000)  

 2,50,000 Equity Shares of `  10 each : (as per list G) 25,00,000 

 Estimated deficiency as regards members 28,50,000 

13. LIQUIDATOR’S FINAL STATEMENT OF ACCOUNT 

In case of voluntary winding up, the statement prepared by the Liquidator 

showing receipts and payment of cash is called “Liquidator’s Statement of 

Account”. In case of compulsory winding up, the statement is known as “Official 

Liquidator’s Final Account”. While Preparing the Statement of Account, the 

following points should be noted : 

(i) Assets are included in the prescribed order of liquidity. 
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(ii) In case of assets specifically charged in favour of creditors, only the surplus 

from it, if any, is recognised as “Surplus from Securities”. 

(iii) Net result of trading entered on the receipts side, profits being added and 

losses being deducted. 

(iv) Payments made to redeem securities and cost of execution, i.e. cost of 

collecting debts, are deducted from the total receipts. 

(v) Payments are made as shown in the following order: 

(a) Legal Charges; 

(b) Liquidator’s Remuneration; 

(c) Liquidation Expenses; 

(d) Debenture holders (including interest up to the date of winding up if the 

company is insolvent and to the date of payment if it is solvent); 

(e) Creditors; 

 Preferential (in actual practice, preferential creditors are paid before 

debenture holders having a floating charge). Unsecured creditors, 

shareholders for dividends declared but not yet paid; 

(f) Preference shareholders; and 

(g) Equity shareholders. 

(vi) Arrears of dividends on cumulative preference shares should be paid up to 

the date of winding up. 

(vii) In case of partly paid shares, it should be seen whether any amount is to be 

called up on such shares. 

 Firstly, the equity shareholders should be called up to pay the necessary amount 

(not exceeding the amount of uncalled capital) if creditors’ claims of preference 

shareholders cannot be satisfied with the amount. Preference shareholders 

would be called upon to contribute (not exceeding the amount as yet uncalled 

on the shares) for paying off creditors. 

(viii)The loss suffered by each class of shareholders, i.e. the amount that cannot 

be repaid, should be proportionate to the nominal value of the share. The 

loss per shares have nominal value of ` 100, and one set of shareholders has 

paid ` 80 per share and other set has paid ` 60 per share. Suitable 
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adjustment will have to be made in cash in such a case; the latter set must 

contribute ` 20 first or the first set must be paid ` 20 first. 

Illustration 5 

M. Ltd. resolved on 31st December 2016 that the company be wound up voluntarily. 

The following was the trial balance extracted from its books as on that date: 

 `  `  

Equity shares of `  10 each  2,00,000 

9% Preference shares of `  10 each  1,00,000 

Plant (less depreciation w/o `  85,000) 2,15,000  

Stock in trade 2,50,000  

Trade receivables 55,000  

Trade payables  75,000 

Bank balance 74,000  

Preliminary Expenses 6,000  

Profit & Loss A/c (balance on 1st January, 2016)  30,000 

Trading loss for the year 2016 24,000  

Preference dividend for the year 2016 6,000  

Outstanding Expenses (including mortgage interest)  25,000 

4% Mortgage loan  2,00,000 

Total 6,30,000 6,30,000 

On 1st January, 2017 the liquidator sold M. Ltd.’s Plant for ` 2,05,000 and stock in 

trade for `  2,00,000. The sale was completed in January, 2017 and the 

consideration satisfied as to `  2,62,200 in cash and as to the balance in 6% 

Debentures of the purchasing company issued to the liquidator at a premium of 2%. 

The remaining steps in the liquidation were as follows: 

(1) The liquidator realised ` 52,000 out of the book debts and the cost of collection 

amounted to ` 2,000. 

(2) The loan mortgage was discharged on 31st January, 2017 along with interest 

from 31st July, 2016. Creditors were discharged subject to 2% and outstanding 

expenses excluding mortgage interest were settled for ` 2,000; 

(3)  On 30th June 2017 six month’s interest on debentures was received from  

M. Ltd. 
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(4) Liquidation expenses amounting to ` 3,000 and liquidator’s remuneration of 

3% on disbursements to members were paid on 30th June, 2017 when: 

(a) The preference shareholders were paid out in cash; and 

(b) The debentures on M. Ltd. and the balance of cash were distributed ratably 

among the equity shareholders. 

Prepare the Liquidator’s Statement of Account showing the distribution. 

Solution 

M. Ltd. (in liquidation) 

Liquidator’s Statement of Account from 1st January, 2017 to 30th June, 2017 

  `    `  

Balance at Bank 

Realisation from 

: 

 74,000 Liquidator’s 

remuneration 

 7302∗ 

Trade 

receivables 

M. Ltd. - 

 52,000 (3% on `  2,43, 

398) Liquidation 

  

`  1,40,000 6%   Expenses Loan on  3,000 

Debentures 1,42,800  mortgage with   

Cash 2,62,200 4,05,000 Accrued interest∗∗  2,04,000 

6 months’ 

interest 

  Creditors including   

on debentures  4,200 Outstanding 

Expenses 

 75,500 

Equity 

shareholders 

 5,35,200 Return 

contributors : 

  

Less: Cost of    6% Preference 

share- 

  

 Collection of

 Debts 

  

(2,000) 

Holders ` 10 per 

share 

 1,00,000 

 

                                                 
∗3/103 × 2,50,700 (i.e. ` 5,32,000 less payments made to all creditors) 
∗∗It is assumed that loan is secured by a floating charge. 
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   6% Debentures     1,42,800  

    Cash (03 P. 

approx.) 

  

     per share 598 1,43,398 

     Total  5,33,200      Total  5,33,200 

Illustration 6 

Prakash Processors Ltd. went into voluntary liquidation on 31st December, 2016 

when their Balance Sheet read as follows:— 

Liabilities `  

Issued and subscribed capital :  

5,000 10% cumulative preference shares  

of `  100 each, fully paid 5,00,000 

2,500 equity shares of `  100 each, `  75 paid 1,87,500 

7,500 equity shares of `  100 each, `  60 paid 4,50,000 

15% Debentures secured by a floating charge 2,50,000 

Interest outstanding on Debentures 37,500 

Creditors 3,18,750 

 17,43,750 

Assets  

Land and Building 2,50,000 

Machinery and Plant 6,25,000 

Patents 1,00,000 

Stock 1,37,500 

Trade receivables 2,75,000 

Cash at Bank 75,000 

Profit and Loss A/c 2,81,250 

 17,43,750 

Preference dividends were in arrears for 2 years and the creditors included 

Preferential creditors of `  38,000. 

The assets realised as follows : 

Land and Building `  3,00,000; Machinery and Plant ` 5,00,000; Patents ` 75,000; 

Stock ` 1,50,000; Trade receivables` 2,00,000. 
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The expenses of liquidation amounted to ` 27,250. The liquidator is entitled to a 

commission of 3% on assets realised except cash. Assuming the final payments 

including those on debentures is made on 30th June, 2017 show the liquidator’s 

Statement of Account. 

Solution 

Prakash Processors Limited 

Liquidator’s Statement of Account 

 Receipts  `   Payments  `  

To Assets realised -   By Liquidation expenses  27,250 

 Bank  75,000 By 

By 

Preferential creditors 

Liquidator’s 

Remuneration (W.N.1) 

 38,000 

36,750 

 Other assets:   By Debenture holders:   

 Land etc. 3,00,000   Debentures 2,50,000  

 Machinery etc. 5,00,000   Interest accrued 37,500  

 Patents 75,000   Interest 1-1-17/30-6-

17 

18,750 3,06,250 

 Stock 1,50,000      

 Trade receivables 2,00,000 12,25,000     

To  Call on equity 

shareholders (7,500 

× `  2.65) (1) 

 19,875 By Unsecured creditors  2,80,750 

    By Preferential 

shareholders : 

  

     Preference capital 5,00,000  

     Arrear of Dividend 1,00,000 6,00,000 

       12,89,000 

    By Equity shareholders -   

    

  

 ` 12.35 on 2,500 

shares 

  

    30,875 

   13,19,875    13,19,875 

Working Notes: 

(1) Liquidator’s remuneration 12,25,000 × 3/100 =`  36,750 

  

© The Institute of Chartered Accountants of India



 

 

8.36 ADVANCED ACCOUNTING 

(2) As the company is solvent, interest on the debentures will have to be paid for 

the period 1-1-2017 to 30-6-2017 

   
15 1

2,50,000
100 2

× ×  = ` 18,750 

(3) Total equity capital - paid up ` 6,37,500 

 Less : Balance available after payment to unsecured and preference shares 

    (13,00,000 — 12,89,000) ` (11,000) 

 Loss to be born by 10,000 equity shares `6,26,500 

 Loss per share `  62.65 

 Hence, amount of call on `  60 paid share `  2.65 

 Refund to share on `  75 paid `  12.35 

Illustration 7 

The following is the Balance Sheet of Confidence Builders Ltd., as at 30th Sept. 2016: 

Liabilities  `  Asset `  

Share Capital   Land and Buildings 1,20,000 

Issued : 11% Pref. Shares   Sundry Current Assets 3,95,000 

of `  10 each  1,00,000 Profit and Loss Account 38,500 

10,000 equity shares of   Debenture Issue   

`  10 each, fully paid up  1,00,000 expenses not written off 2,000 

5,000 equity shares of     

`  10 each, `  7.50 per     

share paid up  37,500   

13% Debentures  1,50,000   

Mortgage Loan  80,000   

Bank Overdraft  30,000   

Creditors for Trade  32,000   

Income-tax arrears :     

(assessment concluded      

in July 2012)     
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Assessment year 2014-

2015 

21,000    

Assessment year 2015-

2016 

5,000 26,000   

  5,55,500  5,55,500 

Mortgage loan was secured against land and buildings. Debentures were secured by 

a floating charge on all the other assets. The company was unable to meet the 

payments and therefore the debenture holders appointed a Receiver for the 

Debenture holders brought the land and buildings to auction and realised  

` 1,50,000. He also took charge of Sundry assets of value of ` 2,40,000 and realised 

` 2,00,000. The Bank Overdraft was secured by a personal guarantee of two of the 

Directors of the Company and on the Bank raising a demand, the Directors paid off 

the due from their personal resources. Costs incurred by the Receiver were ` 2,000 

and by the Liquidator ` 2,800. The Receiver was not entitled to any remuneration 

but the liquidator was to receive 3% fee on the value of assets realised by him. 

Preference shareholders had not been paid dividend for period after 30th 

September 2014 and interest for the last half year was due to the debenture 

holders. Rest of the assets were realised at ` 1,00,000. 

Prepare the accounts to be submitted by the Receiver and Liquidator. 

Solution 

Receiver’s Receipts and Payments Account 

  `    `  

Sundry Assets realised  2,00,000 Costs of the Receiver  2,000 

Surplus received from   Preferential payments   

mortgage   Creditors paid Taxes -  

Sale Proceeds of land 

and building 

1,50,000  raised within 12 

months 

 26,000 

Less: Applied to    Debentures holders   

discharge   Principal 1,50,000  

of mortgage loan (80,000) 70,000 Interest for half year 9,750 1,59,750 

   Surplus transferred   

   to the Liquidator  82,250 

  2,70,000   2,70,000 
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Liquidator’s Final Statement of Account 

 `    `  

Surplus received from  Cost of Liquidation  2,800 

Receiver 82,250 Remuneration to 

Liquidator (1,00,000x 3%) 

 3,000 

Assets Realised 1,00,000 Unsecured Creditors :   

Calls on Contributories :   for Trade 32,000  

 On holder of 5,000   Directors for payment   

 at the rate of   of Bank O/D   

 `  2.17 per share 10,850   30,000 62,000 

  Preferential Shareholders:   

  Principal 1,00,000  

  Arrears of    

  Dividends 22,000 1,22,000 

  Equity shareholder :   

  Return of money to    

  contributors to holders    

  of 10,000 shares at 33    

  paise each   3,300 

 1,93,100  1,93,100 

Working Note : 

Call from party paid shares 

Deficit before call from Equity Shares (1,82,250 — 1,89,800)         = 7,550 

Notional call on 5,000 shares @ `  2.50 each  12,500 

Net balance after notional call  (a)    4,950 

No. of shares deemed fully paid  (b)  15,000 

Refund on fully paid shares  
000,15

950,4
 = 33p 

Calls on party paid share (2.50 — 0.33) = `  2.17 
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14.  B LIST CONTRIBUTORIES 

(a) Persons: Shareholders who had transferred Partly Paid Shares (otherwise 

than by operation of law or by death) within one year, prior to the date of 

winding up may be called upon to pay an amount to pay off such Creditors 

as existed on the date of transfer of shares. These Transferors are called as B 

List Contributories. 

(b) Liability: Their liability is restricted to the amount not called up when the shares 

were transferred. They cannot be called upon to pay more than the entire face 

value of the share. For example, if Shares having Face Value ` 100 were paid up 

` 60, the B List Contributory can be called up to pay a maximum of ` 40 only. 

(c) Conditions: Liability of B List Contributories will crystallize only (a) when the 

existing assets available with the liquidator are not sufficient to cover the 

liabilities; (b) when the existing shareholders fail to pay the amount due on 

the shares to the Liquidator. 

Illustration 8 

In a liquidation which commenced on April 2, 2017 certain creditors could not receive 

payments out of the realisation of assets and out of the contributions from “A” list 

contributories. The following are the details of certain transfers, which took place in 

2016 and 2017. 

Shareholders Number of shares Date of ceasing Creditors remaining 

 transferred at the date 

ofceasing to be member 

to be member unpaid and 

outstanding 

X 1,500 1st March 2016 4,000 

A 1,000 1st May 2016 6,000 

B 1,500 1st July 2016 7,500 

C 300 1st Nov. 2016 8,000 

D 200 1st Feb. 2017 9,500 

All the shares were ` 10 each, ` 6 paid up ignoring expenses of and remuneration 

to liquidators, etc., show the amount to be realised from the various persons listed 

above. 
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Solution 

X will not be liable since he transferred his shares prior to one year preceding the 

date of winding up. The amount of ` 6,000 outstanding on 1st May 2016 will have 

to be contributed by A, B, C & D in the ratio of number of shares held by them, 

i.e. in the ratio of 10:15:3:2; thus A will have to contribute ` 2,000: B ` 3,000, C  

` 600 and D ` 400. Similarly, the further debts incurred between 1st May, 2016 

and 1st July 2016, viz. ` 1,500 for which A is not liable will be contributed by B, C 

and D in the ratio of 15:3:2 B will have to contribute` 1,125. C will have to 

contribute ` 255 and D will contribute ` 150. The further increase from ` 7,500 to 

` 8,000, viz. ` 500 occurring between 1st July and 1st Nov. will be shared by C and 

D who will be liable for ` 300 and ` 200 respectively. The increase between 1st 

Nov. and 1st Feb., is solely the responsibility of D.Against D’s liability of ` 2,250, 

he can be called upon to pay ` 800, the loss of ` 1,450 will have to be suffered by 

these creditors. 

The following statement makes the position clear: 

Statement of Liabilities of B list contributors 

 A B C D Amount to 

Creditors Outstanding 1,000 1,500 300 200 be paid to the 

on the date of ceasing Shares Shares Shares Shares Creditors 

to be member `  `  `  `  `  

(1) 6,000 2,000 3,000 600 400 6,000 

(2) 1,500 - 1,125 225 150 1,500 

(3)  500 - - 300 200 500 

(4)  1,500 - - - 1,500 50* 

 Total (a) 2,000 4,125 1,125 2,250 8,050 

(b) maximum liability on 

  shares held 

4,000 6,000 1,200 800  

(c)  Amount paid (a) or(b)      

 whichever is lower 2,000 4,125 1,125 800  

SUMMARY 

• In case of winding up of the company, a statement called Statement of affairs is 

prepared. 
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• Deficiency Account is the result of capital plus liabilities exceeding the assets or 

deficit or debit balance in the profit and loss account. 

• Overriding preferential payments are the payments to be made for the 

workman’s dues and debts secured to secured creditors to the extent they rank 

under section 529(1)(c). 

• Preferential creditors have to be paid in priority to unsecured creditors or 

creditor having a floating charge. 

• In case of voluntary winding up, the statement prepared by the Liquidator 

showing receipts and payment of cash is called “Liquidator’s Statement of 

Account”. 

• The shareholders who transferred partly paid shares within one year, prior to the 

date of winding up may be called upon to pay an amount (not exceeding the 

amount not called up when the shares were transferred) to pay off such 

creditors as existed on the date of transfer of shares. 

TEST YOUR KNOWLEDGE 

Theoretical Questions 

Question 1 

Explain Overriding preferential payments as per Companies Act, 2013.  

Question 2 

B List of Contributories and the liability of contributories included in the list. 

Question 3 

Write the LISTS which should accompany the Statement of Affairs, in case of a 

winding up by Court.  

Practical questions 

Question 1 

XYZ Limited is being would up by the tribunal. All the assets of the company have 

been charged to the company’s bankers to whom the company owes ` 5 crores. The 

company owes following amounts to others: 

 Dues to workers – `  1,25,00,000 
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 Taxes Payable to Government – `  30,00,000 

 Unsecured Creditors – ` 60,00,000 

You are required to compute with the reference to the provision of the Companies 

Act, 2013 the amount each kind of creditors is likely to get if the amount realized by 

the official liquidator from the secured assets and available for distribution among 

creditors is only ` 4,00,00,000/- 

Question 2 

‘A’ Ltd is to be liquidated.  Their summarised Balance Sheet as at 30th September, 

2016 appears as under: 

 ` 

Liabilities:  

5,00,000 equity shares of `100 each 50,00,000 

Secured debentures (on Land and Buildings) 20,00,000 

Unsecured loans 40,00,000 

Trade creditors 70,00,000 

 1,80,00,000 

Assets:  

Land and buildings 10,00,000 

Other fixed assets 40,00,000 

Current assets 90,00,000 

Profit and loss account 40,00,000 

 1,80,00,000 

Contingent liabilities are:  

For bills discounted 2,00,000 

For excise duty demands 3,00,000 

On investigation, it is found that the contingent liabilities are certain to devolve 

and that the assets are likely to be realised as follows: 

 ` 

Land and Building 22,00,000 

Other fixed assets 36,00,000 

Current assets 70,00,000 

Taking the above into account, prepare the statement of affairs.  
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Question 3  

The summarized Balance Sheet of Full Stop Limited as on 31st March 2017, being 

the date of voluntary winding up is as under: 

Liabilities  (`) Assets  (`) 

Share capital:  Land & building 5,20,000 

5,000, 10% Cumulative  Plant & machinery 7,80,000 

Preference shares of ` 100   Inventory in trade 3,25,000 

each fully paid up 5,00,000 Book debts 10,25,000 

Equity share capital:  Profit & loss account 5,50,000 

5,000 Equity shares of ` 100     

each `  60 per share called    

and paid up 3,00,000   

5,000 Equity shares of ` 100    

each ` 50 per share called up    

and paid up 2,50,000   

Securities premium 7,50,000   

10% Debentures 2,10,000   

Preferential creditors 1,05,000   

Bank overdraft 4,85,000   

Trade creditors 6,00,000   

 32,00,000  32,00,000 

Preference dividend is in arrears for three years.  By 31-03-2017, the assets 

realized were as follows: 

 ` 

Land & building 6,20,000 

Inventory in trade 3,10,000 

Plant & machinery 7,10,000 

Book debts 6,60,000 
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Expenses of liquidation are ` 86,000.  The remuneration of the liquidator is 2% of 

the realization of assets.  Income tax payable on liquidation is ` 67,000.  Assuming 

that the final payments were made on 31-03-2017, prepare the Liquidator’s 

Statement of Account.  

ANSWER /HINTS 

Answer 1  

Refer para 10 

Answer 2 

Refer Para 14 

Answer 3 

Refer Para 8 

Practical Questions 

Answer: 1 

Section 326 of the Companies Act, 2013 is talks about the overriding preferential 

payments to be made from the amount realized from the assets to be distributed to 

various kind of creditors. According to the proviso given in the section 326 the 

security of every secured creditor should be deemed to be subject to a paripassu 

change in favor of the workman to the extent of their portion.  𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑛𝑛′𝑠𝑠 𝑆𝑆ℎ𝑊𝑊𝑊𝑊𝑎𝑎 𝑡𝑡𝑊𝑊 𝑆𝑆𝑎𝑎𝑆𝑆𝑆𝑆𝑊𝑊𝑎𝑎𝑆𝑆 𝐴𝐴𝑠𝑠𝑠𝑠𝑎𝑎𝑡𝑡 =
𝐴𝐴𝑊𝑊𝑊𝑊𝑆𝑆𝑛𝑛𝑡𝑡 𝑅𝑅𝑎𝑎𝑊𝑊𝑅𝑅𝑅𝑅𝑎𝑎𝑆𝑆 ∗ 𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑛𝑛′𝑠𝑠 𝐷𝐷𝑆𝑆𝑎𝑎𝑠𝑠𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑛𝑛′𝑠𝑠 𝐷𝐷𝑆𝑆𝑎𝑎𝑠𝑠 + 𝑆𝑆𝑎𝑎𝑆𝑆𝑆𝑆𝑊𝑊𝑎𝑎𝑆𝑆 𝐿𝐿𝑊𝑊𝑊𝑊𝑛𝑛  

 𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑛𝑛′𝑠𝑠 𝑆𝑆ℎ𝑊𝑊𝑊𝑊𝑎𝑎 𝑡𝑡𝑊𝑊 𝑆𝑆𝑎𝑎𝑆𝑆𝑆𝑆𝑊𝑊𝑎𝑎𝑆𝑆 𝐴𝐴𝑠𝑠𝑠𝑠𝑎𝑎𝑡𝑡
=

4,00,00,000 ∗ 1,25,00,000

1,25,00,000 + 5,00,00,000

4,00,00,000 ∗ 1

5𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑊𝑛𝑛′𝑠𝑠 𝑆𝑆ℎ𝑊𝑊𝑊𝑊𝑎𝑎 𝑡𝑡𝑊𝑊 𝑆𝑆𝑎𝑎𝑆𝑆𝑆𝑆𝑊𝑊𝑎𝑎𝑆𝑆 𝐴𝐴𝑠𝑠𝑠𝑠𝑎𝑎𝑡𝑡𝑠𝑠 = 80,00,000

 

Amount available to secured creditor is ` 400 Lakhs – 80 Lakhs = 320 Lakhs 

Hence, no amount is available for payment of government dues and unsecured 

creditors.  
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Answer 2 

Statement of Affairs of ‘A’ Ltd. (in Liquidation) 

as at 30th September, 2016 

  Estimated 

Realisable 

Value (`) 

 Assets not specifically pledged (as per List A):  

 Other Fixed Assets 36,00,000 

 Current Assets 70,00,000 

  1,06,00,000 

 Assets specifically pledged (as per List B):  

  Estimated 

Realizable 

value 

Due to 

secured 

creditors 

Deficiency 

ranking as 

unsecured 

Surplus 

carried to 

the last 

column 

 

  ` ` ` `  

 Land and 

Building 

22,00,000 20,00,000  –  2,00,000    2,00,000 

 Estimated total assets available for preferential creditors, 

debenture holders secured by a floating charge and unsecured 

creditors 

 

1,08,00,000 

 Summary of Gross Assets:  

 Gross realizable value of assets specifically pledged 22,00,000  

 Other Assets 1,06,00,000  

 Total Assets 1,28,00,000  

    

 Liabilities  

Gross 

Liabilities 
Liabilities  

20,00,000 Secured creditors (as per List B) to the extent to which claims are 

estimated to be covered by assets specifically pledged 

 

– 

3,00,000 Preferential creditors (as per List  C) – for demand of excise duty     3,00,000 
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 Balance of assets available for debentureholders secured by 

floating charge and unsecured creditors 

 

1,05,00,000 

 – Debentureholders secured by floating charge (as per List D) – 

 Unsecured creditors (as per List E):  

40,00,000 Unsecured Loans 40,00,000 

70,00,000 Trade creditors 70,00,000 

    2,00,000 Liability for bills discounted (Contingent)  2,00,000 

1,35,00,000 Estimated deficiency as regards creditors (difference between 

gross assets and gross liabilities) 

7,00,000 

 Issued and called up capital:  

 5,00,000 Equity shares of `10 each (as per List G) 50,00,000 

 Estimated deficiency as regards members/ contributories 57,00,000 

Answer  3 

Liquidator’s Statement of Account 

Receipts ` Payments ` 

Land & building 6,20,000 Liquidator’s remuneration 46,000 

Inventory in trade 3,10,000 Liquidation expenses 86,000 

Plant & machinery Book 

debts 

7,10,000 

6,60,000 

Preferential creditors 

10% Debentures 

1,05,000 

2,10,000 

  Income tax payable 67,000 

  Bank overdraft 4,85,000 

  Trade creditors 6,00,000 

  Preference shareholders:  

  Capital 5,00,000 

  Arrears of preference dividend  

  for 3 years 1,50,000 

  Refund on 5,000 shares of  

` 60 paid up @ ` 10.10 per 

share (Refer W.N.) 

 

 

50,500 

  Refund on 5,000 shares of  

` 50 paid up @ ` 0.10 per 

share (Refer W.N.) 

 

 

500 

 23,00,000  23,00,000 
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Working Note: 

 ` 

Total equity capital paid up (3,00,000 + 2,50,000) 5,50,000 

Less: Balance available after payment to secured, unsecured,  

    preferential  creditors and preference shareholders 

 

(51,000) 

 (23,00,000 – 46,000 – 86,000 – 2,10,000 – 1,05,000 – 67,000   

 – 4,85,000– 6,00,000 – 5,00,000 – 1,50,000)   

Loss to be borne by 10,000 equity shareholders 4,99,000 

Loss per share ` 49.90 

Hence, amount of refund on ` 50 per share paid up (` 50 – ` 49.90) ` 0.10 

Amount of refund on ` 60 per share paid up (`  60 – ` 49.90) ` 10.10 
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UNIT-1:INTRODUCTION TO INSURANCE  BUSINESS 

LEARNING OUTCOMES 

After studying this chapter, you will be able to:  

 Understand the basic concepts of Insurance 

 Learn the meaning of some important terms used in 

insurance business, namely premium, considerations for 

annuities granted, claims, surrender value, bonus, paid-up 

policy, re-insurance and agents’ balances 

 Learn two main types of insurance business i.e. life 

insurance and general insurance and will be able to 

distinguish between them 

 Understand the meaning and various types of fire, marine 

and miscellaneous policies 

 Provisions of the Insurance Act requiring preparation of 

financial statements for the insurance business and 

maintenance of register or record of policies 

 

CHAPTER 9 
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9.2 ADVANCED ACCOUNTING 

UNIT OVERVIEW 

Basically, insurance is divided into two broad types viz; 

 

 

 

 

 

 

Life Insurance can be further classified into 3 types: 

 

 

 

 

 

 

General  Insurance can be further classified into 3 types: 

 

 

 

 

 

 

1.1 INTRODUCTION 

Insurance is a contract In which one party namely the Insurance Company called 

“Insurer” undertakes to indemnify specified losses suffered by the other party 

called “Insured” for a special consideration called “Premium”. The term of the 

Insurance contract is called “Insurance Policy”. 

Insurance 

Life Insurance  General Insurance 

Life Insurance 

Term Assurance Whole Life Assurance Annuity 

General Insurance 

Marine Insurance 

 

Fire Insurance 

 

Miscellaneous 

Insurance 
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Some Important terms used in Insurance Business: - 

1. Insurance Policy: It is the document issued by the insurance company 

containing terms of the insurance contract. It specifies the losses that are covered by 

the Policies and also the maximum amount that can be paid out in the event of a 

loss/death. This is called Policy Amount. 

2. Premium: The payment made by the insured to the Insurance Company in 

consideration for undertaking to indemnify specified losses suffered by the 

Insured by way of the contract of Insurance. The premium is generally paid 

annually. In some cases it may be paid at shorter intervals. A point to be noted is 

the premium amount has to be paid “front end” i.e. before the commencement of 

the insurance cover/policy. 

3. Claims: A claim occurs when a policy fall due for payment. In Life Insurance it 

arises on death or on maturity of policy.  In case of General Insurance, the claim 

arises only when the loss occurs. While calculating the claim outstanding at the 

end, the claim intimated as well as the claim intimated and accepted both are 

considered. The adjustment entry required for this will be as follows: 

Claims account  Dr. 

     To  Claims intimated and accepted but not paid account 

      To Claims intimated but not accepted and paid account 

At the commencement of the next period a reverse entry is passed, so that when 

these claims intimated are paid, they may not influence the claims account of next 

year. However, if company rejects any claim, such amount should be transferred 

to the insurance fund account and not to the claims account. 

Illustration 1 

From the following, you are required to calculate the loss on account of claim to be 

shown in the revenue account for the year ending 31st December, 20X3: 

Claim intimated in 

the year 

Claim admitted in 

the year 

Claim paid in the year `  

20X2 20X2 20X3 15,000 

20X3 20X3 20X4 10,000 

20X1 20X2 20X2 5,000 

20X1 20X2 20X3 12,000 

20X3 20X4 20X4 8,000 

20X3 20X3 20X3 1,02,000 
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Claim on account of Re-insurance was `   25,000. 

Solution 

 `  

Total claim paid in 20X3 : ` (1,02,000 + 12,000 + 15,000)  1,29,000 

Less: Outstanding in the beginning, i.e., intimated in 20X2 or 

earlier  

 

whether accepted in 20X2 accepted in 20X3 (` 15,000+ ` 12,000) (27,000) 

 1,02,000 

Add: Outstanding at the end, i.e., intimated in 20X3 whether 

accepted in  

 

20X3 or in 20X4 ` (10,000 + 8,000)    18,000 

 1,20,000 

Less: Re-insurance claim  (25,000) 

Claims to be shown in revenue account    95,000 

4. Surrender Value: When the policy holder wishes to realise the amount of 

policy before the expiry of the full period of the policy, he surrenders his right 

under the policy and is paid an amount calculated by a fixed formula. 

5. Commission: Generally, Insurance Companies get business through agents; 

these agents receive commission on the basis of the amount of premium they 

generate for the Insurance Company. Commission paid to Agents is shown as a debit 

(expense) in the Revenue Accounts. 

6.  Bonus (applicable only to Life Insurance): A life insurance policy may be “with 

profit” or “without profits”. The holder of a “without profits” policy is entitled to 

receive on maturity only the amount specified in the policy; but on a “with profits” 

policy he is entitled to receive in addition, the amount of bonuses declared on 

each valuation. On each valuation, the amount standing to the credit of Life Fund 

which is in excess over net liability, as determined by the actuary, is distributed 

among the shareholders and the policyholders. The share of the policyholders is 

paid to them as bonus, either in cash on declaration or by reduction of future 

premiums, or on maturity of the policy.  

7.  Reversionary Bonus- Until the bonus is paid, it does not figure in the 

Revenue Account and is not payable in cash immediately but is to be payable at 

the time of the claim; it is described as Reversionary Bonus. The amount of 

Reversionary Bonus is included in claims.  
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8.  Interim Bonus: It is a bonus paid to a policyholder for a period for which 

valuation is not complete and, therefore, the exact profit or bonus has not been 

determined.  

9. Reinsurance: If Insurance Company does not wish to bear the whole of risk of a 

policy, then it will reinsure a part of risk with some other insurer. In such a case the 

insurer is said to have ceded (given) a part of its business to other insurer .i.e. the risk 

of the insurance is being underwritten by another Insurance Company. 

In other words, in Re-Insurance business transaction is defined as an agreement 

between the Ceding Company and the Reinsurer, where the former agrees to cede 

(give) and the later agrees to accept certain specified share of risk in return for a 

share of the premium. In such a case, on a claim arising, the claim will be shared 

between the two companies in the proportion they had agreed to underwrite the 

risk. 

10. Ceding Company: An insurance company that shifts part or all of a risk it has 

assumed to another insurance company. The Ceding company shares the premium 

amount it has received to cover the risk, with the second insurance company called the 

Reinsurer. In return, the Reinsurer company pays commission to the Ceding company 

for getting the business. 

11. Commission on re-insurance ceded/ accepted: Insurance companies get 

business through its agents. Such agents receive commission on the basis of the 

amount of business they generate for the company. When company gets re-

insurance business it has to pay commission to the Ceding company also. This 

commission  paid by the reinsurance company is called ‘commission on re-insurance 

accepted’ and is shown as an expense in the revenue account of the re insurance 

company. 

For the ceding company, when it passes on a part of  the business to the reinsurance 

company then the Ceding company gets its commission from  the re-insurance 

company. This commission is called ‘commission on re-insurance ceded’.  It is a gain 

to the company surrendering the business. It appears on the credit side of revenue 

account. 

Other Terms Used in Insurance Business 

1. Paid Up Policy (Applicable only to Life Insurance): If an insured is unable 

to continue to paying premiums on his life policy, he may discontinue the 

payment and convert the policy into a “Paid-up” policy. The insured amount in 

that case will be reduced to a figure ascertained according to the following 

formula: 
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  Paid-up value = 
No. of premium paid × Sum assured 

Total No. of premium payable
 

  Other conditions of the policy, however, will remain unchanged. 

2.  Annuity: It is a contract that provides an income for a specific period of time 

to say for a number of years or for life. The person receiving the payment is called 

an annuitant. Annuity payments are usually made monthly but can be quarterly, 

semi-annually, or annually. 

3.  Catastrophic Loss: A loss (or related losses) which is unbearable i.e. it causes 

severe consequences such as bankruptcy to a family, organisation, or insurer. 

4.  Bonus in Reduction of Premium: In all the cases of general insurance the 

policy is always taken for one year and it is to be renewed after the expiry of the 

policy. Whether the policy is renewed with the same company, or a fresh policy is 

taken with some other company, it is a standing practice that the company usually 

grants a reduction in premium at the prescribed rate if the insured has not made any 

claim. This rate of reduction increases every year for usually three years if the insured 

does not make any claim continuously year after year.  

• The journal entry is : 

Bonus in reduction of premium account Dr. 

       To Premium account 

1.1.1 Principles of Insurance 

There are several principles governing insurance business, the important of which 

are discussed below. 

(a) Principle of indemnity: Insurance is a contract of indemnity. The insurer is 

called indemnifier and the insured is the indemnified. In a contract of indemnity, 

only those who suffer loss are compensated to the extent of actual loss suffered 

by them. One cannot make profit by insuring his risks. 

(b) Insurable interest: Everyone cannot enter into contracts of insurance. For 

example, A cannot insure the life of B who is a total stranger. But if B happens to 

be his wife or his debtor or business manager, A has insurable interest, i.e., 

vested interest and, therefore, he can insure the life of B. For every type of policy 

insurable interest is insisted upon. In the absence of such interest the contract will 

amount to a wagering contract. 

(c) Principle of uberrimae fidei: Under ordinary law of contract there is no 

positive duty to tell the whole truth in relation to the subject-matter of the 

contract. There is only the negative obligation to tell nothing but the truth. In a 
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contract of insurance, however there is an implied condition that each party must 

disclose every material fact known to him. This is because all contracts of insurance 

are contracts of uberrima fidei, i.e., contracts of utmost good faith. This is because the 

assessment of the risk and the determination of the premium by the insurer depend 

on the full and frank disclosure of all material facts in the proposal form. 

1.2 VARIOUS TYPES OF INSURANCE 

Basically, insurance is divided into two broad types viz; life Insurance and 

General insurance.  

1.2.1 Life insurance policy 

It covers the “life-risk” of the insured person. In case of death, the nominee will 

get the Insurance Policy amount. In life insurance the amount is payable on the 

happening of an event which is bound to occur, i.e., death. So this form of 

Insurance is also described as “Assurance”. 

However, the life insurance policy also provides for payment of the policy value at 

maturity or by instalments and an agreed bonus. This payment may either be in 

lumpsum on maturity of the policy or may be paid in instalments called annuity. 

The uses of the terms "insurance" and "assurance" are sometimes confused.   

“Insurance" refers to providing cover for an event that might happen (fire, theft, 

flood, etc.), while "Assurance" is the provision of cover for an event that is certain 

to happen like death and so Life insurance is actually Life Assurance. 

Life Insurance can be further classified into 3 types: Whole Life Assurance; Term 

Assurance and Annuity. 

(a) Whole Life Assurance: In whole life assurance, policy amount is paid only on 

the death of Insured. 

(b) Term Assurance: Here the policy amount is paid in “lump-sum” on maturity 

of the term of the Life Insurance Policy (say 20 years). 

(c) Annuity: On maturity of the policy, instead of a one shot “lump-sum” 

payment the policy amount is disbursed in instalments, generally monthly. 

1.2.2 General insurance 

It means insurance other than life insurance. 

Section 2(6B) of the Insurance Act defines ‘General Insurance Business’ as fire, 

marine or miscellaneous insurance business whether carried on singly or in 

combination with one or more of them. 
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Some common types of miscellaneous insurance in India are: exchange risk 

insurance, motor vehicle insurance, credit insurance, burglary insurance, 

workmen’s compensation insurance, professional liability insurance, cash in transit 

insurance, fidelity insurance, etc.  

1.3 VARIOUS TYPES OF GENERAL INSURANCE 

General Insurance is broadly classified into three major categories: 

Fire Insurance; Marine Insurance; Miscellaneous Insurance 

 

 

Composite Policy 

Valued Policy 

General Insurance 

Miscellaneous 
Fire Insurance 

Specific Policy 

Valued Policy 

Average Policy 

Floating Policy 

Excess Policy 

Blanket Policy 

Comprehensive Policy 

Consequential loss 

policy 

Re-instatement policy 

Open declaration policy 

Marine Insurance 

Floating Policy 

Mixed Policy 

Voyage Policy 

Time Policy 

Port Policy 

Open Policy 

Fleet Insurance 

Policy 

Blanket Policy 

Motor Vehicle 

Insurance 

Workmen’s 

Compensation 

I  

Fidelity Insurance 

Credit Insurance 

Burglary Insurance 

Loss of Profit 

Insurance 

Professional Liability 

Insurance 
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In general insurance, the policy is taken for one year at a time and can be 

renewed yearly or a fresh policy can be taken with some other insurance 

company. 

The three types of General Insurance: 

1.3.1 Fire Insurance  

A fire insurance contract may be defined as an agreement whereby one party, for 

a consideration, undertakes to indemnify the other party upto an agreed 

amount against financial loss of goods or property which the latter may suffer 

because of fire. Fire insurance thus covers the risk of loss of property by accidental 

and non-intentional fire. 

Types of Fire Policies 

(i) Valued policy - A policy in which the value of the property is ascertained 

and/or agreed upon which the insurer undertakes to pay in the event of 

destruction of goods/property by fire is known as valued policy. This type of 

policy is not very common these days. 

(ii) Specific policy - It is a policy which insures a risk for a specific amount. In case 

of any loss under this policy, the insurer pays whole loss provided it is not more 

than the sum specified in the policy. Thus, the value of the goods/property is not 

considered for this purpose. 

(iii) Average policy - An average policy contains the ‘average clause’ which lays 

down that if the property is under-insured, i.e. insured for a sum smaller than 

the value of the property, the insurer will bear only that proportion of the 

actual loss which the sum assured bears to the actual value of the property at 

the time of loss. 

(iv) Floating policy - It is the policy which covers several types of goods lying at 

different locations under one amount and for one premium. The premium 

normally charged under this policy is the average of the premium that would 

have been paid if each lot of the goods had been insured under specific 

policies for specific sums. 

(v) Excess policy - Where the stocks of the insured fluctuate he may take out a 

policy for the amount below which his stocks normally do not fall and 

another policy to cover the maximum amount of stocks which may be 

reached at times. The former type of policy is known as the First Loss Policy 

and the latter as the Excess Policy. 
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(vi) Blanket policy - A blanket policy is that which covers all assets - fixed as well 

as current - under one policy. 

(vii) Comprehensive policy - A policy which covers risks such as fire, flood, riots, 

strikes, burglary etc. upto a certain specified amount is known as the 

comprehensive policy. 

(viii) Consequential loss policy - The objective of this policy is to indemnify the 

insured against the loss or profit caused by any interruption of business due 

to fire. It is also known as Loss of Profit Policy. 

(ix) Re-instatement policy - It is a policy under which the insurer pays the 

amount which is sufficient to re-instate assets or property destroyed. 

(x) Open declaration policy - It is a policy whereby the insured makes a deposit 

with the insurer and declares the value of the subject matter in respect of 

which risk is covered. 

 Such policies are normally taken where the value of stocks, etc. fluctuates 

considerably.  

1.3.2 Marine Insurance  

Marine insurance is perhaps the oldest type of insurance. Under a contract of 

marine insurance, the insurance company or the underwriter agrees to 

indemnify the owner of a ship or cargo against risks which are incidental to 

marine adventure such as sinking or burning of the ship and its contents, 

stranding of the ship, collision of ship, Jettison, i.e., throwing overboard the 

cargo into the sea to save the ship from sinking or some other imminent danger, 

barratry, i.e., wrongful act of the captain of the ship in destroying or stealing the 

vessel or cargo causing loss to owners. 

Types of Marine Insurance - The common types of marine insurance are as 

follows: 

(i) Cargo insurance - This type of marine insurance covers risks to the cargo on 

the ship. The cargo on the ship is exposed to risks arising from an act of God, 

enemies, fire etc. 

(ii) Hull insurance - The ship is also exposed to the perils (danger) described in 

(i) above. Therefore, the owner of the ship may effect ‘hull’ insurance to cover 

such perils. 

(iii) Freight insurance - Where the owner of goods promises or undertakes to 

pay the freight when the cargo is safely delivered at the port of destination 

and the cargo is destroyed on the way, the shipping company would lose the 
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freight. The shipping company can cover this risk by taking out a freight 

insurance policy. 

The persons who insure cargo, hull or freight are known as underwriters 

because they write their name and sign at the foot of the policy.  

Types of Marine Losses - Marine losses may be broadly of two types –  

 

(i) Total Loss : When the subject matter of insurance, i.e., cargo, ship, freight 

etc. is totally lost, it is known as a ‘total loss’. Total loss is also of two types: 

(a) Actual Total Loss - When the subject-matter of insurance is absolutely 

destroyed or totally lost to the insured, it is known as actual total loss. 

(b) Constructive Total Loss - When the subject matter is not actually totally 

lost but is lost for all practical purposes e.g., where the ship or cargo is 

reasonably abandoned and taken as lost or expenses to be incurred for 

saving the cargo or the ship are expected to be more than the value 

thereof, it is known as constructive total loss. 

(ii) Partial Loss : When only a part of the subject matter is lost, it is known as 

partial loss. This loss may also be of two types as discussed below : 

(a) General Average Loss - Such a loss is caused by extraordinary voluntary 

sacrifice made or expenditure incurred with the objective of protecting 

the interests of all owners in a voyage. An example of this type of loss is 

when the ship has run aground and part of the cargo is to be jettisoned 

to lighten the ship to save it as well as the cargo from total loss. 

(b) Particular Average Loss - It is a partial loss of the subject matter of 

insurance caused by a peril against which it is insured but which is not a 

general average loss. 

Types of Marine Insurance Policies - Generally a standard form for all policies is 

used for all marine insurance policies to cover various types of risks. However, 

Marine Losses

Total  loss

Actual Total 
Loss 

Constructive 
Total Loss

Partial loss 

General 
Average Loss

Particular 
Average Loss
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differing needs of the insured have led to the evolution of a variety of marine 

insurance policies, the main among which are: 

(i) Time policy - It is that policy which covers the risk of the subject matter for a 

specified period of time. It is generally used for hull insurance though it can be 

taken out also for cargo. 

(ii) Voyage policy - This is a policy whereby the subject matter in transit is insured 

from one place to another. It is generally carried out for cargo which is exposed to 

marine risks in transit. 

(iii) Mixed policy - This is also known as time and voyage policy as under this the 

subject matter on a particular voyage is insured for a specified period of time. 

(iv) Floating policy - This policy is taken out by cargo owners who make regular 

shipments of cargo to insure the shipments expected  to be shipped for a 

certain time by one policy. At the time the cargo is shipped, the insured 

declares the value of the shipment and the total value of the policy is 

reduced by that amount. 

(v) Blanket policy - This policy is taken for a specified amount, the premium in 

respect of which is paid for the entire policy at the beginning itself and is 

adjusted at the end of the specified period for the value of risks covered 

during this period. 

(vi) Fleet insurance policy - This policy insures the whole fleet of ships. 

(vii) Open policy - This type of policy is taken out without specifying the value 

where at the time of insurance, the insured is not aware of the value of the 

subject matter to be insured, which is ascertained and declared to the insurer 

later. The insurance cover is subject to the limit of the sum assured. 

(viii) Port policy - This policy covers the ship when it is docked/stationed at a port. 

(ix) Composite policy - It is a policy underwritten by more than one underwriter. 

The liability of each underwriter is however distinct and separate. 

(x) Valued policy - Under this policy, the value of the subject matter is agreed 

between the underwriters and the insured at the time of taking the policy and 

is specified therein. 

Clauses in a Marine Policy: 

A marine policy may cover or exclude various types of risks. In view of this some 

special clauses may be inserted in the policy. Some of the important clauses are 

discussed below: 

© The Institute of Chartered Accountants of India



 

 

9.13 

 
FINANCIAL STATESMENTS OF INSURANCE COMPANIES 

(i) Lost or Not Lost Clause - When this clause is inserted in the policy, the 

goods are insured irrespective of whether they are already lost or not lost 

before the policy is taken out. In other words, it covers loss of goods 

occurring between shipment of goods and the issuance of policy. 

(ii) Waiver Clause - When this clause is included in a marine policy no act of the 

insurer or the insured in saving, maintaining and preserving the cargo or the 

hull will be considered as a “waiver”, i.e., in case the insured takes steps under 

Sue, Labour and Travel clause after the notice of abandonment is given by 

him to the insurer but is not accepted by the insurer, it will not amount that 

the notice of abandonment is waived. Thus, if the insurer takes any such 

steps, it cannot be taken to mean as an acceptance of the notice of 

abandonment. 

(iii) Permission to Touch and Stay Clause - As per this clause, the ship is 

permitted to touch and stay at the ports mentioned in the policy in the order 

specified therein. In case nothing is specified, the ship must touch and stay at 

ports which are normally touched in the particular trade. Any deviation from 

the route specified is permitted in an emergency to save the ship and the 

lives of the passengers. 

(iv) Running Down Clause (RDC) - This clause enables the insured to claim the 

loss caused by collision with another ship. 

(v) Free of Capture and Seizure Clause (FCS) - This clause is included in the 

policy to clarify that the underwriters will not be liable for any loss caused by 

ship being captured or seized in a war or warlike situation. 

(vi) Continuation Clause - This clause may be included in a time policy whereby 

the ship will be covered until the end of the voyage or for not more than 30 

days thereafter where the ship is still at sea at the time of expiry of the policy. 

A monthly pro rata premium is required to be deposited for this purpose. 

(vii) Excepted Perils Clause - This clause specifies the risks not covered by the 

insurance policy. 

(viii) Free of Particular Average (FPA) and Free of All Averages (FAA) Clauses - 

As the names suggest, the FPA clause exempts the underwriter from 

particular average and all averages, i.e., both general and particular average 

liabilities (discussed hereinafter). 

(ix) Insurance Clause - This clause covers, among others, the losses caused by 

the negligence of master, crew etc. or by explosives or by other defects in 

machinery of the ship. 
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(x) Jettison Clause - This clause covers the loss caused by jettisoning of goods, i.e., 

throwing overboard goods to reduce the weight of the ship and prevent capture 

by the enemy. 

(xi) Barratry - This clause covers all losses caused by willful misconduct or 

defaults of the master and crew of the ship. 

1.3.3 Miscellaneous Insurance Policies  

In addition to the types of general insurance business discussed above, there are 

a number of insurance policies which cover various other types of risks, the 

important ones of which are discussed hereinafter. 

Motor Vehicle Insurance - Motor Vehicle insurance policies are normally taken out 

to cover two types of risk—(i) the risk of damage by an accident or loss by theft, and 

(ii) risk of liability arising from an injury or death of any person in an accident caused 

by a vehicle, commonly known as Third Party Insurance. The owner of a vehicle is 

compulsorily required to get third party insurance under the Indian Motor Vehicles 

Act whereas the other types of insurance are voluntary. 

Fidelity Insurance - This type of insurance protects an employer against the 

frauds, defalcations etc., on the part of his employees where, as part of their 

employment obligations, such employees are required to handle cash, goods or 

other valuables of the employer. 

Credit Insurance - Credit insurance is taken out to protect the insured against 

the losses caused by bad debts due to insolvency of the debtors or otherwise. 

Burglary Insurance - Burglary insurance policy is issued whereby the insurer 

undertakes to indemnify the insured against losses from burglary, i.e., the removal 

of movable goods by theft or burglary. 

Loss of Profit Insurance - Loss of profits insurance is often accompanied by fire 

insurance and it covers the risk of loss of profits caused by fire, including fixed 

costs which are continued to be incurred till the business starts functioning at its 

normal level. 

Workmen’s Compensation Insurance - This type of insurance covers the risk of 

liability arising on account of payment of compensation where a worker suffers 

injury or dies in an accident in the course of his employment. 

Professional Liability Insurance - Professional liability insurance protects the 

professionals, such as doctors, lawyers and accountants, against the risk of 

liabilities arising towards clients or third parties in connection with their work. 

This may also include legal expenses incurred in defending law suits. 
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The scope of miscellaneous insurance business is very wide and encompasses 

almost all commercial activity. 

Important point to be remembered 

 Only in general insurance policy the insured gets compensation only in case 

of loss sustained by him due to reasons specified in the policy. 

1.4  DISTINCTION BETWEEN LIFE INSURANCE AND OTHER 

FORMS OF INSURANCE 

  Life Insurance Other Insurance 

1. Timing of 

Payment of 

Claim 

Insurable amount is 

payable either on the 

happening of the event 

(death) or at the maturity 

Reimbursement of loss or 

liability incurred will be paid 

at the happening of the 

uncertain event only.  

2. Value of Policy Insurance can be done 

for any value depending 

upon the premiums the 

insured is willing to pay. 

The sum payable under it is 

limited to the amount of 

loss actually suffered or the 

liability incurred, 

notwithstanding the amount 

of policy. 

3. Duration of 

Contract 

-These are long term 

contracts running over 

the number of years.  

These are only for one year 

though renewable after 

year. 

4. Assurance Life insurance is known 

also by another term 

‘assurance’ since the 

insured gets an assured 

sum. 

Other policies are known as 

insurance. 

5. Determination 

of Liability 

Actuaries periodically 

estimate the liability 

under existing policies.  

On that basis a valuation 

balance sheet is 

prepared to determine 

the profit. 

A portion of the premium is 

carried forward as a 

provision for unexpired 

liability and the balance net 

of claims and expenses is 

taken as profit or loss. 
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1.5  SOME RELEVANT PROVISIONS OF THE INSURANCE ACT, 

1938 [UPDATED AS PER THE INSURANCE 

(AMENDMENT) ACT 2015] 

The general insurance business in India is governed by the Insurance Act, 1938 

which is based on the British Insurance Act. The Act was amended in 1969 for 

‘social control’ to govern the general insurance business on healthy lines. 

However, it was felt that there still existed some scope for improvement. In view 

of this, on May 13, 1971 the government nationalised the general insurance 

industry by an ordinance which became the General Insurance (Nationalisation) 

Act, 1972. At that time there were 63 domestic insurance companies and 44 

foreign insurance companies operating in India. The management of all the 107 

companies were taken over by the Government and accordingly the General 

Insurance Corporation (GIC) was formed as a government company in November 

1972. The GIC as the holding company is entrusted with the task of 

superintending, controlling and carrying on the general insurance business in the 

country. Its subsidiaries in all the four zones of the country viz., the Oriental Fire 

& General Insurance Company (now known as the Oriental Insurance Co. Ltd.), the 

National Insurance Company Ltd., the New India Assurance Company Ltd. and the 

United India Insurances Company do all classes of direct business of general 

insurance except aviation which is done by the GIC. 

The Insurance Act, 1938 and the rules framed there under have an important 

bearing on the preparation of accounts of insurance companies. Some of the 

provisions have become irrelevant after the nationalisation of general insurance. 

Some provisions have been amended by IRDA Act, 1999 and Insurance (Amendment) 

Act 2015. 

(1)  Forms for final accounts [Section 11(1)]. Every insurer, on or after the date 

of the commencement of the Insurance Laws (Amendment) Act, 2015, in respect 

of insurance business transacted by him and in respect of his shareholders' funds, 

should, at the expiration of each financial year, prepare with reference to that 

year, balance sheet, a profit and loss account, a separate account of receipts and 

payments, a revenue account in accordance with the regulations as may be 

specified. 

(2)  Audit [Section 12]: The balance sheet, profit and loss account, revenue 

account and profit and loss appropriation account of every insurer, in respect of 

all insurance business transacted by him, should, unless they are subject to audit 

under the Companies Act, 2013, be audited annually by an auditor, and the 
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auditor should in the audit of all such accounts have the powers of, exercise the 

functions vested in, and discharge the duties and be subject to the liabilities and 

penalties imposed on, auditors of companies by Section 147 of the Companies 

Act, 2013. 

(3)  Register of policies [Section 14(1)]: Every insurer, in respect of all business 

transacted by him, should maintain— (a) a record of policies, in which should be 

entered, in respect of every policy issued by the insurer, the name and address of 

the policyholder, the date when the policy was effected and a record of any 

transfer, assignment or nomination of which the insurer has notice; (b) a record of 

claims, every claim made together with the date of the claim, the name and 

address of the claimant and the date on which the claim was discharged, or, in 

the case of a claim which is rejected, the date of rejection and the grounds 

thereof; and (c) a record of policies and claims in accordance with clauses (a) and 

(b) may be maintained in any such form, including electronic mode, as may be 

specified by the regulations made under this Act. 

(5)  Approved investments (Section 27B(1)): A company carrying on general 

insurance business must invest its funds only in approved securities listed in this 

section. 

(6)  Payment of commission to authorised agents (Section 40(1)): As per the 

Insurance (Amendment) Act 2015, no person should, pay or contract to pay any 

remuneration or reward, whether by way of commission or otherwise for soliciting 

or procuring insurance business in India to any person except an insurance agent 

or an intermediary or insurance intermediary in such manner as may be specified 

by the regulations. 

(7)  Limit on expenditure (Sections 40B and 40C):  

As per the Insurance (Amendment) Act 2015 No insurer should, in respect of 

insurance business transacted by him in India, spend as expenses of management 

in any financial year any amount exceeding the amount as may be specified by 

the regulations made under this Act and every insurer transacting insurance 

business in India should furnish to the Authority, the details of expenses of 

management in such manner and form as may be specified by the regulations 

made under this Act.". 

(8)  Sufficiency of assets [Section 64VA(1)]: Every insurer and re-insurer should 

at all times maintain an excess of value of assets over the amount of liabilities of, 

not less than fifty per cent. of the amount of minimum capital as stated under 

section 6 and arrived at in the manner specified by the regulations. 
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1.6 INSURANCE REGULATORY AND DEVELOPMENT 

AUTHORITY ACT, 1999 AND INSURANCE (AMENDMENT) 

ACT 2015  

The Insurance Regulatory and Development Authority Act, 1999 is an act to 

provide for the establishment of an Authority to protect the interests of holders 

of insurance policies, to regulate, promote and ensure orderly growth of the 

insurance industry and for matters connected therewith or incidental thereto and 

further to amend the Insurance Act, 1938 the Life Insurance Corporation Act, 1956 

and the General Insurance Business (Nationalisation) Act, 1972 to end the 

monopoly of the Life Insurance Corporation of India (for the insurance business) 

and General Insurance Corporation and its subsidiaries (for general insurance 

business). 

The Act was published in the Gazette of India on 29th Dec., 1999 and extends to the 

whole of India. Words and expressions used and not defined in this Act but defined 

in the Insurance Act, 1938 or the Life Insurance Corporation Act, 1956 or the General 

Insurance Business (Nationalisation) Act, 1972 should have the meanings respectively 

assigned to them in those Acts. 

Applicable to Schedule A 

Life Insurance Business 

Schedule B 

General Insurance 

Business 

Premium is 

recognised 

When due • Over contract priod or 

period of risk 

• Unearned premium is a 

Current Liability and 

Reserve have to be 

created for it. 

• Premium in advance is 

also a Current Liability 

Premium deficiency is 

recognised if: 

- The sum of expected claim 

costs, related expenses 

and maintenance costs 

exceeds related reserve 

for unexpired risks. 

Acquisition Costs = 

Expenses related to 

acquisition of new 

Expensed in the year in 

which they are incurred 

Expensed in the year in 

which they are incurred 
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and renewal insurance 

contracts 

Claims Policy Benefit Amount + 

Claim settlement cost 

Claims for losses incurred 

+ Settlement cost 

+ Claims incurred but not 

    Reported (IBNR) 

+ Claims incurred but not     

   enough reported 

(IBNER)   

   treated in Outstanding   

   claims. 

Actuarial Valuation The estimation of liability 

against life policies should be 

determined by the appointed 

actuary of the insurer 

pursuant to his annual 

investigation of the life 

insurance business. Actuarial 

assumptions are to be 

disclosed by way of notes to 

the account. 

Actuarial valuation is 

required for contracts more 

than 4 years.  Actuarial 

assumptions should be 

suitably disclosed by way 

of notes to the account. 

Investment 

a) Real Estate 

Investment 

Properties 

• Valued at historical cost  

• Revaluation in 3 years; 

change in carrying 

amount transferred to 

Revaluation Reserve. 

• Assessment of 

impairment at each 

balance sheet date-

Impairment loss is 

transferred to Profit and 

Loss Account 

• Impairment losses on 

revalued asset is 

transferred to 

revaluation Account  

 

• Valued at historical 

cost 

(-) Accumulated 

Depreciation 

(-) impairment loss 

• Assessment of 

impairment at each 

balance sheet date- 

Impairment loss is 

transferred to Profit 

and Loss Account. 

• Revaluation is not 

permitted 

© The Institute of Chartered Accountants of India



 

 

 

9.20 ADVANCED ACCOUNTING 

b) Debt Security 

including Govt. 

Securities and 

redeemable 

Preference Shares 

Considered as held to 

maturity and measured at 

historical cost subject to 

amortisation. 

Considered as held to 

maturity and measured at 

historical cost subject to 

amortisation. 

c) Equity Security and 

derivative 

Instruments traded 

activity 

(Unit 

sold/purchased 

more 10,000 units 

per annum) 

• Measured at Fair 

Market Value (FMV) 

• FMV = Lowest of last 

quoted closing prices 

on the stock exchange 

• Unrealised gain / losses 

due to changes in FMV 

is taken to Fair Value 

Change A/c. 

• The actual profits/loss 

on the sale of 

investment and Fair 

value change account is 

transferred to Revenue/ 

Profit and Loss. Till then 

FVC A/c is not available 

to Shareholders for 

dividend.  

• Measured at FMV 

• FMV = Lowest of last 

quoted closing prices 

on stock exchange 

• Unrealised gains/loss 

due to change in FMV 

is taken to Fair Value 

Change Account.  

• The actual Profit or 

Loss on the sale of 

investment and FVC 

account is transferred 

to Profit and Loss 

Account. 

• Till then FVC Account 

is not available for 

dividend 

•  

d) Unlisted and other 

non-actively traded 

equity shares and 

derivatives 

Instruments. 

(Non-active if trading 

Vol. does not exceed 

10,000 units of that 

securties) 

• Kept at historical cost 

• Provision should be 

made for diminution in 

value of such 

investments 

• Provision for diminution 

it can be reversed in 

case of increase but the 

carrying amount cannot 

be more than historical 

cost. 

• Kept at Historical cost 

• Provision should be 

made for diminution in 

value of such 

investments 

• Provision for 

diminution it can be 

reversed in case of 

increase but the 

carrying amount 

cannot be more than 

historical cost.  

Loans • At historical cost 

subject to impairment 

provision. 

• At historical cost 

subject to impairment 

provision. 
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Catastrophe Reserve - Catastrophe reserve 

should be created in 

accordance with norms, if 

any, prescribed by the 

Authority. Investment of 

funds out of catastrophe 

reserve should be made in 

accordance with 

prescription of the 

Authority. 

Linked Business - A separate set of financial 

statements, for each 

segregated fund of the 

linked businesses, should be 

annexed. 

Segregated funds represent 

funds maintained in 

accounts to meet specific 

investment objectives of 

policyholders who bear the 

investment risk. Investment 

income/ gains and losses 

generally accrue directly to 

the policyholders. The assets 

of each account are 

segregated and are not 

subject to claims that arise 

out of any other business of 

the insurer. 

- 

Important amendments made to the earlier Act by the IRDA Act, 1999 

(1)  It is mandatory for every Insurer on or after the commencement of this Act, 

to prepare a balance sheet, a profit and loss account, a separate receipts and 

payments account, a revenue account in respect of insurance business transacted 

by him and in respect of his shareholders funds. The accounts are to be prepared 

for every financial year instead of the calendar year. The accounting year has 

already been changed to financial year when insurance companies prepared the 

accounts for 15 months ending with the financial year 1988-89, in response to 
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Government directive. The directive might have become necessary because of the 

change in the previous year effected by Income Tax Act.  The Act was amended 

requiring previous year to be the financial year. 

(2)  Every insurer must keep separate accounts relating to funds of shareholders 

and policyholders. 

(3)  Insurers are prohibited from investing either directly or indirectly their funds 

outside India. 

(4)  The Regulatory Authority has the power to direct the insurers to invest funds 

in infra structure and social sectors subject to certain conditions. The authority in 

general has the power to direct the time, manner and other conditions of 

investment with a view to protect the interests of policyholders. The amendment 

raises commission on fire and marine policies from the previous 10% to 15%. 

(6)  There is a necessity for insurers to keep a required solvency margin. The 

margin refers to the excess of assets over liabilities. If an insurer does not 

maintain such a margin, he has to submit a financial plan indicating a plan to 

correct the deficiency. If these requirements are not met to the satisfaction of the 

Authority, the insurer may be deemed to be insolvent and the company may be 

wound up by the court. 

(7)  Every insurer must submit to the Authority a prescribed return certified by an 

actuary in the case of life business and certified by an auditor in the case of 

general insurance business to show that the required solvency margin has been 

maintained. 

(8)  Every insurer carrying on general insurance business is required to create a 

‘Catastrophe Reserve’ to meet the future potential liability against the insurance 

policies in. force. This reserve is not created for any specific or known purpose. 

Creation of this reserve should be in accordance with the regulations issued by 

the Authority. So far the Authority has not issued any regulation in this regard. 

It may be noted that the Union Cabinet had  passed the Insurance Laws 

(Amendment) Bill, 2015 in March, 2015.The passage of the Bill thus paved the 

way for major reform related amendments in the Insurance Act, 1938, the 

General Insurance Business (Nationalisation) Act, 1972 and the Insurance 

Regulatory and Development Authority (IRDA) Act, 1999. The Insurance Laws 

(Amendment) Act 2015 so enacted, seamlessly replaces the Insurance Laws 

(Amendment) Ordinance, 2014, which came into force on 26th December 

2014.  
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The passage of this Amendment Act paved the way for major reform related 

amendments in the following acts : – 

♦ Insurance Act, 1938 

♦ The General Insurance Business (Nationalisation) Act, 1972 

♦ The Insurance Regulatory and Development Authority (IRDA) Act, 1999. 

The amendment Act will remove archaic and redundant provisions in the 

legislations and incorporates certain provisions to provide Insurance Regulatory 

and Development Authority of India (IRDAI) with the flexibility to discharge its 

functions more effectively and efficiently. It also provides for enhancement of the 

foreign investment cap in an Indian Insurance Company from 26% to an explicitly 

composite limit of 49% with the safeguard of Indian ownership and control. 

As per the Insurance (Amendment) Act 2015, The General Insurance Corporation 

and the insurance companies specified in section 10A of  the Insurance Act, 1938  

states that they may, raise their capital for increasing their business in rural and 

social sectors, to meet solvency margin and such other purposes, as the Central 

Government may empower in this behalf: Provided that the shareholding of the 

Central Government should not be less than fifty one per cent. at any time.". This 

Amendment  Act will entrust responsibility of appointing insurance agents to 

insurers and provides for IRDAI to regulate their eligibility, qualifications and 

other aspects. It enables agents to work more broadly across companies in 

various business categories; with the safeguard that conflict of interest would not 

be allowed by IRDAI through suitable regulations. 

IRDAI is empowered to regulate key aspects of Insurance Company operations in 

areas like solvency, investments, expenses and commissions and to formulate 

regulations for payment of commission and control of management expenses. 

It empowers the Authority to regulate the functions, code of conduct, etc., of 

surveyors and loss assessors. It also expands the scope of insurance 

intermediaries to include insurance brokers, re- insurance brokers, insurance 

consultants, corporate agents, third party administrators, surveyors and loss 

assessors and such other entities, as may be notified by the Authority from time 

to time. 

Further, properties in India can now be insured with a foreign insurer with prior 

permission of IRDAI; which was earlier to be done with the approval of the Central 

Government. 
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References: 

Study on Audit of companies carrying on General Insurance Business published by the 

Institute of Chartered Accountants of India; Insurance Act, 1938; General Insurance 

(Nationalisation) Act, 1972; Life Insurance Corporation Act, 1956; and Insurance 

Regulatory and Development Authority Act, 1999, Insurance Regulatory and 

Development Authority Regulations, 2002; INSURANCE (AMENDMENT) ACT 2015  . 

SUMMARY 

• Claims:  it refers to the amount payable by insurer to the insured when 

policy becomes due or the mis-happening occurs. 

 Claim = Claim intimated + Survey fees + Medical expenses – Claims 

received on    re-insurance. 

• Premium: it refers to the consideration received by the insurance company 

to undertake the risk of the loss.  It is always net of premium paid on 

reinsurance.  

• Annuity (LIC): it is fixed annual payment made regularly till insured lives. 

This is in consideration of lump-sum money paid by him in the beginning of 

the policy. 

• Bonus:  the profit of LIC is distributed among the shareholders and policy 

holders. The policy holders get 95% of the profit of LIC by way of bonus. The 

bonus may be of following types: 

 Cash Bonus: paid on declaration of bonus in cash. 

 Revisionary Bonus: it is paid with the policy maturity instead of cash 

amount now. This bonus is added in the amount of claims. 

 Bonus in reduction of Premium: Bonus is not paid in cash but adjusted 

against the future premiums. 

 Interim Bonus: it refers to bonus paid on the maturity of policy in the year 

for which the profit has not yet been determined. Such a bonus is 

included in claims. 

• Reinsurance  : if an insurer is not willing to bear the whole of the risk, it 

reinsure itself. Some risk retains with some other insurer. 
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TEST YOUR KNOWLEDGE 

Theoretical Questions 

Question 1 

Explain in short, the following principles and term of insurance business:  

(i)  Principle of Indemnity;  

(ii)  Insurable interest;  

(iii)  Principle of “UBERRIMAE FIDEI”.  

(iv)  Catastrophic Loss 

Answer 1 

(i) Principle of indemnity: Insurance is a contract of indemnity. The insurer is 

called indemnifier and the insured is the indemnified. In a contract of 

indemnity, only those who suffer loss are compensated to the extent of actual 

loss suffered by them. One cannot make profit by insuring his risks. 

(ii)  Insurable interest: Everyone cannot enter into contracts of insurance. For 

example, A cannot insure the life of B who is a total stranger. But if B. 

happens to be his wife or his debtor or business manager, A has insurable 

interest i.e. vested interest and therefore he can insure the life of B. For every 

type of policy insurable interest is insisted upon. In the absence of such 

interest the contract will amount to a wagering contract. 

(iii)  Principle of UBERRIMAE FIDEI: Under ordinary law of contract there is no 

positive duty to tell the whole truth in relation to the subject-matter of the 

contract. There is only the negative obligation to tell nothing but the truth. In 

a contract of insurance, however there is an implied condition that each party 

must disclose every material fact known to him. All contracts of insurance are 

contracts of uberrima fidei, i.e., contracts of utmost good faith. This is 

because the assessment of the risk and the determination of the premium by 

the insurer depend on the full and frank disclosure of all material facts in the 

proposal form. 

(iv)  Catastrophic Loss: A loss (or related losses) which is unbearable i.e. it causes 

severe consequences such as bankruptcy to a family, organisation, or insurer. 
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UNIT-2: ACCOUNTING TECHNIQUE OF GENERAL 

INSURANCE BUSINESS  

LEARNING OUTCOMES 
After studying this unit, you will be able to: 

 Understand the issues involved in the general insurance and 

learn the books of accounts/records which should be 

maintained at the divisional office of a general insurance 

company.  

 Familiarise with the format of claim statement and try to 

understand how to compile the claim provisions. 

 Understand the meaning of claims paid, co-insurance, 

outstanding premium and commission. Insurance companies 

debit all management expenses to a control account in the 

general ledger. Learn the technique of accounting of the 

management expenses and analysis thereof. 

 Be familiar with the details of loans and investments of an 

insurance business and the books and records normally 

maintained in the investment department of an insurance 

company. 

 Learn the technique of creating unexpired risks reserve in 

case of fire, marine, and miscellaneous insurance business. 

 Understand the concept of re-insurance 
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UNIT OVERVIEW 

Reinsurance if an insurer is not willing to bear the  entire risk under 

insurance cover, it gets itself reinsured with another insurer for 

a part of the risk  thereby reducing his risk itself. Some risk 

retains with some other insurer. 

Commission on 

Reinsurance 

Accepted or 

ceded 

the reinsurer generally allows commission to the reinsured (the 

insurance company which is seeking to get a risk reinsured) on 

part of business ceded. This is treated as an expense of the 

insurance company which is providing the reinsurance cover i.e. 

the reinsurer. The insurer who is getting reinsurance (reinsured) 

generally gets commission for giving the business under 

reinsurance contract to the reinsurer. It appears as an income in 

revenue account of the reinsured company. 

Coinsurance when a large risk is offered to an insurance company, then that 

insurance company retains certain percentage of sum insured 

and contracts other insurance company to underwriter the 

balance risk. In this way, all the companies jointly bear the risk. 

One is called as the leader who issues the policy and acts on 

behalf of others. 

Reserve for 

unexpired Risk: 

For Marine Business = 100% of net premium income 

For others =  Insurers have an option to create 

UPReither at 50 percent of Net Written Premium of preceding 

twelve months or on the basis of 1/365th method on the 

unexpired period of the respective policies. 

 The insurers can follow either percentage or 1/365th 

method for computation of UPRof the other segments. 

However, Insurers shall follow the method of provisioning 

of UPRin a consistent manner. Any change in the method 

of provisioning can be done only with the prior written 

approval of the Authority 
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2.1  FUNCTIONAL DIVISIONS AND BOOKS OF ACCOUNTS 

MAINTAINED THEREIN 

With the General Insurance Business (Nationalisation) Amendment Act 2002 

coming into force from 21 March 2003, GIC ceased to be a holding company of 

its subsidiaries. The ownership of the four erstwhile subsidiary companies and 

also of the General Insurance Corporation of India was vested with Government of 

India. GIC Re is a wholly owned company of Government of India. 

The most important part of the business operations comprises the issuance of 

policies for risks assumed and to indemnify the insured for losses to the extent 

covered by such policies. In financial terms these operations get translated into— 

(a) the receipt/recording of premium income; and 

(b) the recording and settlement of claims for losses. 

The business operations stated above are essentially confined to the divisional 

offices and the branches attached to these divisions. The accounting for these 

operations in these offices involve recording of premium income and provisions 

and payments in respect of claims under policies. Transactions related to 

operations at the branches are communicated for accounting thereof at the 

divisions. Generally, separate bank accounts are maintained for premium 

collections and for disbursement of expenditure. Normally, collections are 

transmitted to the relevant controlling office and the concerned account is not 

normally operated upon for expenditure etc. The branches of the divisions submit 

adequate information and evidence of transactions relating to their operations. 

The returns from the branches will include all transactions by way of documents 

relating to premium received, claims provisions and payments and operation of 

bank accounts. 

The following books of account/records are normally maintained at a divisional 

office: 

(i) Cash Receipt Book. 

(ii) Cash Disbursement Book. 

(iii) Dishonoured Cheque Register. 

(iv) State Cheque Register. 

(v) Daily Cash Balance Book. 

(vi)  Claims Disbursement Book. 

(vii) Premium Register. 
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(viii) Bank Transfer Journal. 

(ix) Journal. 

(x) Summary Books for incorporation of Branch Returns (Cash Receipt 

Statements, Cash Disbursement Statements and Premium Register after 

these are duly checked). 

(xi) General Ledger. 

(xii) Sub-Ledgers. 

(xiii) Register for Analysis of Management Expenses. 

(xiv) Cash Receipts, Cash Disbursement Vouchers and Journal Vouchers. 

(xv) Remittances Received Register. 

(xvi) Salvage Register. 

(xvii) Claims Recovery Register. 

(xviii) Stationary Register. 

(xix) Trunk Call Register. 

(xx) Assets Register. 

(xxi) Policy Stamp Register. 

(xxii) Excess/Shortage Register. 

(xxiii) Co-insurers Register. 

Other major areas of accounting involve accounting for investments, reinsurance 

and other administrative matters which are dealt with at the Head Office. 

2.2  CLAIMS PROVISION AT DIVISIONAL OFFICES 

The outstanding liability at the year-end is determined at the divisions/branches 

where the liability originates for outstanding claims. Thereafter, based on the 

total consolidated figure for all the divisions/branches, the Head Office considers 

a further provision in respect of outstanding claims. 

Every division prepares a claims statement. 

To cover the possibility of errors in judgement in estimation or in cases of under-

estimation of liability (where full details are not available) as also for the 

possibility of liability not being considered for claims incurred but not reported 

due to the nature of risks being such (e.g., where communication is made after a 

considerable time lag or after the cut-off date for preparation of final accounts) 
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the company at its head office makes an additional provision over and above that 

made by Divisions/Branches on the Divisional Auditors’ Reports.  

In view of the above, total of outstanding claims comprises the estimated liability 

recorded at the Divisions/Branches and the further provision made on this 

account at head office. This provision is subject to the amount to be adjusted for 

re-insurances, which are dealt with at head office. 

2.3  CLAIMS PAID 

For each class of business, the insurance companies have to disclose, in the 

relevant revenue accounts, claims paid separately. The divisional offices first 

ascertain the genuineness of the claim and ensure completion of the necessary 

formalities to enable the settlement to be made. Relevant evidence in respect of 

each claim is retained in each claim file and the liability is discharged after 

obtaining sanction of the relevant authority on the basis of amounts involved. 

The divisional offices are expected to submit to the Head Office, for re-insurance 

adjustments, statements at regular intervals as to claims paid or provided for. 

Sometimes a year-end statement is also prepared showing month-wise figures so 

communicated. 

A liability for outstanding claims should be brought to accounts in respect of 

both direct business and inward reinsurance business. 

The liability should include: 

(a)  Future payments in relation to unpaid reported claims; 

(b)  Claims Incurred But Not Reported (IBNR) including inadequate reserves 

[sometimes referred to as Claims Incurred But Not Enough Reported (IBNER)], 

which will result in future cash/asset outgo for settling liabilities against those 

claims. Change in estimated liability represents the difference between the 

estimated liability for outstanding claims at the beginning and at the end of the 

financial period. 

At the end of each financial year, as required by IRDA the actuarial valuation of 

the claims liability of an insurer is made by the appointed actuary, and the 

shortfall, if any is provided as IBNR/IBNER. 

2.4  CO-INSURANCE 

In cases of large risks the business is shared between more than one insurer 

under co-insurance arrangements at agreed percentages. The leading insurer 
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issues the documents, collects premium and settles claims. Statements of Account 

are rendered by the leading insurer to the other co-insurers. Accounting for 

premium, claims etc. under co-insurance is done in the same manner as that of 

the direct business except in respect of the following peculiar features. 

Incoming Co-insurance 

(i) Premium - The co-insurer books the premium based on the statement 

received from the leading insurer usually by issuing dummy documents. 

Entries are made in the Premium Register from which the Premium Account is 

credited and the Leading Insurer Company’s Account debited. In case the 

statement is not received, the premium is accounted for on the basis of 

advices to ensure that all premium in respect of risk assumed in any year is 

booked in the same year; share of premium relatable to further 

extension/endorsements on policies by the leading insurer are also 

accounted for on the basis of subsequent advices. Reference to the relevant 

communications should be made from the concerned companies to ensure 

that premium collected by them and attributable to the company is recorded. 

(ii) Claims Provisions – Refer para 2.2. 

(iii) Claims Paid - Normally, on the basis of claims paid, advices received from 

the leading insurer, the Claims Paid Account is debited with a credit to the 

co-insurer. All such advices are entered into the Claims Paid Register. It is a 

practice to treat all claims paid advices relating to the accounting year 

received upto 31st January of the subsequent year from leading insurer as 

claims paid. 

Outgoing Co-insurance 

The share of the insurer only for both premium and claims has to be accounted 

under respective accounts. The share of other co-insurers is credited or debited, 

as the case may be, to their personal accounts and not routed through revenue 

accounts. 

2.5  OUTSTANDING PREMIUM 

This should normally comprise amounts due for uncollected premium where the 

company is allowed relaxation to the provisions of the Insurance Act. The 

outstanding balances are expected to be temporarily outstanding and should be 

recovered within the stipulated period after the year-end. There may however be 

cases of premium otherwise receivable and due but which remains uncollected at 

the year-end. 
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(a) Bank guarantee limits available - Premium in respect of risk accepted 

under Bank Guarantee and Cash Deposit received either directly or through 

agents is accounted for with reference to the limits available. Normally, 

monthly statements are prepared and submitted to every party and the 

balances of outstanding premium are recovered before the close of the 

following month. Outstanding premium in excess of bank guarantee available 

should be reported. 

(b) Cash Deposit - The balance of this account is always credit except in cases 

where the premium due exceeds the cash deposits resulting in debit balance 

recoverable from the party. Debit balance in the cash deposit account is 

shown separately since they are classified separately with the debit balance 

under outstanding premium on the assets side of the balance sheet. 

2.6  COMMISSION 

Insurance Act, 1938 and Insurance Amendment Act ( 2015)  deal with and 

prescribes the basis and rates of commission payable to agents. However, under 

the provisions of General Insurance Nominalisation Act, the G.I.C. is empowered 

to regulate the commission structure.  

It may be noted that all expenses of management are debited to a control 

account in the general ledger under “Expenses of Management” with a supporting 

subsidiary ledger viz., “Analysis of Management Expenses” wherein expenses for 

each classified category are posted and reconciled with the control account. 

Management Expenses Accounts Classification Schedule is normally annexed to 

the Trial Balance and forms a part thereof. Such expenses are shown separately 

under fire, marine and miscellaneous revenue accounts. and as to the basis of 

such apportionment, a note is appended to the accounts. Provision for 

outstanding expenses is made at the divisional office level. 

2.7  LOANS 

the following items to be disclosed in the balance sheet under Schedule of IRDA 

(Preparation of Financial Statement and Auditors' Report of Insurance Companies) 

Regulations, 2002: 

Loans: 

 On mortgages of property within India. 

 On mortgages of property outside India. 
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 On security of municipal and other public rates. 

 On stocks and shares. 

 On Insurer’s policies within their surrender value. 

 On personal security. 

 To Subsidiary Companies (other than Reversionary). 

 Reversions and Life Interests purchased. 

 Loans on Reversions and Life Interests. 

 Debentures and Debenture stocks of Subsidiary Reversionary Companies. 

 Ordinary stocks and share of Subsidiary Reversionary Companies. 

 Loans to Subsidiary Reversionary Companies. 

Besides the above items the present practice is also to disclose loans to industrial 

undertakings in India on consortium basis with the General Insurance Business 

(Nationalisation) Amendment Act 2002 coming into force from 21 March 2003, 

GIC ceased to be a holding company of its subsidiaries. The ownership of the four 

erstwhile subsidiary companies and also of the General Insurance Corporation of 

India was vested with Government of India. GIC Re is a wholly owned company of 

Government of India.and/or other financial institutions. Term loans may often be 

preceded by bridge loans to such undertakings pending completion of all 

formalities. 

Except for housing and other loans to staff which may be recorded at the 

Divisions/Regional level other loans are usually dealt with at Head Office.  

2.8  INVESTMENTS 

Investments in general insurance companies are governed by the provisions of 

Section 27B of the Insurance Act, 1938 as well as by the guidelines issued from 

time to time by the Ministry of Finance through General Insurance Corporation of 

India. 

The various types of investments normally included in the Balance Sheet are given 

below as per categories under Schedule of IRDA (Preparation of Financial 

Statement and Auditors' Report of Insurance Companies) Regulations, 2002: 

1. Deposit with the Reserve Bank of India (Securities to be specified) 

2. Indian Government Securities/State Government Securities 

3. British, British Colonial and British Dominion Government Securities 
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4. Foreign Government Securities 

5. Indian Municipal Securities 

6. British and Colonial Securities/Foreign Securities 

7. Bonds, Debentures, Stocks and other securities whereon Interest is 

guaranteed by the Indian Government or State Government 

8. Bonds, Debentures, Stocks and other Securities whereon Interest is 

guaranteed by the British or any Colonial Government 

9. Bonds, Debentures, Stocks and other Securities whereon Interest is 

guaranteed by any Foreign Government 

10. Debentures of any Railway in India 

11. Debentures of any Railway out of India 

12. Preference or guaranteed Shares of any Railway in India 

13. Preference or guaranteed Shares of any Railway out of India 

14. Railway Ordinary Stocks (i) in India (ii) out of India 

15. Other Debentures and Debenture Stock of Companies incorporated (i) in India 

(ii) out of India 

16. Other Guaranteed and Preference Stocks and Shares of Companies 

incorporated (i) in India (ii) out of India 

17. Other Ordinary Stocks and Shares of Companies incorporated (i) in India (ii) out 

of India 

18. Holdings in Subsidiary Companies. 

As per the Guidelines presently applicable, the investible funds have to be 

invested on the following pattern (as per Insurance Regulatory & Development 

Authority (Investment) (fifth amendment) Regulations, 2013: 

No. Type of investment Percentage of  

Investment Assets 

(i) Central Government Securities Not less than 20%  

(ii) Central Government Securities, State Government 

Securities and other approved securities 

Not less than 30% 

(including (i) 

above) 

(iii) Approved investments as specified in Section 27B of the 

Act and and Other Investment as specified in Section 

Not exceeding 

70% 
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27B(3) of the Act and Schedule II to these Regulations, 

(all taken together) subject to Exposure /Prudential 

Norms as specified in Regulation 9. 

(iv) Other investments as specified under Section 27B (3) of 

the Act, 

subject to Exposure I Prudential Norms as specified in 

Regulation 9. 

Not more than 

25% 

(v) Housing and loans to State Government for Housing 

and Fire 

Fighting equipment, by way of subscription or purchase 

of 

A. Investments in Housing 

a. Bonds / Debentures issued by HUDCO, 

National Housing Bank 

b. Bonds/Debentures of Housing Finance 

Companies either  

 duly accredited by National Housing Banks, 

for house building activities, or duly 

guaranteed by Government or carrying current 

rating of not less than ‘AA' by a credit  rating 

agency registered under SEBI (Credit Rating 

Agencies)Regulations,1999 . 

c. Asset Backed Securities with underlying 

Housing loans, satisfying the norms specified 

in the Guidelines issued under these  

regulations from time to time. I 

B. Investment in Infrastructure 

(Explanation: Subscription or purchase of Bonds 

Debentures, Equity and Asset Backed Securities with 

underlying infrastructure assets would qualify for the 

purpose of this requirement.  

'Infrastructure facility' should have the meaning as 

given in clause (h) of regulation 2 of Insurance 

Regulatory and Development Authority (Registration of 

Indian Insurance Companies) (Amendment) Regulations. 

2008 as amended from time to time.  

Total Investment in 

housing (i.e.,) 

investment in 

categories (i), (ii), 

(iii) and (iv) above 

taken together.  

should not be less 

than 5% of the 

investment Assets. 

 

 

 

 

 

 

Total investment  in 

Infrastructure  (i.e.,) 

investment in 

categories 

(i), (ii),(iii) and (iv) 

above taken 

together 

should not be less 

than 10%  of the 

Investment Assets 
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 Note:  Investments made under category (i) and (ii) 

above may be considered as investment in housing or 

infrastructure, as the case may be. provided the 

respective government issues such a security specifically 

to meet the needs of any of the sectors specified as 

'infrastructure facility' 

 

On the basis of estimates made at the beginning of the year, the investments are 

made accordingly in each category. The estimates are reviewed and revised 

periodically if necessary. 

The following books and records are normally maintained in the Investment 

Department of the Head Office of a company carrying on general insurance 

business. 

(1) Contracts (Bought/Sold Notes) 

(2) Copies of the Delivery Instructions 

(3) Purchase Registers 

(4) Application Money Registers 

(5) Allotment and Call Money Registers 

(6) Rights Issue/Bonus Issue Registers 

(7) Sales Redemption Registers 

(8) Term Loans Registers 

(9) Fixed Deposits/Participation Certificates/Bills Register 

(10) Underwriting Registers 

(11) Dividend Reconciliation Register 

(12) Interest Reconciliation Register 

(13) Safe-custody Receipts issued by banks 

(14) Cash Book/Bank Book 

(15) Investments sub-ledgers 

(16) General Ledgers 

(17) Investment Schedules, classified as to nature of investments. 
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2.9  UNEXPIRED RISKS RESERVE 

Insurance Company, close their accounts on 31st March but not all risks under 

different policies expire on that date. Many policies extend into the following 

accounting year during which the risk continues. Therefore on the closing date 

there is an unexpired liability under various policies which may occur during the 

remaining term of the policy beyond the year and therefore, a provision for 

unexpired risks is made. This reserve is based on the Net Premium income earned 

by the insurance company during the year. 

The effort involved in calculating unexpired portion of premium under each policy 

is very time consuming. Therefore, a simple formula to derive a percentage of 

premium income to be allocated to reserve for unexpired risks is adopted. 

According to the requirements of the Insurance Act, it is sufficient if the provision 

is made for unexpired risks at 50 1per cent for Fire, Marine Cargo and 

Miscellaneous business except for Marine Hull which has to be 100 per cent. 

 It may be mentioned that the insurance companies are governed by the 

provisions of Section 44 of the Income-tax Act, 1961. In this regard, Rule 5 of the 

First Schedule to the Income-tax Rules — computation of Profit & Loss of General 

Insurance Business — provides for creation of a reserve for unexpired risks as 

prescribed under Rule 6E of the said Rules. According to this Rule, the insurance 

companies are allowed a deduction of 50 per cent of net premium income in 

respect of Fire and Miscellaneous Business and 100 per cent of the net premium 

income relating to Marine Insurance business. In view of this the reserves are 

created at the rates allowed under the Income-tax Act. 

Additional reserve for unexpired risk 

• In a particular year the management may feel that the percentage of 

premium recommended by the General Insurance Council is not sufficient to 

meet the unexpired risks. In such a situation they may provide additional 

reserve. Such additional reserve for unexpired risk will also be debited to the 

revenue account.  

                                                           

1
 : Insurers have an option to create UPReither at 50 percent of Net Written Premium of preceding 

twelve months or on the basis of 1/365th method on the unexpired period of the respective policies. 

The insurers can follow either percentage or 1/365th method for computation of UPRof the other 

segments. However, Insurers shall follow the method of provisioning of UPRin a consistent manner. Any 

change in the method of provisioning can be done only with the prior written approval of the Authority. 
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• The balance will be shown in the balance sheet as in the case of normal 

reserve for unexpired risk, and will be transferred to the credit of next year’s 

revenue account.  

Illustration 1 

Indian Insurance Co. Ltd. furnishes you with the following information : 

(i) On 31.12.20X1 it had reserve for unexpired risk to the tune of ` 40 crores. It 

comprised of ` 15 crores in respect of marine insurance business : ` 20 crores in 

respect of fire insurance business and ` 5 crores in respect of miscellaneous 

insurance business. 

(ii) It is the practice of Indian Insurance Co. Ltd. to create reserves at 100% of net 

premium income in respect of marine insurance policies and at 50% of net 

premium income in respect of fire and miscellaneous income policies. 

(iii) During 20X2, the following business was conducted : 

 Marine Fire Miscellaneous 

   (` in crores) 

Premia collected from :    

(a)  Insureds in respect of    

 policies issued 18 43 12 

(b)  Other insurance companies    

 in respect of risks undertaken 7 5 4 

Premia paid/payable to other 

insurance 

   

companies on business ceded 6.7 4.3 7 

Indian Insurance Co. Ltd. asks you to : 

(a)  Pass journal entries relating to “Unexpired risks reserve”. 

(b)  Show in columnar form “Unexpired risks reserve” a/c for 20X2. 

Solution 

(a)    Journal of Indian Insurance Co. Ltd. 

(`  in crores) 

20X2   Dr. Cr. 

Dec. 31 Marine Revenue A/c Dr. 3.30  

    To Unexpired Risks Reserve A/c   3.30 
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 (Being the difference between closing provision 

of  ` 18.30 crores (18 + 7 – 6.7) and opening 

provision of ` 15 crores charged to marine 

revenue account) 

   

 Fire Revenue A/c Dr. 1.85  

    To Unexpired Risks Reserve A/c   1.85 

 (Being the difference between closing provision 

of `  21.85 crores [(43 + 5 – 4.3)/2] and opening 

provision of `  20 crores charged to fire revenue 

account) 

   

 Unexpired Risks Reserve A/c Dr. 0.50  

    To Miscellaneous Revenue A/c   0.50 

 (Being the excess of opening balance of ` 5 

crores over the required closing balance of ` 4.5 

crores [(12 + 4 – 7)/2] credited to miscellaneous 

revenue account). 

   

(b)  Unexpired Risks Reserve A/c 

(`  in crores) 

  Marin

e 

Fire Miscel-   Marine Fire Miscel- 

    laneous     laneous 

20X2  `  `  `  20X2  `  `  `  

Dec. 31  To Revenue 

      A/c 

–  0.5 Jan 1 By Balance 

      b/d 

15.00 20.00 5.00 

 To Balance 

     c/d 

 

 

18.30 

 

 

21.85 

 

 

4.50 

Dec. 

31 

By Revenue 

     A/c 

 

 

 3.30 

 

 

 1.85 

 

 

     – 

  18.30 21.85 5.00   18.30 21.85 5.00 

Note : Alternatively, the opening balances of unexpired risk reserves may be reversed 

in the beginning of year by transfer to Revenue account and fresh reserve of full 

required amount may be created at the end of the year which will be carried forward 

as closing balances. 
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2.10  RE-INSURANCE 

In general insurance there are risks which, because of their magnitude or nature, 

one insurance company cannot afford to cover, e.g., aviation insurance. Generally, 

in such cases, an insurance company insures the whole risk itself and lays off the 

amount it has accepted to other insurance of reinsurance companies, retaining 

only that much risks which it can absorb. 

A reinsurance transaction may thus be defined as an agreement between a 

‘ceding company’ and a ‘re-insurer’ whereby the former agrees to ‘cede’ and the 

latter agrees to accept a certain specified share of risk or liability upon terms as 

set out in the agreement. 

A ‘ceding company’ is the original insurance company which has accepted the risk 

and has agreed to ‘cede’ or pass on that risk to another insurance company or a 

reinsurance company. It may however be emphasised that the original insured 

does not acquire any right under a reinsurance contact. In the event of loss, 

therefore, the insured’s claim for full amount is against the original insurer. 

In other words, if an insurer is not willing to bear the whole of the risk, it reinsures 

itself. Some risk retains with some other insurer. This is called as reinsurance. Both 

re-insurer and original insurer share the premium and risk in the same proportion 

as decided by them earlier. 

The accounting entries pertaining to re-insurance business ceded to and by an 

insurance company may be explained with the help of an example: 

(X insurance company cedes re-insurance business to Y insurance company and Z 

insurance company cedes re-insurance business to X insurance company.) 

Accounting entries pertaining to re-insurance business ceded to and by X insurance 

company in the above example may be given as follows: 

In the books of X Insurance Company 

X Insurance company cedes reinsurance business to Y:- 

1. Re--Insurance Premium (on reinsurance ceded) A/c   Dr.  xxxx 

To Y Insurance Co      xxxx 

(Being premium on reinsurance business ceded to Y Insurance Co recorded) 

2. Y Insurance Co A/c      Dr.  xxxx 

To Commission (on Reinsurance ceded)    xxxx 

(Being commission due on re-insurance business ceded to Y Insurance Co recorded)  

3. Y Insurance Co A/c       Dr.  xxxx 
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To Claims (on reinsurance ceded)     xxxx 

(Being claims receivable from Y Co. for part of insurance business ceded) 

Z Insurance company cedes reinsurance business to X:- 

1. Z Insurance Co A/c       Dr.  xxxx 

To Re-Insurance premium (on reinsurance accepted)  xxxx 

(Being premium on business ceded by Z insurance company recorded) 

2. Commission (on Reinsurance ceded)    Dr.  xxxx 

To Z Insurance Co       xxxx 

(Being commission due on re-insurance business ceded to Z company 

debited) 

3. Claims (on reinsurance accepted) A/c       Dr.  xxxx 

To Z Insurance Co       xxxx 

(Being claims on re-insurance business accepted from Z company recorded) 

Illustration 1 

Janani Assurance Co. Ltd. received `  5,90,000 as premium on new policies and  

`  1,20,000 as renewal premium. The company received `  90,000 towards 

reinsurance accepted and paid `  70,000 towards reinsurance ceded. How much will 

be credited to Revenue Account towards premium? 

 `  

Premium received in respect of new policies 5,90,000 

Add: Renewal premium 1,20,000 

 7,10,000 

Add: Re-insurance premium accepted    90,000 

 8,00,000 

Less: Re-insurance ceded    (70,000) 

Premium amount to be credited to Revenue A/c 7,30,000 

Broadly speaking, there are two types of reinsurance contracts: 

1. Facultative Reinsurance : It is that type of reinsurance whereby the contract 

relates to one particular risk and is expressed in a reinsurance policy.. Each 

transaction under Facultative Reinsurance has to be negotiated individually and each 

party to the transaction has a free choice, i.e. for the ceding company  to offer and 
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the reinsurer to accept. The main drawback of this type of insurance is the volume of 

work involved and time taken to cover the risk. 

2. Treaty Insurance: Under this type of reinsurance a Treaty agreement is entered 

into between ceding company and the re-insurer(s) whereby the reinsurances are within 

the limits of the Treaty. These limits can be monetary, geographical, section of business, 

etc. Under this contract it is obligatory for the re-insurer to accept all risks within the 

scope of this Treaty and it is obligatory for the ceding company to cede risks in 

accordance with the terms of the Treaty. 

Treaties can also be divided into two categories, viz. proportional treaties and non-

proportional treaties. 

                                                               Direct 

           Re-insurance business Accepted       Re-insurance business ceded 

 

 

 

SUMMARY 

• Commission on Reinsurance Accepted:  The reinsurer generally allows 

commission to reinsured on apart of business ceded. This is treated as 

expense of the company. 

• Commission on Reinsurance ceded: Reinsurance generally gets commission 

for giving the business under reinsurance contract. It appears as an income in 

revenue account. 

• Coinsurance: when a large risk is offered to an insurance company, then that 

insurance company retains certain percentage of sum insured and contracts 

other insurance company to underwriter the balance of risk. In this way, all 

the companies jointly bear the risk. One is called as the leader who issues the 

policy and acts on behalf of others. 

• Reserve for unexpired Risk: 

 For Marine Business  = 100% of net premium income 

 For others = 50% *of net premium income 

 

 

Insurance Company 
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TEST YOUR KNOWLEDGE 

Theoretical Questions 

Question 1 

(i) Write short note on Unexpired Risks Reserve 

(ii) Write short note on Co-insurance.  

Practical Questions 

Question 1 

From the following figures appearing in the books of Fire Insurance division of a 

General Insurance Company, show the amount of claim as it would appear in the 

Revenue Account for the year ended 31st March, 20X2: 

 Direct Business Re-Insurance 

 `  `  

Claim paid during the year 46,70,000 7,00,000 

Claim Payable — 1st April,  20X1 7,63,000 87,000 

    31st March,  20X2 8,12,000 53,000 

Claims received – 2,30,000 

Claims Receivable — 1st April,  20X1 – 65,000 

    31st March,  20X2 – 1,13,000 

Expenses of Management 2,30,000 – 

(includes `  35,000 Surveyor’s fee and `  

45,000 

  

Legal expenses for settlement of claims)   

Question 2 

From the following information furnished to you by Ayushman Insurance Co. Ltd., 

you are required to pass Journal entries relating to unexpired risk reserve and 

show in columnar form “Unexpired Risks Reserve Account” for 20X2. 

(a) On 31.12.20X1, it had reserve for unexpired risks amounting to ` 40 crores.  It 

comprised of ` 15 crores in respect of marine insurance business, ` 20 crores 

in respect of fire insurance business and ` 5 crores in respect of 

miscellaneous insurance business. 
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(b) Ayushman Insurance Co. Ltd. creates reserves at 100% of net premium 

income in respect of marine insurance policies and at 50% of net premium 

income in respect of fire and miscellaneous income policies. 

(c) During 20X2, the following business was conducted: 

  (`  in crores) 

 Marine Fire Miscellaneous 

Premium collected from:    

(a) Insured in respect of policies 

issued 

18.00 43.00 12.00 

(b) Other insurance companies in 

respect of risks undertaken 

7.00 5.00 4.00 

Premium paid/payable to other 

insurance companies on business 

ceded 

6.70 4.30 7.00 

ANSWERS/HINTS 

Theoretical Questions 

Answer 1  

(i) Refer para 2.9 

(ii) Coinsurance: when a large risk is offered to an insurance company, then that 

insurance company retains certain percentage of sum insured and contracts 

other insurance company to underwriter the balance of risk. In this way, all 

the companies jointly bear the risk.  

Practical Questions 

Answer 1 

General Insurance Company(Abstract showing the amount of claims) 

Net Claims incurred 

 `  

Claims paid - Direct (46,70,000 + 35,000 + 45,000) 47,50,000 

Add: Re-insurance accepted (7,00,000+53,000-87,000)    6,66,000 
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 54,16,000 

Less : Re-insurance ceded (2,30,000+1,13,000-65,000) (2,78,000) 

 51,38,000 

Add : Claims outstanding at the end of the year   8,12,000 

 59,50,000 

Less : Claims outstanding at the beginning of the year (7,63,000) 

Total claims incurred 51,87,000 

Note :The expenses incurred on settlement of claims such as surveyor’s fee, legal 

expenses etc should be shown under “claims incurred during the year” 

Answer 2 

In the books of Ayushman Insurance Co. Ltd. 

Journal Entries 

Date Particulars  (`  in crores) 

   Dr. Cr. 

1.1.20X2 Unexpired Risk Reserve (Fire) A/c Dr. 20.00  

 Unexpired Risk Reserve (Marine) A/c  Dr. 15.00  

 Unexpired Risk Reserve (Miscellaneous) A/c Dr. 5.00  

  To Fire Revenue Account   20.00 

  To Marine Revenue Account   15.00 

  To Miscellaneous Revenue Account   5.00 

 (Being unexpired risk reserve brought 

forward from last year) 

   

31.12.20X2 Marine Revenue A/c Dr. 18.30  

  To Unexpired Risk Reserve A/c   18.30 

 (Being closing reserve for unexpired risk 

created at 100% of net premium income 

amounting to ` 18.3 crores i.e.18+7-6.70) 

   

 Fire Revenue A/c Dr. 21.85  

  To Unexpired Risk Reserve A/c   21.85 

 (Being closing reserve for unexpired risk 

created at 50% of net premium income of 

` 43.7 crores i.e.43+5-4.30)  
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 Miscellaneous Revenue A/c Dr. 4.50  

  To Unexpired Risk Reserve A/c   4.50 

 (Being closing reserve for unexpired risk 

created at 50% net premium income of  

` 9 crores i.e. 12+4-7) 

   

Unexpired Risk Reserve Account 

Date  Particulars Marine 

(` ) 

Fire  

(` ) 

Misc. 

(`) 

Date  Particulars Marine 

(`) 

Fire  

(`) 

Misc. 

(`) 

1.1.20X2 To Revenue A/c 15.00 20.00 5.00 1.1.20X2 By Balance b/d 15.00 20.00 5.00 

31.12.20X2 To Balance c/d 18.30 21.85 4.50 31.12.20X2 By Revenue A/c 18.30 21.85 4.50 

   33.30 41.85 9.50    33.30 41.85 9.50 
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UNIT-3: FINANCIAL STATEMENTS OF INSURANCE 

COMPANIES 

LEARNING OUTCOMES 

After studying this unit, you will be able to: 

 Prepare financial statements of insurance companies carrying 

on life insurance business. 

 Prepare financial statements of insurance companies carrying 

on general  insurance  

 Understand the requirements of IRDA Regulations, 2002.  

 

 

UNIT OVERVIEW 

Financial 

Statements 

Life Insurance Business  

The insurance company carrying life insurance business is 

required to prepare Balance sheet form A – BS Revenue 

account [Policy holders’ account] Form A- RA Profit and loss 

account form A-PL. These forms have been given in the IRDA 

Regulations, 2002. 

 General Insurance Business 

The insurance company carrying on general insurance 

business is required to prepare Balance sheet form B – BS 

Revenue account [Policy holders’ account] Form B- RA Profit 

and loss account form B-PL. These forms have been given in 

the IRDA Regulations, 2002. 
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3.1  INTRODUCTION 

Insurance Regulatory and Development Authority, after consultation with the 

Insurance Advisory Committee, in exercise of the powers conferred by section 

114A of the Insurance Act, 1938 (4 of 1938) published the Insurance Regulatory 

and Development Authority (Preparation of Financial Statements and Auditor's 

Report of Insurance Companies) Regulations 2000 in the official Gazette on 14th 

August, 2000. The Guidelines were revised and a new set of guidelines have been 

issued vide notification dated 30th March, 2002 [www.irdaindia.org]. IRDA also  

issued a circular on 4 April 2016 on IRDA (Preparation of Financial Statements and 

Auditor’s Report of Insurance Companies) Regulations, 2002 suggesting certain 

modifications to the 2002 Regulations. As per the IRDA Guidelines, an insurer 

carrying on life insurance business should comply with the requirements given in 

Schedule A, an insurer carrying on general insurance business should comply with 

the requirements given in Schedule B and the report of the auditors should be in 

conformity with the requirements of Schedule C. 

3.2  STRUCTURE OF SCHEDULES A AND B 

The following table depicts the structure of schedules A and B given under IRDA 

regulations: 

Schedule A for Life Insurance 

Business 

Schedule B for General Insurance 

Business 

Part I:  Accounting Principles for 

preparation  of financial statement 

Part I:  Accounting Principles for 

preparation  of financial statements 

Part II: Disclosures forming part of 

Financial Statements 

Part II: Disclosures forming part of 

Financial Statement 

Part III: General Instructions for 

preparation  of financial statements 

Part III: General Instructions for 

preparation  of financial statements. 

Part IV: Contents of Management 

Report 

Part IV: Contents of Management 

Report 

Part V: Preparation of Financial 

statements 

Part V: Preparation of financial 

statements. 

Form A-RA: Revenue Account Form B-RA: Revenue Account 

Form A-PL: Profit and Loss Account Form B-PL: Profit and Loss Account 

Form A-BS: Balance sheet and 15 

Schedules forming part of financial   

statements 

Form B-BS: Balance Sheet and 15 

Schedules forming part of financial   

statements 
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3.3 FINANCIAL STATEMENTS 

Life Insurance Business  

The insurance company carrying life insurance business is required to prepare 

Balance sheet Form A – BS, Revenue account [Policy holders’ account] Form A- 

RA, Profit and loss account Form A-PL. These forms have been given in the IRDA 

Regulations, 2002. 

No form has been specified for cash flow statement. 

General Insurance Business 

The insurance company carrying on general insurance business is required to 

prepare Balance Sheet Form B – BS, Revenue account [Policy holders’ account] 

Form B- RA, Profit and loss account Form B-PL. These forms have been given in 

the IRDA Regulations, 2002. 

No form has been specified for cash flow statement. 

3.4 IRDA REGULATIONS, 2002 

Preparation of financial statements, management report and auditor’s report 

(1) An insurer carrying on life insurance business, after the commencement of 

these Regulations, should comply with the requirements of Schedule A. 

(2) An insurer carrying on general insurance business, after the commencement 

of these Regulations, should comply with the requirements of Schedule B: 

Provided that this sub-regulation should apply, mutatis mutandis, to reinsurers 

until separate regulations are made for them. 

(3) The report of the auditors on the financial statements of every insurer and 

reinsurer should be in conformity with the requirements of Schedule C, or as near 

thereto as the circumstances permit. 

Note: For details regarding Schedule A and Schedule B refer Annexure I and 

Annexure II respectively, given at the end of this Chapter. 

AUDITOR’S REPORT SCHEDULE C (See Regulation 3):  

The auditors should express their opinion on 

• whether the balance sheet gives a true and fair view of the insurer’s affairs as 

at the end of the financial year/period;  
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• whether the revenue account gives a true and fair view of the surplus or the 

deficit for the financial year/period; 

• whether the profit and loss account gives a true and fair view of the profit or 

loss for the financial year/period; and 

•  whether the receipts and payments account gives a true and fair view of the 

receipts and payments for the financial year/period.  

The auditor should also comply with other provisions stated in the IRDA 

(Preparation of Financial Statements and Auditor’s Report of Insurance 

Companies) Regulations, 2002. 

3.5  PREPARATION OF FINANCIAL STATEMENTS 

After studying IRDA Regulations, let us work out few illustrations which will help 

you in understanding the procedure for preparation of financial statements of 

insurance companies. 

Students are required to go through the formats of Revenue Account, Profit and 

Loss Account, Balance Sheet and its Schedules as prescribed in Part V of Schedule 

A for Life Insurance business given in Annexure I for better understanding of the 

illustration given here under. 

Illustration 1 

From the following balance as at 31st March, 20X2 in the books of the National Life 

Assurance Co. Ltd., prepare Profit and Loss Account and Balance Sheet. 

 `  ‘000   `  ‘000  

Life Assurance Fund on 1st  Agents’ Balances (Dr.) 18,000 

      April, 20X1 34,00,000 Advances to ceding companies 47,000 

Annuities paid (in India 

72,500) 

81,750 Due from Re-insurers 38,500 

General Reserve  2,25,000 Due to Re-insurers 47,500 

Deposit with the Reserve 

Bank 

 Sundry Creditors 1,800 

    —Government Securities 2,10,000 Premiums : First year 5,90,000 

Indian Government Securities 10,90,000       Renewal 1,20,000 

Foreign Government 

Securities 

75,000 Reinsurance accepted 50,000 

Loan on Company’s Policies 2,10,000 Reinsurance ceded 70,000 
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Leasehold Buildings 63,300 Interim Bonus to Policy-holders 22,500 

Securities on which interest is   Commission –  

  guaranteed by the 

Government 

4,50,000 Direct : First year 40,500 

Stocks of Shares of 

companies 

             Renewal 2,000 

      incorporated in India 14,50,000 Reinsurance accepted 12,000 

Share Capital (20,000 shares 

@ `  100 each) 

20,00,000 Reinsurance ceded 

Claims 

4,000 

Mortgages in India 14,32,500   By Death (in India 1,30,000) 2,00,000 

Cash with Bankers on  

   Current Account 

 

40,500 

  By Maturity (in India 

1,40,000) 

2,20,000 

Cash with Bankers on  Bank Loan 21,750 

   Deposit (short-term)  Salaries 30,400 

Account 20,000 Auditors’ Fees 5,400 

Cash in hand 7,000 Law Charges 3,400 

State Government Securities 7,25,000 Rent paid 3,600 

Furniture and Fixtures 39,000 Other Expenses of 

Management 

750 

Outstanding Premiums 66,000 Travelling Expenses 1,950 

  Interest and Rents   

  Received (Gross) 2,16,000 

Transfer the surplus amount if any to Life Fund for the year ended 31st March, 

20X2. 5% dividend is also proposed on share capital. 

Solution 

Form A-RA 

Name of Insurer: National Life Assurance Co. Ltd. 

Registration no. and date of registration with IRDA: ________ 

Revenue Account for the year ended 31st March, 20X2 

Policyholders’ Account (Technical Account) 

Particulars Schedule  Current Previous 

   Year Year 

  (`  ’000) (`  ’000) (`  ’000) 

Premiums earned – net     

(a) Premium 1 7,10,000   
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(b) Reinsurance ceded  (70,000)   

(c) Reinsurance accepted  50,000 6,90,000  

Income from Investments     

(a)Interest, Dividends & Rent – Gross   2,16,000  

(b) Profit on sale/redemption of    

 investments 

    

(c) (Loss on sale/redemption of 

 investments) 

    

(d) Transfer/Gain on revaluation change 

in fair value 

    

Other Income (to be specified)     

Total (A)   9,06,000  

Commission 2 50,500   

Operating Expenses related to 

Insurance Business 

3 45,500   

Provision for doubtful debts  —   

Bad debts written off     

Provision for tax     

Provisions (other than taxation)     

(a) For diminution in the value of 

         investments (Net) 

    

(b) Others (to be specified)     

Total (B)   96,000  

Benefits Paid (Net) 4 5,01,750   

Interim Bonuses Paid  22,500   

Change in valuation of liability against 

life policies in force 

    

(a) Gross     

(b) (Amount ceded in Reinsurance)     

(c) Amount accepted in Reinsurance     

Total (C)   5,24,250  

Surplus [(A) – (B) – (C)]   2,85,750  

Appropriations     

Transfer to Shareholders’ Account   2,85,750  

Transfer to Other Reserves (to be 

specified) 

  -  

Balance being Funds for Future 

Appropriations 

  -  

Total (D)   2,85,750  
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Form A-PL 

 

Name of the Insurer: 

Registration No. and Date of Registration with IRDA 

Profit & Loss Account for the year ended 31st March, 20X2 

Shareholders’ Account (Non-technical Account) 

Particulars Schedule Current Previous 

  Year Year 

  (`  ’000) (`  ’000) 

Amount transferred from/to the 

Policyholders Account (Technical Account) 

 2,85,750  

Income From Investments    

(a) Interest, Dividends & Rent – Gross    

(b) Profit on sale/redemption of 

investments 

   

(c) (Loss on sale/redemption on 

investments) 

   

Other Income (To be specified)    

Total (A)    

Expense other than those directly related 

to the insurance business 

   

Bad debts written off    

Provisions (Other than taxation)    

(a) For diminution in the value of 

investments   (Net) 

   

(b) Provision for doubtful debts    

(c) Other (to be specified)    

Total (B)    

Profit/(Loss) before tax    

Provision for Taxation    

Profit/(Loss) after tax    

Appropriations    

(a) Balance at the beginning of the year    

(b) Interim dividends paid during the year    

(c) Proposed final dividend  1,00,000  
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(d) Dividend distribution on tax    

(e) Transfer to reserves/other accounts (to 

be specified) 

  

  

 

Profit carried forward to the Balance Sheet  1,85,750   

Notes : 

(a) Premium income received from business concluded in and outside India 

should be separately disclosed. 

(b) Reinsurance premiums whether on business ceded or accepted are to be 

brought into account gross (i.e., before deducting commissions) under the 

head reinsurance premiums. 

(c) Claims incurred should comprise claims paid, specific claim settlement costs 

wherever applicable and change in the outstanding provision for claims at 

the year-end. 

(d) Items of expenses and income in excess of one percent of the total premiums 

(less reinsurance) or ` 5,00,000 whichever is higher, should be shown as a 

separate line item. 

(e) Fees and expenses connected with claims should be included in claims. 

(f) Under the sub-head “Others” should be included items like foreign exchange 

gains or losses and other items. 

(g) Interest, dividends and rentals receivable in connection with the investment 

should be stated as gross amount, the amount of income tax deducted at 

source being included under advance taxes paid and taxes deducted at 

source.” 

(h) Income from rent should include only the realised rent. It should not include 

any notional rent. 

Form A-BS 

Name of the Insurer: 

Registration No. and Date of Registration with IRDA 

Balance Sheet as at 31
st

 March, 20X2 

 Schedule Current Previous 

  Year Year 

  (`  ’000) (`  ’000) 
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Sources of Funds    

Shareholders’ Funds    

Share Capital 5 20,00,000  

Reserves and Surplus 6 38,10,750  

Credit/[Debit] Fair value change account    

Sub-Total    

Borrowings 7 69,250  

Policyholders’ Funds    

Credit/[Debit] Fair value change account    

Policy Liabilities    

Insurance reserves    

Provision for linked liabilities    

Sub-Total    

Funds for future appropriations    

Total  58,80,000  

Application of Funds    

Investments 8 40,00,000  

Shareholders’    

Policyholders’    

Assets held to cover linked liabilities    

Loans 9 16,42,500  

Fixed Assets 10 1,02,300  

Current Assets    

Cash and Bank Balances 11 67,500  

Advances and Other Assets 12 1,69,500  

Sub-Total (A)  2,37,000  

Current Liabilities 13 1,800  

Provisions 14 1,00,000  

Sub-Total (B)  1,01,800  

Net Current Assets (C) = (A – B)  1,35,200  
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Miscellaneous expenditure  —  

(to the extent not written off or adjusted)    

Debit Balance in profit & Loss Account    

(Shareholders’ Account)    

Total   58,80,000  

SCHEDULES FORMING PART OF FINANCIAL STATEMENTS 

SCHEDULE–1: PREMIUM 

 Particulars  Current Previous 

   Year Year 

   (`  ’000) (`  ’000) 

1. First year premiums  5,90,000  

2. Renewal premiums  1,20,000  

3. Single premiums     

 Total premiums  7,10,000  

 Premiums Income from business written :    

1. In India    

2. Outside India    

 Total premiums (Net)    

SCHEDULE–2: COMMISSION EXPENSES 

Particulars Current Year Previous Year 

 (`  ’000) (`  ’000) 

Commission paid   

Direct  – First year premium 40,500  

 – Renewal premiums 2,000  

 – Single premiums   

Add : Commission on Re-insurance Accepted 12,000  

Less : Commission on Re-insurance Ceded   (4,000)  

Net Commission 50,500  

Notes : 

The profit/commission, if any, are to be combined with the Re-insurance accepted 

or Re-insurance ceded figures. 
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SCHEDULE–3: OPERATING EXPENSES RELATED TO INSURANCE BUSINESS 

 Particulars Current Previous 

  Year Year 

  (`  ’000) (`  ’000) 

1. Employees’ remuneration & welfare benefits 30,400  

2. Travel, conveyance and vehicle running expenses 1,950  

3.  Training expenses   

4. Rents, rates & taxes 3,600  

5. Repairs   

6. Printing & stationery   

7. Communication expenses   

8. Legal & professional charges 3,400  

9. Medical fees   

10. Auditors’ fees, expenses etc. 5,400  

 (a) as auditor   

 (b) as adviser or in any other capacity, in respect of   

  (i) Taxation matters   

  (ii) Insurance matters   

  (iii) Managements services, and   

 (c) in any other capacity   

11. Advertisement and publicity   

12. Interest & Bank Charges   

13. Others (to be specified) 750  

14. Depreciation   

 Total 45,500  

Note: Items of expenses and income in excess of one percent of the total premiums 

(less reinsurance) or ‘5,00,000 whichever is higher, should be shown as a separate 

line item. 

SCHEDULE–4: BENEFITS PAID [NET] 

 Particulars Current Previous 

  Year Year 

  (` ’000) (` ’000) 

1. Insurance Claims   

 (a) Claims by Death, 2,00,000  

 (b) Claims by Maturity, 2,20,000  

 (c) Annuities/Pensions in payment, 81,750  
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 (d) Other benefits, specify   

2. (Amount ceded in reinsurance) :   

 (a) Claims by Death,   

 (b) Claims by Maturity,   

 (c) Annuities/Pensions in payment,   

 (d) Other benefits, specify   

3. Amount accepted in reinsurance :   

 (a) Claims by Death,   

 (b) Claims by Maturity,   

 (c) Annuities/Pensions in payment,   

 (d) Other benefits, specify     

 Total 5,01,750  

 Benefits paid to claimants*  5,01,750  

 

* Benefits paid to claimants  

1. In India (72,500 + 1,30,000 + 1,40,000) 3,42,500 

2. Outside India 1,59,250 

 Total Benefits paid (Net) 5,01,750 

SCHEDULE–5: SHARE CAPITAL 

 Particulars Current Previous 

  Year Year 

  (`  ’000) (`  ’000) 

1. Authorised Capital   

 Equity Shares of `  ...... each   

2. Issued Capital   

 Equity Shares of `  ...... each   

3. Subscribed Capital   

 Equity Shares of `  100 each 20,00,000  

4. Called-up Capital   

 Equity Shares of `  ...... each   

5. Less : Calls unpaid   

 Add : Share forfeited (Amount Originally paid up)   

© The Institute of Chartered Accountants of India



 

 

9.59 

 
FINANCIAL STATESMENTS OF INSURANCE COMPANIES 

 Less : Par value of Equity Shares bought back   

 Less : Preliminary Expenses   

 Expenses including commission or brokerage on 

Underwriting or subscription of shares 

  

 Total 20,00,000  

Notes : 

(a) Particulars of the different classes of capital should be separated stated. 

(b) The amount capitalised on account of issue of bonus shares should be 

disclosed. 

(c) In case any part of the capital is held by a holding company, the same should 

be separately disclosed. 

SCHEDULE–5A: PATTERN OF SHAREHOLDING 

[As certified by the Management] 

 Particulars Current Year Previous Year 

  Number of  % of  Number of  % of  

  Shares Holding Shares Holding 

 Promoters     

 • Indian     

 • Foreign     

 Others     

 Total     

SCHEDULE–6: RESERVES AND SURPLUS 

 Particulars Current Previo

us 

  Year Year 

  (`  ’000) (`  ’000) 

1. Capital Reserve   

2. Capital Redemption Reserve   

3. Share Premium   

4. Revaluation Reserve   
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5. General Reserves 2,25,000  

 Less : Debit balance in Profit and Loss Account, if any   

 Less  Amount utilised for Buy-back   

6. Catastrophe Reserve   

7. Life Fund         

  Opening balance    34,00,000   

  Transfer during the year    1,87,750 35,85,750  

8. Balance of profit in Profit and Loss Account    

 Total 38,10,750  

Notes : 

Additions to and deductions from the reserves should be disclosed under each of the 

specified heads. 

SCHEDULE–7: BORROWINGS 

 Particulars Current Previous 

  Year Year 

  (`  ’000) (`  ’000) 

1. Debentures/Bonds   

2. Banks 21,750  

3. Financial Institutions   

4. Other entities carrying on insurance business 47,500  

 Total 69,250  

Notes : 

(a) The extent to which the borrowings are secured should be separately 

disclosed stating the nature of the security under each sub-head. 

(b) Amounts due within 12 months from the date of Balance Sheet should be 

shown separately. 

The classification of investments as desired by schedule 8 and 8A of the format 

can’t be done due to non-availability, of formation of shareholders’ and 

policyholders’ investments. Therefore, investments are shown as follows (included 

as total figure in the Balance Sheet) 
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SCHEDULE–8: INVESTMENTS 

Particulars Current Previous 

 Year Year 

 (`  ’000) (`  ’000) 

Deposit with the RBI 2,10,000  

Indian Government Securities 10,90,000  

State Government Securities 7,25,000  

Foreign Government Securities 75,000  

Securities guaranteed by the Government 4,50,000  

Stock and shares of companies incorporated in India 14,50,000  

 40,00,000  

SCHEDULE–9: LOANS 

 Particulars Current Previous 

  Year Year 

  (`  ’000) (`  ’000) 

1. Security-wise classification   

 Secured   

 (a) On mortgage of property   

  (aa) In India 14,32,500  

  (bb) Outside India   

 (b) On shares, Bonds, Govt. Securities, etc.   

 (c) Loans against policies 2,10,000  

 (c) Others (to be specified)   

 Unsecured   

 Total 16,42,500  

2. Borrower-wise classification   

 (a) Central and State Governments   

 (b) Banks and Financial Institutions   

 (c) Subsidiaries   

 (d) Companies   
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 (e) Loans against policies   

 (f) Others (to be specified)   

 Total   

3. Performance-wise classification   

 (a) Loans classified as standard   

  (aa) In India   

   (bb) Outside India   

 Non-standard loans less provisions   

  (aa) In India   

  (bb) Outside India   

 Total   

4. Maturity-wise classification   

 (a) Short Term   

 (b) Long Term   

 Total   

Notes : 

(a) Short-term loans should include those, which are repayable within 12 months 

from the date of balance sheet. Long term loans should be the loans other 

than short-term loans. 

(b) Provisions against non-performing loans should be shown separately. 

(c) The nature of the security in case of all long term secured loans should be 

specified in each case. Secured loans for the purposes of his schedule, means 

loans secured wholly or partly against on asset of the company. 

(d) Loans considered doubtful and the amount of provision created against such 

loans should be disclosed. 

SCHEDULE–10: FIXED ASSETS 

(`  ’000) 

Particulars Cost/Gross Block Depreciation Net Block 

Goodwill    

Intangibles (specify)    

Land-Freehold    
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Leasehold Property   63,300 

Buildings    

Furniture & Fittings   39,000 

Information Technology    

Equipment    

Vehicles    

Office Equipment    

Others (Specify nature)     

Total   1,02,300 

Work in progress    

Grand total    

PREVIOUS YEAR    

Notes :Assets included in land, property and building above exclude Investment 

Properties as defined in note (e) to Schedule 8. 

SCHEDULE–11: CASH AND BANK BALANCES 

 Particulars Current Previous 

  Year Year 

  (`  ’000) (`  ’000) 

1. Cash (including cheques, drafts and stamps) 7,000  

2. Bank Balances   

 (a) Deposit Accounts   

  (aa) Short-term (due within 12 months of the   

         date of Balance Sheet) 20,000  

  (bb) Others   

 (b)  Current Accounts 40,500  

 (c)  Others (to be specified)   

3. Money at Call and Short Notice   

 (a)  With Banks   

 (b)  With other Institutions   

 

© The Institute of Chartered Accountants of India



 

 

 

9.64 ADVANCED ACCOUNTING 

4. Others (to be specified)   

 Total 67,500  

 Balances with non-scheduled banks included in 2 

and 3 above 

CASH & BANK BALANCES 

  

1. In India   

2.  Outside India   

 TOTAL   

Note: Bank balance may include remittances in transit. If so, the nature and 

amount should be separately stated. 

SCHEDULE – 12 

ADVANCES AND OTHER ASSETS 

 Particulars Current 

Year 

Previous 

Year 

  (`  ’000) (`  ’000) 

 ADVANCES   

1. Reserve deposits with ceding companies 47,000  

2. Application money for investments   

3. Prepayments   

4. Advances to  Directors/Officers   

5. Advance tax paid and taxes deducted at source (Net 

of provision for taxation) 

  

6. Others (to be specified)   

 TOTAL (A) 47,000  

 OTHER ASSETS   

1. Income accrued on investments   

2. Outstanding Premiums 66,000  

3. Agents’ Balances 18,000  

4. Foreign Agencies Balances   

5. Due from other entities carrying on insurance 

business (including reinsures) 

38,500  
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6. Due from subsidiaries/ holding   

7. Deposit with Reserve Bank of India 

[Pursuant to section 7 of Insurance Act, 1938] 

  

8. Others (to be specified)   

 TOTAL (B) 1,22,500  

 TOTAL (A+B) 1,69,500  

Notes: 

(a) The items under the above heads should not be shown net of provisions for 

doubtful amounts. The amount of provision against each head should be shown 

separately. 

(b) The term ‘officer’ should conform to the definition of that term as given under 

the Companies Act, 2013. 

(c) Sundry debtors will be shown under item 8 (Others) 

SCHEDULE – 13 

CURRENT LIABILITIES 

 Particulars Current Year Previous Year 

  (`  ’000) (`  ’000) 

1. Agents’ Balances   

2. Balances due to other insurance 

companies 

  

3. Deposits held on re-insurance ceded   

4. Premiums received in advance   

5. Unallocated Premium   

6. Sundry creditors  1,800  

7. Due to subsidiaries/ holding company   

8. Claims Outstanding   

9. Annuities due   

10. Due to Officers/ Directors   

11. Others (to be specified)   

 TOTAL 1,800  
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SCHEDULE – 14 

PROVISIONS 

 Particulars Current 

Year 

Previous 

Year 

  (`  ’000) (`  ’000) 

1 For taxation (less advance tax paid and taxes 

deducted at source) 

  

2 For proposed dividends 1,00,000  

3 For dividend distribution tax   

4 Others (to be specified)   

 TOTAL 1,00,000  

Students are required to go through the formats of Revenue Account, Profit 

and Loss Account, Balance Sheet and its Schedules as prescribed in Part V of 

Schedule B for General Insurance business given in Annexure II for better 

understanding of illustrations given here under. 

Illustration 2 

Prepare Revenue Account in proper form for the year ended 31st March, 20X2, from 

the following particulars related to Goma General Insurance Co. for the year 20X1 – 

20X2: 

 Related to Direct Related to 

 business Reinsurance business 

 (`  ) (`  ) 

Premiums:   

Amount received 30,00,000 2,40,000 

Receivable at the beginning 1,80,000 24,000 

Receivable at the end 2,40,000 36,000 

Amount paid -- 3,60,000 

Payable at the beginning -- 30,000 

Payable at the end -- 42,000 
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Claims:   

Amount paid 18,00,000 1,80,000 

Payable at the beginning 60,000 12,000 

Payable at the end 1,20,000 18,000 

Amount recovered _ 1,20,000 

Receivable at the beginning    _    18,000 

Receivable at the end                                           _    12,000 

Commission:   

Amount paid 72,000 10,800 

Amount received -- 14,400 

Additional information:  

(i) Interest, dividend and rent received     30,000 

 Income-tax in respect of above 6,000 

(ii) 

Management expenses including `   12,000 related to 

legal  

 expenses regarding claims 1,32,000 

Provision for income tax existing at the beginning of the year was ` 1,95,000, the 

income-tax actually paid during the year ` 1,68,000 and the provision necessary at 

the year end ` 2,07,000.  

The net premium income of the company during the year 20X0 – 20X1 was  

` 24,00,000 on which reserve for unexpired risk @ 50% and additional reserve  

@ 7 ½ % was created. This year, the balance to be carried forward is 50% of net 

premium on reserve for unexpired risk and 5% on additional reserve.  

Solution 

FORM B – RA 

Name of the Insurer : Goma General Insurance Company 

Registration no. and date of registration with IRDA : ……………….. 

Revenue Account for the year ended 31.3.20X2 

 Particulars Schedule Amount (`) 

1. Premium earned (Net) 1 27,03,000 

2. Profit/Loss on sales/Redemption of - - 
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investment 

3. Other - - 

4. Interest, dividend & rent (Gross) -     30,000 

 Total (A)  27,33,000 

1. Claims incurred (Net) 2 19,44,000 

2. Commission 3 68,400 

3. Operating expenses related to insurance 

business 

4 1,20,000 

 Total (B)  21,32,400 

 Operating profit/Loss from insurance 

business 

  

 (C) = (A-B)  6,00,600 

Appropriation: 

 Transfer to Shareholders account - 

 Transfer to Catastrophe Reserve - 

 Transfer to other reserves - 

  Total (D) - 

Schedule – 

1 

Premium Earned (Net)   

Particulars   `   

Premium received from direct business (W.N.1) 30,60,000 

Ad

d: 

Premium on reinsurance accepted `  (2,40,000 + 36,000 – 

24,000) 

2,52,000 

   33,12,000 

Less:  Premium on reinsurance ceded `  (3,60,000 + 42,000 – 

30,000) 

(3,72,000) 

Net 

Premium 

 29,40,000 

Adjustment for change in reserve for unexpired risk (W.N.2) (2,37,000) 

Total premium earned (Net) 27,03,000 
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Schedule – 2 Claims Incurred (Net) 

Particulars   `   

Claims paid (Direct) 18,00,000 

Add: Legal expenses regarding claims 12,000 

   18,12,000 

Add: Reinsurance Accepted 1,80,000 

   19,92,000 

Less:  Reinsurance ceded `  (1,20,000 + 12,000 –18,000) (1,14,000) 

   18,78,000 

Add: Claims outstanding at the end `  (1,20,000 + 18,000) 1,38,000 

Less:  Claims outstanding at the beginning `  (60,000 + 12,000) (72,000) 

Total claim incurred 19,44,000 

Schedule –3 Commission   

Particulars   `   

Commission paid Direct 72,000 

Add: Re-insurance accepted 10,800 

   82,800 

Less: Commission on re-insurance ceded (14,400) 

Net 

commission  68,400 

Schedule – 4  Operating Expenses related to Insurance Business 

Particulars   `   

Expenses of management `  (1,32,000 – 12,000) 1,20,000 

Working Notes: 

1. Calculation of premium received from direct business 

Premium on direct business 30,00,000 

Add: Premium outstanding at the end  2,40,000 

  32,40,000 

Less: Premium outstanding at the beginning (1,80,000) 

  30,60,000 
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2. Computation of change in reserve for unexpired risk   

 `   

Reserve for unexpired risk for the year 20X1-X2  

(29,40,000 x 50%) 14,70,000 

Add: 

Additional reserve for unexpired risk for the year 

20X1-X2  

 (29,40,000 x 5%)  1,47,000 

  16,17,000 

Less: Reserve for unexpired risk for the year 20X0-X1  

 (24,00,000 x 50%) (12,00,000) 

 Additional reserve for unexpired risk for the year  

 (24,00,000 x 7.5%) (1,80,000) 

 2,37,000 

Illustration 3 

Metro General Insurance Company submits the following information for the year 

ended 31st March, 20X2: 

Particulars Director Business (` ) Reinsurance (` ) 

Premium received 75,25,000 8,25,000 

Premium paid - 4,90,000 

Claim paid during the year 49,70,000 5,10,000 

Claim payable:   

 1st April, 20X1 6,85,000 95,000 

 31st March, 20X2 7,38,000 70,000 

Claims received - 3,95,000 

Claims receivable:   

 1st April, 20X1 - 75,000 

 31st March, 20X2 - 1,25,000 

Expenses of Management 2,90,000 - 

Commission:   

On Insurance accepted 1,60,000 15,000 

On Insurance ceded - 18,000 
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The following additional information are also available:  

(1)  Expenses of Management include `  45,000 Surveyor's fees and `  55,000 Legal 

expenses for settlement of claims. 

(2)  Reserve for unexpired risk is to be maintained @ 40%. The balance of Reserve 

for unexpired risk as on 01.04.20X1 was `  28,40,000. 

You are required to make the Revenue Account for the year ended 31st March, 20X2. 

Answer 

Form B-RA (Prescribed by IRDA) 

Metro General Insurance Company 

Registration no. and date of registration with IRDA 

Revenue Account for the year ended 31st March, 20X2 

Particulars Schedule Amount (` ) 

Premium earned (Net) 1 75,56,000 

Total (A)  75,56,000 

Claims incurred (Net) 2 51,63,000 

Commission 3 1,57,000 

Operating expenses related to insurance business 4   1,90,000 

Total (B)  55,10,000 

Operating profit from insurance business (A-B)  20,46,000 

Schedules forming part of Revenue Account  

Schedule 1: Premium Earned (Net) 

Particulars Amount (` ) 

Premium from direct business written 75,25,000 

Add: Premium on reinsurance accepted 8,25,000 

Less: Premium on reinsurance ceded (4,90,000) 

Net Premium 78,60,000 

Adjustment for change in Reserve for unexpired risk (W.N.2) (3,04,000) 

Total Premium earned (net) 75,56,000 
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Schedule 2: Claims Incurred (Net) 

Particulars Amount (` ) 

Claims paid - Direct (W.N.1) 51,23,000 

Add: Re-insurance accepted (W.N.1) 4,85,000 

Less: Re-insurance ceded (W.N.1) (4,45,000) 

Net Claims paid 51,63,000 

Schedule 3: Commission 

Particulars Amount (` ) 

Commission paid  1,60,000 

Add: Reinsurance accepted 15,000 

Less: Commission on reinsurance ceded (18,000) 

Net Commission 1,57,000 

Schedule 4: Operating Expenses related to Insurance Business 

Particulars Amount (` ) 

Expenses of management (2,90,000 – 45,000 – 55,000) 1,90,000 

 1,90,000 

Working Notes:  

1. Claims incurred  

Particulars Direct 

Business (` ) 

Re-insurance 

accepted (` ) 

Re-insurance 

Ceded (`)  

Paid / received 49,70,000 5,10,000 3,95,000 

Add: Outstanding at the end of 

the year 

7,38,000 70,000 1,25,000 

Add: Expenses in connection 

with settlement of claims (45,000 

+ 55,000) 

1,00,000   

Less: Outstanding at the 

beginning of the year  

(6,85,000) 

   

(95,000) 

   

(75,000) 

   

 51,23,000 4,85,000 4,45,000 
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2. Change in Reserve for unexpired risk 

Particulars Amount (` ) 

Opening Reserve as on 31st March, 20X1 28,40,000 

Less: Closing Reserve as on 31st March, 20X2 (` 78,60,000 x 

40%) 

(31,44,000) 

  3,04,000 

Illustration 4 

The following are the Balances of Hercules Insurance Co. Ltd. as on 31st March, 

20X2 : 

   (`  in ’000) 

Capital  320,00 

Balances of Funds as on 1.4.20X1 

Fire Insurance  800,00 

Marine Insurance  950,00 

Miscellaneous Insurance  218,65 

Unclaimed Dividends  8,50 

Amount Due to Other Insurance Companies  34,50 

Sundry Creditors  72,50 

Deposit and Suspense Account (Cr.)  22,80 

Profit and Loss Account (Cr.)  80,40 

Agents Balances (Dr.)  135,00 

Interest accrued but not due (Dr.)  22,50 

Due from other Insurance Companies  64,50 

Cash in Hand  3,50 

Balance in Current Account with Bank  74,80 

Furniture and Fixtures WDV (cost 100,00)  58,00 

Stationery Stock  1,40 

Expenses of Management 

 Fire Insurance 280,00 

 Marine Insurance 168,00 

 Miscellaneous Insurance 40,00 

 Others 30,00 518,00 

Outstanding premium  82,00 
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Donation Paid (No 80G Benefit)  10,00 

Transfer Fees  1,00 

Reserve for Bad Debts  11,70 

Income Tax Paid  120,00 

Mortgage Loan (Dr.)  975,00 

Sundry Debtors  25,00 

Government Securities Deposited with RBI  37,00 

Government Securities  1020,00 

Debentures  465,50 

Equity Shares of Joint Stock Companies  225,00 

Claims Less Re-insurance 

 Fire 450,00 

 Marine 358,90 

 Miscellaneous 68,00 876,90 

Premium Less Re-insurance 

 Fire 1762,50 

 Marine 1022,50 

 Miscellaneous 262,25 3047,25 

Interest and Dividends Received on Investments (Net)  46,80 

Tax Deducted at Source  11,70 

Commission 

 Fire 500,00 

 Marine 350,00 

 Miscellaneous 80,00 930,00 

You are required to make the following provisions : 

Depreciation on Furniture—10% of Original Cost 

Impairment on investments of Joint Stock Companies Shares 

 10,00 

Transfer to General Reserve  10,00 
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Outstanding claims as on 31.3.20X2 

 Fire 200,00 

 Marine 50,00 

 Miscellaneous 32,50 

Provision for tax @ 50%. Proposed dividends @20%. Provision for the unexpired 

risks is to be made as follows: 

(a) On Marine Policies  100% Premium less reinsurance. 

(b) On Other Policies  50% Premium less reinsurance. 

You are required to prepare the revenue and profit and loss account for the year 

ended 31.3.20X2 of the company.  

Solution 

Form B – RA (Prescribed by IRDA) 

Hercules Insurance Co. Ltd. 

Registration no. and date of registration with IRDA 

Revenue Account for the year ended 31st March, 20X2 

Fire and Marine and Misc Insurance Businesses 

 Schedule Fire 

Current 

Year 

Marine 

 Current 

Year 

Misc. 

Current 

Year 

  ` ‘000 ` ‘000 ` ‘000 

Premiums earned (net) 1 1681,25 950,00 349,77 

Total (A)  1681,25 950,00  349,77 

Claims incurred (net) 2 650,00 408,90 100,50 

Commission 3 500,00 350,00 80,00 

Operating expenses related to 

Insurance business 

4  

  280,00 

 

168,00 

 

  40,00 

Total (B)  1430,00 926,90 220,50 

Profit from Fire/Marine/Misc. 

Insurance business ( A−B) 

  

251,25 

 

23,10 

 

129,27 
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Schedules forming part of Revenue Account  

Schedule –1 

Premiums earned (net) Fire 

Current 

Year 

Marine 

Current 

Year 

Misc. 

Current 

Year 

 `  ‘000 `  ‘000 `  ‘000 

Premiums Less reinsurance (net) 1762,50 1022,50 262,25 

Change in provision for unexpired risk 

(W.N.1) 

(-)81,25 (-) 72,50 87,52 

Premiums earned (net) 1681, 25 950,00 349,77 

Schedule – 2    

Claims incurred (net) 650,00 408,90 100,50 

Schedule – 3    

Commission paid 500,00 350,00 80,00 

Schedule – 4    

Operating expenses related to insurance 

business 

   

Expenses of Management 280,00 168,00 40,00 

Form B-PL 

Hercules Insurance Co. Ltd. 

Registration No. and date of registration with IRDA 

Profit and Loss Account for the year 31st March, 20X2 

Particulars Schedule 
Current 

Year 

Previous 

Year 

  `  ’ (000) `  ’ (000) 

Operating Profit/(Loss)    

(a) Fire Insurance   251,25  

(b) Marine Insurance  23,10  

(c) Miscellaneous   129,27  

Income From Investments    

(a) Interest, Dividend & Rent–Gross  58,50  

Other Income     

Transfer Fees       1,00  

Total (A)  463,12  

Provisions (Other than taxation)    

Depreciation of Furniture  10,00     
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Impairment of Investments  10,00     

Other Expenses –    

Expenses of Management    30,00  

Donation  10,00  

Total (B)  60,00  

Profit Before Tax (A-B)  403,12  

Provision for Taxation  206,56  

Profit After Tax  196,56  

Appropriations    

(a) Interim dividends paid during 

the year 

(b) Proposed final dividend (320 x 

20%) 

(c) Dividend distribution tax 

 — 

 

64,00 

 

— 

 

(d) Transfer to General Reserves    10,00  

  12,256  

Balance of profit/loss brought forward 

from last year 

  

  80,40 

 

Balance carried forward to Balance 

Sheet 

 202,96  

Working Notes: 

1. Reserve for unexpired risk 50% of net premium for fire and miscellaneous and 

100% of net premium for marine. 

Particulars Fire Marine Misc. 

Fund as on 1.4.20x1 800,00 950,00 218,65 

Fund as on 31.3.20x1 881,25 

(50%) 

1022,50 

(100%) 

131,13 

(50%) 

Adjustment for change in reserve 81,25 72,50 (87,52) 

2. Provision for Taxation `  

 Net Profit before tax 403,12 

 Add : Donation  10,00 

 Taxable Profit 413,12 

 Tax  50%  
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ANNEXURE I 

SCHEDULE A for Life Insurance Business 

PART I: Accounting principles for preparation of financial statements 

1. Applicability of Accounting Standards---Every Balance Sheet, Revenue 

Account [Policyholders’ Account], Receipts and Payments Account [Cash Flow 

statement] and Profit and Loss Account [Shareholders’ Account] of an insurer 

shall be in conformity with the Accounting Standards (AS) issued by the ICAI, to 

the extent applicable to insurers carrying on life insurance business, except that:  

1. Accounting Standard 3 (AS 3) – Cash Flow Statements – Cash Flow Statement 

shall be prepared only under the Direct Method. 

2. Accounting Standard 17 (AS 17) - Segment Reporting – shall apply to all 

insurers irrespective of the requirements regarding listing and turnover 

mentioned therein. 

2.  Premium – Premium shall be recognised as income when due. For linked 

business the due date for payment may be taken as the date when the associated 

units are created. 

3.  Acquisition Costs – Acquisition costs, if any, shall be expensed in the period 

in which they are incurred. 

Acquisition costs are those costs that vary with and are primarily related to the 

acquisition of new and renewal insurance contracts. The most essential test is the 

obligatory relationship between costs and the execution of insurance contracts 

(i.e., commencement of risk).  

4. Claims Cost –The ultimate cost of claims shall comprise the policy benefit 

amount and specific claims settlement costs, wherever applicable.    

5.  Actuarial Valuation – Liability for Life Policies – The estimation of liability 

against life policies shall be determined by the appointed actuary of the insurer 

pursuant to his annual investigation of the life insurance business. Actuarial 

assumptions are to be disclosed by way of notes to the account.  

The liability shall be so calculated that together with future premium payments 

and investment income, the insurer can meet all future claims (including bonus 

entitlements to policyholders) and expenses. 

6. Procedure to determine value of investments. – An insurer shall determine 

the values of investments in the following manner:- 
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(a) Real Estate – Investment Property – The value of investment property shall 

be determined at historical cost, subject to revaluation at least once in every 

three years.  The change in the carrying amount of the investment property 

shall be taken to Revaluation Reserve. 

The insurer shall assess at each balance sheet date whether any impairment 

of the investment property has occurred. 

Gains/ losses arising due to changes in the carrying amount of real estate 

shall be taken to equity under ‘Revaluation Reserve’.  The ‘Profit on sale of 

investments’ or ‘Loss on sale of investments’, as the case may be, shall 

include accumulated changes in the carrying amount previously recognised in 

equity under the heading ‘Revaluation Reserve’ in respect of a particular 

property and being recycled to the relevant Revenue Account or Profit and 

Loss Account on sale of that property. 

The bases for revaluation shall be disclosed in the notes to accounts.   The 

Authority may issue directions specifying the amount to be released from the 

revaluation reserve for declaring bonus to the policyholders. For the removal of 

doubt, it is clarified that except for the amount that is released to policyholders 

as per the Authority’s direction, no other amount shall be distributed to 

shareholders out of Revaluation Reserve Account. 

An impairment loss shall be recognised as an expense in the Revenue/Profit 

and Loss Account immediately, unless the asset is carried at re-valued 

amount.  Any impairment loss of a re-valued asset shall be treated as a 

revaluation decrease of that asset and if the impairment loss exceeds the 

corresponding revaluation reserve, such excess shall be recognised as an 

expense in the Revenue/Profit and Loss Account. 

(b) Debt Securities – Debt securities, including government securities and 

redeemable preference shares, shall be considered as “held to maturity” 

securities and shall be measured at historical cost subject to amortisation. 

(c) Equity Securities and Derivative Instruments that are traded in active 

markets –Listed equity securities and derivative instruments that are traded 

in active markets shall be measured at fair value on the balance sheet date. 

For the purpose of calculation of fair value, the lowest of the last quoted 

closing price at the stock exchanges where the securities are listed shall be 

taken. 

The insurer shall assess on each balance sheet date whether any impairment 

of listed equity security(ies)/ derivative(s) instruments has occurred. 
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An active market shall mean a market, where the securities traded are 

homogenous, availability of willing buyers and willing sellers is normal and 

the prices are publicly available.  

Unrealised gains/ losses arising due to changes in the fair value of listed 

equity shares and derivative instruments shall be taken to equity under the 

head ‘Fair Value Change Account”. The ‘Profit on sale of investments’ or ‘Loss 

on sale of investments’, as the case may be, shall include accumulated 

changes in the fair value previously recognised in equity under the heading 

‘Fair Value Change Account’ in respect of a particular security and being 

recycled to the relevant Revenue Account or Profit and Loss Account on 

actual sale of that listed security.  

The Authority may issue directions specifying the amount to be released from 

the Fair Value Change Account for declaring bonus to the policyholders. For 

the removal of doubt, it is clarified that except for the amount that is released 

to policyholders as per the Authority’s prescription, no other amount shall be 

distributed to shareholders out of Fair Value Change Account.  Also, any debit 

balance in Fair Value Change Account shall be reduced from profit/free 

reserves while declaring dividends.  

The insurer shall assess, on each balance sheet date, whether any impairment 

has occurred.  An impairment loss shall be recognised as an expense in 

Revenue/Profit and Loss Account to the extent of the difference between the 

re-measured fair value of the security/investment and its acquisition cost as 

reduced by any previous impairment loss recognised as expense in 

Revenue/Profit and Loss Account. Any reversal of impairment loss, earlier 

recognised in Revenue/Profit and Loss Account shall be recognised in 

Revenue/Profit and Loss Account. 

(d) Unlisted and other than actively traded Equity Securities and Derivative 

Instruments – Unlisted equity securities and derivative instruments and listed 

equity securities and derivative instruments that are not regularly traded in 

active markets shall be measured at historical cost.   Provision shall be made 

for diminution in value of such investments. The provision so made shall be 

reversed in subsequent periods if estimates based on external evidence show 

an increase in the value of the investment over its carrying amount.  The 

increased carrying amount of the investment due to the reversal of the 

provision shall not exceed the historical cost. 
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 For the purposes of this regulation, a security shall be considered as being 

not actively traded, if as per guidelines governing mutual funds laid down 

from time to time by SEBI, such a security is classified as “thinly traded”.  

7. Loans – Loans shall be measured at historical cost subject to impairment 

provisions. The insurer shall assess the quality of its loan assets and shall provide 

for impairment. The impairment provision shall not be lower than the amounts 

derived on the basis of guidelines prescribed from time to time by the Reserve 

Bank of India that apply to companies and financial institutions. 

8.  Linked Business – The accounting principles used for valuation of 

investments are to be consistent with principles enumerated above.   A separate 

set of financial statements, for each segregated fund of the linked businesses, 

shall be annexed. 

Segregated funds represent funds maintained in accounts to meet specific 

investment objectives of policyholders who bear the investment risk. Investment 

income/ gains and losses generally accrue directly to the policyholders. The assets 

of each account are segregated and are not subject to claims that arise out of any 

other business of the insurer.  

9.  Funds for Future Appropriation – The funds for future appropriation shall 

be presented separately. 

The funds for future appropriation represent all funds, the allocation of which, 

either to the policyholders or to the shareholders, has not been determined by 

the end of the financial year.   

PART II: Disclosures forming part of Financial Statements 

A. The following shall be disclosed by way of notes to the Balance Sheet: 

1. Contingent Liabilities: 

(a) Partly-paid up investments 

(b) Underwriting commitments outstanding 

(c) Claims, other than those under policies, not acknowledged as debts 

(d) Guarantees given by or on behalf of the company 

(e) Statutory demands/liabilities in dispute, not provided for 

(f) Reinsurance Obligations to the extent no provided for in accounts 

(g) Others (to be specified). 
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2. Actuarial assumptions for valuation of liabilities for life policies in force. 

3. Encumbrances to assets of the company in and outside India. 

4. Commitments made and outstanding for Loans, Investments and Fixed 

Assets. 

5. Basis of amortisation of debt securities. 

6. Claims settled and remaining unpaid for a period of more than six 

months as on the balance sheet date. 

7. Value of contracts in relation to investments, for: 

(a) Purchases where deliveries are pending; 

(b) Sales where payments are overdue. 

8. Operating expenses relating to insurance business: basis of allocation of 

expenditure to various segments of business. 

9. Computation of managerial remuneration. 

10. Historical costs of those investments valued on fair value basis. 

11. Basis of revaluation of investment property. 

B. The following accounting policies shall form an integral part of the 

financial statements: 

1. All significant accounting policies in terms of the accounting standards 

issued by the ICAI, and significant principles and policies given in Part I 

of Accounting Principles.   Any other accounting policies, followed by the 

insurer, shall be stated in the manner required under Accounting 

Standard AS 1 issued by the ICAI.   

2. Any departure from the accounting policies shall be separately disclosed 

with reasons for such departure. 

C. The following information shall also be disclosed: 

1. Investments made in accordance with any statutory requirement should 

be disclosed separately together with its amount, nature, security and 

any special rights in and outside India; 

2. Segregation into performing/ non performing investments for purpose of 

income recognition as per the directions, if any, issued by the Authority; 

3. Assets to the extent required to be deposited under local laws or 

otherwise encumbered in or outside India; 
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4. Percentage of business sector-wise; 

5. A summary of financial statements for the last five years, in the manner 

as may be prescribed by the Authority; 

6. Bases of allocation of investments and income thereon between 

Policyholders’ Account and Shareholders’ Account; 

7. Accounting Ratios as may be prescribed by the Authority. 

PART III: General instructions for preparation of Financial Statements 

1. The corresponding amounts for the immediately preceding financial year for 

all items shown in the Balance Sheet, Revenue Account, Profit and Loss 

Account and Receipts and Payments Account shall be given. 

2. The figures in the financial statements may be rounded off to the nearest 

thousands. 

3. Interest, dividends and rentals receivable in connection with an investment 

should be stated at gross amount, the amount of income tax deducted at 

source should be included under 'advance taxes paid' and taxes deducted at 

source. 

1. (I) For the purposes of financial statements, unless the context otherwise 

requires - 

(a) the expression ‘provision’ shall, subject to (II) below mean any amount 

written off or retained by way of providing for depreciation, renewals or 

diminution in value of assets, or retained by way of providing for any 

known liability or loss of which the amount cannot be determined with 

substantial accuracy; 

(b) the expression ‘reserve’ shall not, subject to as aforesaid, include any 

amount written off or retained by way of providing for depreciation, 

renewals or diminution in value of assets or retained by way of providing 

for any known liability or loss; 

(c) the expression ‘capital reserve’ shall not include any amount regarded as 

free for distribution through the profit and loss account; and the 

expression ‘revenue reserve’ shall mean any reserve other than a capital 

reserve; 

(d) The expression "liability" shall include all liabilities in respect of 

expenditure contracted for and all disputed or contingent liabilities. 

 

© The Institute of Chartered Accountants of India



 

 

 

9.84 ADVANCED ACCOUNTING 

 (II) Where: 

(a) any amount written off or retained by way of providing for depreciation, 

renewals or diminution in value of assets, or 

(b)  any amount retained by way of providing for any known liability or loss, 

is in excess of the amount which in the opinion of the directors is 

reasonably necessary for the purpose, the excess shall be treated as a 

reserve and not provision. 

5. The company shall make provisions for damages under lawsuits where the 

management is of the opinion that the award may go against the insurer. 

6.  Extent of risk retained and re-insured shall be separately disclosed. 

7. Any debit balance of the Profit and Loss Account shall be shown as deduction 

from uncommitted reserves and the balance, if any, shall be shown 

separately. 

PART IV: Contents of Management Report 

There shall be attached to the financial statements, a management report duly 

authenticated by the management. 

PART V: Preparation of Financial Statements 

1. An insurer shall prepare the Revenue Account [Policyholders’ Account], Profit 

and Loss Account [Shareholders’ Account] and the Balance Sheet in Form A-

RA, Form A-PL and Form A-BS, as prescribed in this Part, or as near thereto as 

the circumstances permit.  

Provided that an insurer shall prepare Revenue Account and Balance Sheet 

for the under mentioned businesses separately and to that extent the 

application of AS 17 shall stand modified:- 

(a) Participating policies and Non-participating policies; 

(b) (i) Linked business [As defined in  regulation 2 (i) of  the IRDA 

(Registration of Indian Insurance Companies ) Regulations , 2000] 

(ii)  Non-Linked business separately for Ordinary Life, General Annuity, 

pensions and Health Insurance;  

Business within India and business outside India. 

2. An insurer shall prepare separate Receipts and Payments Account in 

accordance with the Direct Method prescribed in AS 3 – “Cash Flow 

Statement” issued by the ICAI.  
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FORM A-RA 

Name of the Insurer:   

Registration No.  and Date of  Registration with the IRDA 

REVENUE ACCOUNT FOR THE YEAR ENDED 31ST MARCH, 20___. 

Policyholders’ Account (Technical Account) 

Particulars Schedule Current 

Year 

Previous 

Year 

  (` ’000) (` ’000). 

Premiums earned – net    

(a) Premium  

(b) Reinsurance ceded 

(c) Reinsurance accepted- 

1   

Income from Investments    

(a) Interest, Dividends & Rent – Gross 

(b) Profit on sale/redemption of investments 

(c) (Loss on sale/ redemption of investments) 

(d) Transfer/Gain on revaluation/change in 

fair value* 

   

Other Income (to be specified)    

 TOTAL (A)    

Commission  2   

Operating Expenses related to Insurance 

Business 

3   

 Provision for doubtful debts    

Bad debts written off    

Provision for Tax    

Provisions (other than taxation)    

(a)  For diminution in the value of 

investments  (Net) 

(b)  Others (to be specified) 

   

 TOTAL (B)    

Benefits Paid (Net) 4   

Interim Bonuses Paid    

Change in valuation of liability in respect of    
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life policies 

(a) Gross** 

(b) Amount ceded in Reinsurance 

(c) Amount accepted in Reinsurance  

 TOTAL (C)    

SURPLUS/ (DEFICIT)  (D) =(A)-(B)-(C)    

APPROPRIATIONS    

Transfer to Shareholders’ Account    

Transfer to Other Reserves (to be specified)    

Balance being Funds for Future 

Appropriations 

   

 TOTAL (D)    

Notes: 

* Represents the deemed realised gain as per norms specified by the Authority. 

**          represents  Mathematical Reserves after allocation of bonus 

The total surplus shall be disclosed separately with the following details: 

(a) Interim Bonuses Paid: 

(b) Allocation of  Bonus to policyholders: 

(c) Surplus shown in the Revenue Account: 

(d) Total Surplus: [(a)+(b)+(c)]. 

See Notes appended at the end of Form A-PL 

FORM A-PL 

Name of the Insurer:     

Registration No.  and Date of  Registration with the IRDA 

PROFIT & LOSS ACCOUNT FOR THE YEAR ENDED 31ST MARCH, 20___. 

Shareholders’ Account (Non-technical Account) 

Particulars Schedule Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

Amounts transferred from/to the Policyholders 

Account (Technical Account) 

   

Income From Investments    
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(a)  Interest, Dividends & Rent – Gross 

(b)  Profit on sale/redemption of investments 

(c)   (Loss on sale/ redemption of investments) 

   

Other Income (To be specified)    

 TOTAL (A)    

Expense other than those directly related to the 

insurance business 

   

Bad debts written off    

Provisions (Other than taxation)    

(a)    For diminution in the value of investments 

(Net) 

(b)    Provision for doubtful debts 

(c)    Others (to be specified) 

   

 TOTAL (B)    

Profit/ (Loss) before tax       

Provision for Taxation     

Profit / (Loss) after tax    

APPROPRIATIONS    

(a) Balance at the beginning of the year 

(b) Interim dividends paid during the year 

(c) Proposed final dividend 

(d) Dividend distribution on tax 

(e) Transfer to reserves/ other accounts (to be 

specified) 

   

Profit carried ------------to the Balance Sheet    

Notes to Form A-RA and A-PL.   

(a) Premium income received from business concluded in and outside India shall 

be separately disclosed. 

(b) Reinsurance premiums whether on business ceded or accepted are to be 

brought into account gross (i.e. before deducting commissions) under the head 

reinsurance premiums. 

(c) Claims incurred shall comprise claims paid, specific claims settlement costs 

wherever applicable and change in the outstanding provision for claims at the 

year-end. 
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(d) Items of expenses and income in excess of one percent of the total premiums 

(less reinsurance) or ` 5,00,000 whichever is higher, shall be shown as a 

separate line item. 

(e) Fees and expenses connected with claims shall be included in claims. 

(f) Under the sub-head "Others” shall be included items like foreign exchange 

gains or losses and other items. 

(g) Interest, dividends and rentals receivable in connection with an investment 

should be stated as gross amount, the amount of income tax deducted at 

source being included under 'advance taxes paid and taxes deducted at source”. 

(h) Income from rent shall include only the realised rent. It shall not include any 

notional rent. 

FORM A-BS 

Name of the Insurer:   

Registration No.  and Date of  Registration with the IRDA 

BALANCE SHEET AS AT 31ST MARCH, 20____. 

 Schedule Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

Sources of Funds    

Shareholders’ Funds:    

Share Capital 5   

Reserves and Surplus 6   

Credit/[Debit] Fair Value Change Account    

Sub-Total    

Borrowings 7   

Policyholders’ Funds:    

Credit/[Debit] Fair Value Change Account    

Policy Liabilities    

Insurance Reserves    

Provision for Linked Liabilities    

Sub-Total    

Funds for Future Appropriations    

Total    
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Application of Funds    

Investments    

Shareholders’   8   

Policyholders’   8A   

Assets held to cover Linked Liabilities 8B   

Loans 9   

Fixed Assets  10   

Current Assets    

Cash and Bank Balances 11   

Advances and Other Assets 12   

Sub-Total (A)    

Current Liabilities 13   

Provisions 14   

Sub-Total (B)    

Net Current Assets (C) = (A – B)    

Miscellaneous Expenditure (To the extent not 

written off or adjusted) 

15   

Debit Balance in Profit & Loss Account 

(Shareholders’ Account) 

   

Total    

CONTINGENT LIABILITIES 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1. Partly paid-up investments   

2. Claims, other than against policies, not 

acknowledged as debts by the company 

  

3. Underwriting commitments outstanding (in 

respect of shares and securities) 

  

4. Guarantees given by or on behalf of the Company   

5. Statutory demands/ liabilities in dispute, not 

provided for 
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6. Reinsurance obligations to the extent not 

provided for in accounts 

  

7. Others (to be specified)   

 Total   

SCHEDULES FORMING PART OF FINANCIAL STATEMENTS 

SCHEDULE – 1 

PREMIUM 

 Particulars Current Year Previous Year 

  (` ’000) (` ’000) 

1 First year premiums   

2 Renewal Premiums   

3 Single Premiums   

 TOTAL PREMIUM    

SCHEDULE- 2 

COMMISSION EXPENSES 

Particulars Current Year Previous Year 

 (` ’000) (` ’000) 

Commission paid   

Direct – First year premiums 

 -  Renewal premiums 

 -  Single premiums 

Add: Commission on Re-insurance Accepted 

Less: Commission on Re-insurance Ceded 

  

Net Commission   

Note: The profit/ commission, if any, are to be combined with the Re-insurance 

accepted or Re-insurance ceded figures. 

SCHEDULE – 3 

OPERATING EXPENSES RELATED TO INSURANCE BUSINESS 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1. Employees’ remuneration & welfare benefits   
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2 Travel, conveyance and vehicle running expenses   

3 Training expenses       

4 Rents, rates & taxes   

5 Repairs   

6 Printing & stationery   

7 Communication expenses   

8 Legal & professional charges   

9 Medical fees   

10 Auditors' fees, expenses etc   

 a) as auditor 

b) as adviser or in any other capacity, in respect of 

(i) Taxation matters 

(ii) Insurance matters 

(iii) Management services; and 

c) in any other capacity 

  

11 Advertisement and publicity   

12 Interest & Bank Charges   

13 Others (to be specified)   

14 Depreciation   

 TOTAL   

Note : Items of expenses and income in excess of one percent of the total premiums 

(less reinsurance) or ` 5,00,000 whichever is higher, shall be shown as a separate 

line item. 

SCHEDULE – 4 

BENEFITS PAID [NET] 

 Particulars Current Year Previous Year 

  (` ’000) (` ’000) 

1. Insurance Claims 

Claims by Death, 

Claims by Maturity,  

Annuities/Pension payment, 

Other benefits, specify 

  

2.  (Amount ceded in reinsurance): 

(a) Claims by Death, 

(b) Claims by Maturity,  
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(c) Annuities/Pension payment, 

(d) Other benefits, specify 

3. Amount accepted in reinsurance: 

(a) Claims by Death, 

(b) Claims by Maturity,  

(c) Annuities/Pension payment, 

(d) Other benefits, specify 

  

 TOTAL   

Notes:  

(a)  Claims include specific claims settlement costs, wherever applicable. 

(b)  Legal and other fees and expenses shall also form part of the claims cost, wherever 

applicable. 

SCHEDULE – 5 

SHARE CAPITAL 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1. Authorised Capital   

 Equity Shares of ` .... each   

2. Issued Capital   

 Equity Shares of `  .....each   

3. Subscribed Capital   

 Equity Shares of ` ......each   

4. Called-up Capital   

 Equity Shares of `  .....each   

 Less : Calls unpaid   

 Add : Shares forfeited (Amount originally paid 

up) 

  

 Less : Par value of Equity Shares bought back   

 Less : Preliminary Expenses 

          Expenses including commission or 

    brokerage on Underwriting or subscription 

   of shares           

  

 TOTAL   
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Notes: 

(a) Particulars of the different classes of capital should be separately stated. 

(b) The amount capitalised on account of issue of bonus shares should be 

disclosed. 

(c) In case any part of the capital is held by a holding company, the same should 

be separately disclosed. 

SCHEDULE – 5A 

PATTERN OF SHAREHOLDING 

[As certified by the Management] 

Shareholder Current Year Previous Year 

 Number 

of Shares 

% of 

Holding 

Number 

of Shares 

% of 

Holding 

Promoters  

• Indian 

• Foreign 

    

Others     

TOTAL     

SCHEDULE – 6 

RESERVES AND SURPLUS 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1. Capital Reserve   

2. Capital Redemption Reserve   

3 Share Premium   

4. Revaluation Reserve    

5. General Reserves 

Less: Debit balance in Profit and Loss 

Account, if any 

Less: Amount utilized for Buy-back 

  

6. Catastrophe Reserve   

7. Other Reserves (to be specified)   

8. Balance of profit in Profit and Loss Account   

 TOTAL   
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Note: Additions to and deductions from the reserves shall be disclosed under each of the 

specified heads. 

SCHEDULE - 7 

BORROWINGS 

 Particulars Current Year Previous Year 

  (` ’000) (` ’000) 

1. Debentures/ Bonds   

2. Banks   

3. Financial Institutions   

4. Others (to be specified)   

 TOTAL   

Notes: 

(a) The extent to which the borrowings are secured shall be separately disclosed 

stating the nature of the security under each sub-head. 

(b) Amounts due within 12 months from the date of Balance Sheet should be shown 

separately 

SCHEDULE – 8 

INVESTMENTS-SHAREHOLDERS 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

 LONG TERM INVESTMENTS   

1. Government securities and Government 

guaranteed bonds including Treasury Bills 

  

2. Other Approved Securities   

3. Other Investments   

 (a) Shares 

(aa) Equity 

(bb) Preference 

(b) Mutual Funds 

(c) Derivative Instruments 

(d) Debentures/ Bonds 

(e) Other Securities (to be specified) 
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(f) Subsidiaries 

Investment Properties-Real Estate 

4. Investments in Infrastructure and Social Sector   

5. Other than Approved Investments   

 SHORT TERM INVESTMENTS   

1. Government securities and Government 

guaranteed bonds including Treasury Bills 

  

2. Other Approved Securities   

3. Other Investments   

 (a) Shares 

(aa) Equity 

(bb) Preference 

(b) Mutual Funds 

(c) Derivative Instruments 

(d) Debentures/ Bonds 

(e) Other Securities (to be specified) 

(f) Subsidiaries 

Investment Properties-Real Estate 

  

4. Investments in Infrastructure and Social Sector   

5. Other than Approved Investments   

 TOTAL   

Note: See Notes appended at the end of Schedule- 8B 

SCHEDULE- 8A 

INVESTMENTS-POLICYHOLDERS 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

 LONG TERM INVESTMENTS   

1. Government securities and Government 

guaranteed bonds including Treasury Bills 

  

2. Other Approved Securities   

3. (a) Shares 

(aa) Equity 

(bb) Preference 

(b) Mutual Funds 

  

© The Institute of Chartered Accountants of India



 

 

 

9.96 ADVANCED ACCOUNTING 

(c) Derivative Instruments 

(d) Debentures/ Bonds 

(e) Other Securities (to be specified) 

(f) Subsidiaries 

(g)  Investment Properties-Real Estate 

4. Investments in Infrastructure and Social Sector   

5. Other than Approved Investments   

 SHORT TERM INVESTMENTS   

1. Government securities and Government 

guaranteed bonds including Treasury Bills 

  

2. Other Approved Securities   

3. (a) Shares 

(aa) Equity 

(bb) Preference 

(b) Mutual Funds 

(c) Derivative Instruments 

(d) Debentures/ Bonds 

(e) Other Securities (to be specified) 

(f) Subsidiaries 

(g) Investment Properties-Real Estate 

  

4.  Investments in Infrastructure and Social Sector   

5. Other than Approved Investments   

 TOTAL   

Note: See Notes appended at the end of Schedule- 8B 

SCHEDULE- 8B 

ASSETS HELD TO COVER LINKED LIABILITIES 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

 LONG TERM INVESTMENTS   

1. Government securities and Government 

guaranteed bonds including Treasury Bills 

  

2. Other Approved Securities   

3. (a) Shares 

(aa)  Equity 

(bb) Preference 
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(b) Mutual Funds 

(c) Derivative Instruments 

(d) Debentures/ Bonds 

(e) Other Securities (to be specified) 

(f) Subsidiaries 

(g) Investment Properties-Real Estate 

4. Investments in Infrastructure and Social Sector   

5. Other than Approved Investments   

 SHORT TERM INVESTMENTS   

1. Government securities and Government 

guaranteed bonds including Treasury Bills 

  

2. Other Approved Securities   

3. (a) Shares 

(aa) Equity 

 (bb) Preference 

(b)  Mutual Funds 

(c )  Derivative Instruments 

(d)  Debentures/ Bonds 

(e)  Other Securities (to be specified) 

(f)  Subsidiaries 

(g)  Investment Properties-Real Estate 

  

4.  Investments in Infrastructure and Social Sector   

5. Other than Approved Investments   

 TOTAL   

Notes (applicable to Schedules 8 and 8A & 8B):  

(a) Investments in subsidiary/holding companies, joint ventures and associates 

shall be separately disclosed, at cost. 

(i)   Holding company and subsidiary shall be construed as defined in the 

Companies Act, 2013: 

(ii) Joint Venture is a contractual arrangement whereby two or more parties 

undertake an economic activity, which is subject to joint control. 

(iii) Joint control - is the contractually agreed sharing of power to govern the 

financial and operating policies of an economic activity to obtain benefits 

from it. 

(iv) Associate - is an enterprise in which the company has significant influence 

and which is neither a subsidiary nor a joint venture of the company. 
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(v) Significant influence (for the purpose of this schedule) -means participation in 

the financial and operating policy decisions of a company, but not control of 

those policies.  Significant influence may be exercised in several ways, for 

example, by representation on the board of directors, participation in the 

policymaking process, material inter-company transactions, interchange of 

managerial personnel or dependence on technical information.  Significant 

influence may be gained by share ownership, statute or agreement.  As 

regards share ownership, if an investor holds, directly or indirectly through 

subsidiaries, 20 percent or more of the voting power of the investee, it is 

presumed that the investor does have significant influence, unless it can be 

clearly demonstrated that this is not the case.  Conversely, if the investor 

holds, directly or indirectly through subsidiaries, less than 20 percent of the 

voting power of the investee, it is presumed that the investor does not have 

significant influence, unless such influence is clearly demonstrated.  A 

substantial or majority ownership by another investor does not necessarily 

preclude an investor from having significant influence. 

(b) Aggregate amount of company's investments other than listed equity securities 

and derivative instruments and also the market value thereof shall be disclosed.  

(c) Investment made out of Catastrophe reserve should be shown separately.  

(d)  Debt securities will be considered as “held to maturity” securities and will be 

measured at historical costs subject to amortisation 

(e) Investment Property means a property [land or building or part of a building or 

both] held to earn rental income or for capital appreciation or for both, rather 

than for use in services or for administrative purposes. 

(f)  Investments maturing within twelve months from balance sheet date and 

investments made with the specific intention to dispose of within twelve 

months from balance sheet date shall be classified as short-term investments 

SCHEDULE - 9 

LOANS 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1. SECURITY-WISE CLASSIFICATION   

 Secured   

 (a) On mortgage of property 

(aa) In India 
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(bb) Outside India 

 (b) On Shares, Bonds, Govt. Securities, etc.   

 (c) Loans against policies   

 (d) Others (to be specified)   

 Unsecured   

 TOTAL   

2. BORROWER-WISE CLASSIFICATION   

 (a) Central and State Governments   

 (b) Banks and Financial Institutions   

 (c) Subsidiaries   

 (d) Companies   

 (e) Loans against policies   

 (f) Others (to be specified)   

 TOTAL   

3. PERFORMANCE-WISE CLASSIFICATION   

 (a) Loans classified as standard 

(aa) In India 

(bb) Outside India 

(b) Non-standard loans less provisions 

(aa) In India 

(bb) Outside India 

  

 TOTAL   

4. MATURITY-WISE CLASSIFICATION   

 (a) Short Term   

 (b) Long Term   

 TOTAL   

Notes: 

(a) Short-term loans shall include those, which are repayable within 12 months 

from the date of  balance sheet.  Long term loans shall be the loans other than 

short-term loans. 

(b) Provisions against non-performing loans shall be shown separately. 

(c) The nature of the security in case of all long term secured loans shall be 

specified in each case.  Secured loans for the purposes of this schedule, means 

loans secured wholly or partly against an asset of the company. 

(d) Loans considered doubtful and the amount of provision created against such 

loans shall be disclosed. 
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SCHEDULE - 10 

FIXED ASSETS 

         (` ’000) 

Particulars Cost/ Gross Block Depreciation Net Block 

 Opening Additions Deductions Closing Up 

to 

Last 

Year 

For 

The 

Year 

On 

Sales/ 

Adjust 

ments 

To 

Date 

As at 

year 

end 

Previous 

Year 

Goodwill           

Intangibles 

(specify) 

          

Land-

Freehold 

          

Leasehold 

Property 

          

Buildings           

Furniture & 

Fittings 

          

Information 

Technology 

Equipment 

          

Vehicles           

Office 

Equipment 

          

Others 

(Specify 

nature) 

          

TOTAL           

Work in 

progress 

          

Grand Total           

PREVIOUS 

YEAR 

          

Note: Assets included in land, property and building above exclude Investment 

Properties as defined in note (e) to Schedule 8. 

SCHEDULE- 11 

CASH AND BANK BALANCES 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1. Cash (including cheques, drafts and stamps)   

2. Bank Balances   

 (a) Deposit Accounts 

(aa) Short-term (due within 12 months of 

the date of Balance Sheet) 
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(bb) Others 

(b) Current Accounts 

(c) Others (to be specified) 

3. Money at Call and Short Notice   

 (a) With Banks 

(b) With other Institutions 

  

4. Others (to be specified)   

 TOTAL   

 Balances with non-scheduled banks included in 

2 and 3 above 

  

 CASH & BANK BALANCES   

1 In India    

2 Outside India   

 TOTAL   

Note: Bank balance may include remittances in transit. If so, the nature and 

amount shall be separately stated. 

SCHEDULE – 12 

ADVANCES AND OTHER ASSETS 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

 ADVANCES   

1. Reserve deposits with ceding companies   

2. Application money for investments   

3. Prepayments   

4. Advances to Directors/Officers    

5. Advance tax paid and taxes deducted at source 

(Net of provision for taxation)  

  

6. Others (to be specified)   

 TOTAL (A)   

 OTHER ASSETS   

1. Income accrued on investments   

2. Outstanding Premiums   

3. Agents’ Balances   

© The Institute of Chartered Accountants of India



 

 

 

9.102 ADVANCED ACCOUNTING 

4. Foreign Agencies Balances   

5 Due from other entities carrying on insurance 

business (including reinsures) 

  

6. Due from subsidiaries/ holding company   

7. Deposit with Reserve Bank of India [Pursuant to 

section 7 of Insurance Act, 1938] 

  

8. Others (to be specified)   

 TOTAL (B)   

 TOTAL (A+B)   

Notes: 

(a) The items under the above heads shall not be shown net of provisions for doubtful 

amounts. The amount of provision against each head should be shown separately. 

(b) The term ‘officer’ should conform to the definition of that term as given under 

the Companies Act, 2013. 

(c) Sundry debtors will be shown under item 8 (Others) 

SCHEDULE – 13 

CURRENT LIABILITIES 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1. Agents’ Balances   

2. Balances due to other insurance companies   

3. Deposits held on re-insurance ceded   

4. Premiums received in advance   

5. Unallocated premium   

6. Sundry creditors   

7. Due to subsidiaries/ holding company   

8. Claims Outstanding   

9. Annuities Due   

10. Due to Officers/ Directors   

11. Others (to be specified)   

 TOTAL   
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SCHEDULE – 14 

PROVISIONS 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1. For taxation (less payments and taxes 

deducted at source) 

  

2. For proposed dividends   

3. For dividend distribution tax   

4. Others (to be specified)   

 TOTAL   

SCHEDULE – 15 

MISCELLANEOUS EXPENDITURE 

(To the extent not written off or adjusted) 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1. Discount Allowed in issue of shares/ debentures   

2. Others (to be specified)   

 TOTAL   

Notes: 

(a)   No item shall be included under the head “Miscellaneous Expenditure” and 

carried forward unless: 

1 some benefit from the expenditure can reasonably be expected to be 

received in future, and 

2 the amount of such benefit is reasonably determinable. 

(b) The amount to be carried forward in respect of any item included under the head 

“Miscellaneous Expenditure” shall not exceed the expected future revenue/other 

benefits related to the expenditure. 

ANNEXURE II 

SCHEDULE B for General Insurance Business 

PART I: Accounting principles for preparation of financial statements 

1.  Applicability of Accounting Standards---Every Balance Sheet, Receipts 

and Payments Account [Cash Flow statement] and Profit and Loss Account 
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[Shareholders’ Account] of the insurer shall be in conformity with the Accounting 

Standards (AS) issued by the ICAI, to the extent applicable to the insurers carrying 

on general insurance business, except that:  

1. Accounting Standard 3 (AS 3) – Cash Flow Statements – Cash Flow 

Statement shall be prepared only under the Direct Method. 

2. Accounting Standard 13 (AS 13) – Accounting for Investments, shall not be 

applicable. 

3. Accounting Standard 17 (AS 17)   - Segment Reporting – shall apply to all 

insurers irrespective of  the requirements regarding listing and turnover 

mentioned therein. 

2. Premium--Premium shall be recognised as income over the contract period 

or the period of risk, whichever is appropriate. Premium received in advance, 

which represents premium income not relating to the current accounting period, 

shall be disclosed separately in the financial statements. 

A reserve for unexpired risks shall be created as the amount representing that 

part of the premium written which is attributable to, and to be allocated to the 

succeeding accounting periods and shall not be less than as required under 

section 64 V(1) (ii) (b) of the Act. 

Premium Received in Advance, which represents premium received prior to the 

commencement of the risk, shall be shown separately under the head ‘Current 

Liabilities’ in the financial statements. 

3.  Premium Deficiency--Premium deficiency shall be recognised if the sum of 

expected claim costs, related expenses and maintenance costs exceeds related 

reserve for unexpired risks.   

4.  Acquisition Costs---Acquisition costs, if any, shall be expensed in the 

period in which they are incurred. 

Acquisition costs are those costs that vary with, and are primarily related to, the 

acquisition of new and renewal insurance contracts. The most essential test is the 

obligatory relationship between costs and the execution of insurance contracts 

(i.e. commencement of risk).  

5.  Claims--The components of the ultimate cost of claims to an insurer 

comprise the claims under policies and specific claims settlement costs. Claims 

under policies comprise the claims made for losses incurred, and those estimated 

or anticipated under the policies following a loss occurrence. 
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A liability for outstanding claims shall be brought to account in respect of both 

direct business and inward reinsurance business. The liability shall include: - 

(a)  Future payments in relation to unpaid reported claims; 

(b)  Claims Incurred But Not Reported (IBNR) including inadequate reserves 

[sometimes referred to as Claims Incurred But Not Enough Reported (IBNER)], 

which will result in future cash/asset outgo for settling liabilities against those 

claims. Change in estimated liability represents the difference between the 

estimated liability for outstanding claims at the beginning and at the end of the 

financial period.  

The accounting estimate shall also include claims cost adjusted for estimated 

salvage value if there is sufficient degree of certainty of its realisation. 

Actuarial Valuation of claim liability – in some cases 

Claims made in respect of contracts where the claims payment period exceeds 

four years shall be recognised on an actuarial basis, subject to regulations that 

may be prescribed by the Authority. In such cases, certificate from a recognised 

actuary as to the fairness of liability assessment must be obtained.   Actuarial 

assumptions shall be suitably disclosed by way of notes to the account. 

6.  Procedure to determine the value of investments.---An insurer shall 

determine the values of investments in the following manner:- 

(a) Real Estate – Investment Property-- Investment Property shall be 

measured at historical cost less accumulated depreciation and impairment loss, 

residual value being considered zero and no revaluation being permissible. 

The Insurer shall assess at each balance sheet date whether any impairment of the 

investment property has occurred. 

An impairment loss shall be recognised as an expense in the Revenue/Profit and 

Loss Account immediately.  

Fair value as at the balance sheet date and the basis of its determination shall be 

disclosed in the financial statements as additional information.  

(b) Debt Securities--Debt securities including government securities and 

redeemable preference shares shall be considered as “held to maturity” securities 

and shall be measured at historical cost subject to amortisation. 

(c) Equity Securities and Derivative Instruments that are traded in active 

markets---Listed equity securities and derivative instruments that are traded in 

active markets shall be measured at fair value as at the balance sheet date. For 
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the purpose of calculation of fair value, the lowest of the last quoted closing price 

of the stock exchanges where the securities are listed shall be taken. 

The insurer shall assess on each balance sheet date whether any impairment of 

listed equity security(ies)/ derivative(s) instruments has occurred. 

An active market shall mean a market, where the securities traded are 

homogenous, availability of willing buyers and willing sellers is normal and the 

prices are  publicly available.  

Unrealised gains/losses arising due to changes in the fair value of listed equity 

shares and derivative instruments shall be taken to equity under the head ‘Fair 

Value Change Account’. The ‘Profit on sale of investments’ or ‘Loss on sale of 

investments’, as the case may be, shall include accumulated changes in the fair 

value previously recognised in equity under the heading Fair Value Change 

Account in respect of a particular security and being recycled to Profit and Loss 

Account on actual sale of that listed security.   

For the removal of doubt, it is clarified that balance or any part thereof shall not 

be available for distribution as dividends.  Also, any debit balance in the said Fair 

Value Change Account shall be reduced from the profits/free reserves while 

declaring dividends.  

The insurer shall assess, at each balance sheet date, whether any impairment has 

occurred.  An impairment loss shall be recognised as an expense in 

Revenue/Profit and Loss Account to the extent of the difference between the 

remeasured fair value of the security/ investment and its acquisition cost as 

reduced by any previous impairment loss recognised as expense in 

Revenue/Profit and Loss Account. Any reversal of impairment loss, earlier 

recognised in Revenue/Profit and Loss Account shall be recognised in 

Revenue/Profit and Loss Account. 

(d)  Unlisted and other than actively traded Equity Securities and Derivative 

Instruments--Unlisted equity securities and derivative instruments and listed 

equity securities and derivative instruments that are not regularly traded in active 

market will be measured at historical costs. Provision shall be made for 

diminution in value of such investments. The provision so made shall be reversed 

in subsequent periods if estimates based on external evidence show an increase 

in the value of the investment over its carrying amount.  The increased carrying 

amount of the investment due to the reversal of the provision shall not exceed 

the historical cost. 
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For the purposes of this regulation, a security shall be considered as being not 

actively traded, if as per guidelines governing mutual funds laid down from time 

to time by SEBI, such a security is classified as “thinly traded”.  

7.  Loans--Loans shall be measured at historical cost subject to impairment 

provisions.  

The insurer shall assess the quality of its loan assets and shall provide for 

impairment. The impairment provision shall not be lower than the amounts 

derived on the basis of guidelines prescribed from time to time by the Reserve 

Bank of India, that apply to companies and financial institutions. 

8.  Catastrophe Reserve -- Catastrophe reserve shall be created in accordance 

with norms, if any, prescribed by the Authority. Investment of funds out of 

catastrophe reserve shall be made in accordance with prescription of the 

Authority. 

PART II: Disclosures forming part of Financial Statements 

A. The following shall be disclosed by way of notes to the Balance Sheet: 

1. Contingent Liabilities: 

(a) Partly-paid up investments 

(b) Underwriting commitments outstanding 

(c) Claims, other than those under policies, not acknowledged as debts 

(d) Guarantees given by or on behalf of the company 

(e)  Statutory demands/liabilities in dispute, not provided for 

(f) Reinsurance obligations to the extent not provided for in accounts 

(g) Others (to be specified) 

2. Encumbrances to assets of the company in and outside India. 

3.  Commitments made and outstanding for Loans, Investments and Fixed 

Assets. 

4.    Claims, less reinsurance, paid to claimants in/outside India. 

5.  Actuarial assumptions for determination of claim liabilities in the case of 

claims where the claims payment period exceed four years.  

6.  Ageing of claims – distinguishing between claims outstanding for more 

than six months and other claims. 

7.  Premiums, less reinsurance, written from business in/outside India. 
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8. Extent of premium income recognised, based on varying risk pattern, 

category wise, with basis and justification therefor, including whether 

reliance has been placed on external evidence. 

9.  Value of contracts in relation to investments, for: 

(a) Purchases where deliveries are pending; 

(b) Sales where payments are overdue. 

10. Operating expenses relating to insurance business: basis of allocation of 

expenditure to various   classes of business. 

11. Historical costs of those investments valued on fair value basis. 

12. Computation of managerial remuneration. 

13. Basis of amortisation of debt securities. 

14. (a) Unrealised gain/losses arising due to changes in the fair value of 

listed equity shares and derivative instruments are to be taken to 

equity under the head ‘Fair Value Change Account’ and on 

realisation reported in profit and loss Account. 

(b) Pending realisation, the credit balance in the ‘Fair Value Change 

Account’ is not available for distribution. 

15. Fair value of investment property and the basis therefor. 

16. Claims settled and remaining unpaid for a period of more than six 

months as on the balance sheet date. 

B. The following accounting policies shall form an integral part of the 

financial statements: 

1. All significant accounting policies in terms of the accounting standards 

issued by the ICAI, and significant principles and policies given in Part I  

of Accounting Principles. Any other accounting policies followed by the 

insurer shall be stated in the manner required under Accounting 

Standard AS 1 issued by the ICAI.   

2. Any departure from the accounting policies as aforesaid shall be 

separately disclosed with reasons for such departure. 

C.  The following information shall also be disclosed: 

1. Investments made in accordance with any statutory requirement should 

be disclosed separately together with its amount, nature, security and 

any special rights in and outside India. 
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2. Segregation into performing/ non performing investments for purpose of 

income recognition as per the directions, if any, issued by the Authority. 

3. Percentage of business sector-wise. 

4. A summary of financial statements for the last five years, in the manner 

as may be prescribed by the Authority.  

5. Accounting Ratios as may be prescribed by the Authority. 

6. Basis of allocation of Interest, Dividends and Rent between Revenue 

Account and Profit and Loss Account. 

PART III: GENERAL INSTRUCTIONS FOR PREPARATION OF FINANCIAL 

STATEMENTS 

1. The corresponding amounts for the immediately preceding financial year for 

all items shown in the Balance Sheet, Revenue Account and Profit and Loss 

Account should be given.  

2. The figures in the financial statements may be rounded off to the nearest 

thousands. 

3. Interest, dividends and rentals receivable in connection with an investment 

should be stated as gross value, the amount of income tax deducted at 

source being included under 'advance taxes paid'. 

4. Income from rent shall not include any notional rent. 

5. (I) For the purposes of financial statements, unless the context otherwise 

requires - 

(a) the expression ‘provision’ shall, subject to note II below mean any 

amount written off or retained by way of providing for depreciation, 

renewals or diminution in value of assets, or retained by way of 

providing for any known liability or loss of which the amount cannot be 

determined with substantial accuracy; 

(b) the expression "reserve" shall not, subject to as aforesaid, include any 

amount written off or retained by way of providing for depreciation, 

renewals or diminution in value of assets or retained by way of 

providing for any known liability; 

(c) the expression capital reserve shall not include any amount regarded as 

free for distribution through the profit and loss account; and the 

expression "revenue reserve" shall mean any reserve other than a 

capital reserve; 
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(d) The expression "liability" shall include all liabilities in respect of 

expenditure contracted for and all disputed or contingent liabilities. 

(II) Where: 

(a) any amount written off or retained by way of providing for 

depreciation, renewals or diminution in value of assets, or 

(b) any amount retained by way of providing for any known liability is in 

excess of the amount which in the opinion of the directors is reasonably 

necessary for the purpose, the excess shall be treated for the purposes 

of these accounts as a reserve and not as a provision. 

1. The company should make provisions for damages under 

lawsuits where the management is of the opinion that the award 

may go against the insurer. 

2. Extent of risk retained and reinsured shall be separately disclosed.  

3. Any debit balance of Profit and Loss Account shall be shown as 

deduction from uncommitted reserves and the balance if any, 

shall be shown separately. 

PART IV: CONTENTS OF MANAGEMENT REPORT 

There shall be attached to the financial statements, a management report duly 

authenticated by the management. 

PART V: Preparation of Financial Statements 

(1)   An insurer shall prepare the Revenue Account, Profit and Loss Account 

[Shareholders’ Account] and the Balance Sheet in Form B-RA, Form B-PL, and 

Form B-BS, or as near thereto as the circumstances permit. 

Provided that an insurer shall prepare Revenue Accounts separately for fire, 

marine, and miscellaneous insurance business and separate schedules shall be 

prepared for Marine Cargo, Marine – Other than Marine Cargo and the following 

classes of miscellaneous insurance business under miscellaneous insurance and 

accordingly application of AS 17 – Segment Reporting - shall stand modified. 

1.  Motor     2.  Workmen’s Compensation/Employers’ Liability  

3.  Public/Product Liability 4.  Engineering  

5.  Aviation      6.  Personal Accident  

7.  Health Insurance    8. Others  
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(2) An insurer shall prepare separate Receipts and Payments Account in 

accordance with the Direct Method prescribed in AS 3 – “Cash Flow Statement” 

issued by the ICAI.   

FORM B-RA 

Name of the Insurer:   

Registration No.  and Date of Registration with the IRDA 

REVENUE ACCOUNT FOR THE YEAR ENDED 31ST MARCH, 20___. 

 Particulars Schedule Current 

Year 

Previous 

Year 

   (` ’000) (` ’000) 

1. Premiums earned (Net) 1   

     

2. Profit/ Loss on sale/redemption of 

Investments 

   

     

3. Others (to be specified)    

     

4. Interest, Dividend & Rent – Gross    

 TOTAL (A)    

1. Claims Incurred (Net) 2   

2. Commission  3   

3. Operating Expenses related to Insurance 

Business 

4   

 TOTAL  (B)    

 Operating Profit/(Loss) from Fire/ 

Marine/Miscellaneous Business C= (A - B) 

   

 APPROPRIATIONS    

 Transfer to Shareholders’ Account    

 Transfer to Catastrophe Reserve    

 Transfer to Other Reserves (to be specified)    

 TOTAL (C)    
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FORM B-PL 

Name of the Insurer:   

Registration No.  and Date of  Registration with the IRDA 

PROFIT AND LOSS ACCOUNT FOR THE YEAR ENDED 31ST MARCH, 20___. 

 Particulars Schedule Current 

Year 

Previous 

Year 

   (` ’000) (` ’000) 

1. OPERATING PROFIT/(LOSS)    

 (a) Fire Insurance 

(b) Marine Insurance 

(c ) Miscellaneous Insurance 

   

2. INCOME FROM INVESTMENTS    

 (a) Interest, Dividend & Rent – Gross 

(b) Profit on sale of investments 

      Less: Loss on sale of investments 

   

3. OTHER INCOME (To be specified)    

 TOTAL (A)    

4. PROVISIONS (Other than taxation)    

 (a) For diminution in the value of 

investments 

(b) For doubtful debts 

(c) Others (to be specified) 

   

5. OTHER EXPENSES    

 (a) Expenses other than those related 

to Insurance Business  

(b) Bad debts written off 

(c) Others (To be specified) 

   

 TOTAL (B)    

 Profit Before Tax       

 Provision for Taxation     

 APPROPRIATIONS    

 (a) Interim dividends paid during the 

year 

(b) Proposed final dividend 

(c) Dividend distribution tax 

(d) Transfer to any Reserves or Other 
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Accounts (to be specified) 

 Balance of profit/ loss brought forward 

from last year 

   

 Balance carried forward to Balance 

Sheet 

   

Notes:  to Form B-RA and B- PL  

(a) Premium income received from business concluded in and outside India shall 

be separately disclosed.  

(b) Reinsurance premiums whether on business ceded or accepted are to be brought 

into account gross (i.e. before deducting commissions) under the head reinsurance 

premiums. 

(c) Claims incurred shall comprise claims paid, specific claims settlement costs 

wherever applicable and change in the outstanding provision for claims at the 

year-end,. 

(d) Items of expenses and income in excess of one percent of the total premiums (less 

reinsurance) or `  5,00,000 whichever is higher, shall be shown as a separate line 

item. 

(e) Fees and expenses connected with claims shall be included in claims. 

(f) Under the sub-head "Others” shall be included items like foreign exchange 

gains or losses and other  items. 

(g) Interest, dividends and rentals receivable in connection with an investment 

should be stated as gross amount, the amount of income tax deducted at 

source being included under 'advance taxes paid and taxes deducted at 

source”.. 

(h) Income from rent shall include only the realised rent. It shall not include any 

notional rent. 

FORM B-BS 

Name of the Insurer:   

Registration No.  and Date of  Registration with the IRDA 

BALANCE SHEET AS AT 31ST MARCH, 20___. 

  Schedule Current 

Year 

Previous 

Year 

   (` ’000) (` ’000) 

 Sources of Funds    
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 Share Capital     5   

 Reserves and Surplus 6   

 Fair Value Change Account    

 Borrowings 7   

 Total    

 Application of Funds    

 Investments 8   

 Loans 9   

 Fixed Assets 10   

 Current Assets    

 Cash and Bank Balances 11   

 Advances and Other Assets 12   

 Sub-Total (A)    

 Current Liabilities 13   

 Provisions 14   

 Sub-Total (B)    

 Net Current Assets (C) = (A - B)    

 Miscellaneous Expenditure (To the extent 

not written off or adjusted) 

15   

 Debit Balance in Profit And Loss Account     

 Total    

CONTINGENT LIABILITIES 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1. Partly paid-up investments   

2. Claims, other than against policies, not 

acknowledged as debts by the company 

  

3. Underwriting commitments outstanding (in 

respect of shares and securities) 

  

4. Guarantees given by or on behalf of the 

Company 

  

5. Statutory demands/ liabilities in dispute, not 

provided for 

  

6. Reinsurance obligations to the extent not 

provided for in accounts 
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7. Others (to be specified)   

 TOTAL   

SCHEDULES FORMING PART OF FINANCIAL STATEMENTS 

SCHEDULE – 1 

PREMIUM EARNED [NET] 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

 Premium from direct business written 

Add: Premium on reinsurance accepted 

Less : Premium on reinsurance ceded 

Net Premium 

Adjustment for change in reserve for 

unexpired risks 

  

 

 Total Premium Earned (Net)   

Note: Reinsurance premiums whether on business ceded or accepted are to be 

brought into account, before deducting commission, under the head of 

reinsurance premiums. 

SCHEDULE – 2 

CLAIMS INCURRED [NET] 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

 Claims paid   

 Direct 

Add :Re-insurance accepted 

Less :Re-insurance Ceded 

Net Claims paid 

   

 Add Claims Outstanding at the end of the year   

 Less Claims Outstanding at the beginning   

 Total Claims Incurred   

Notes: 

(a) Incurred But Not Reported (IBNR), Incurred but not enough reported [IBNER] 

claims should be included in the amount for outstanding claims. 
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(b) Claims includes specific claims settlement cost but not expenses of 

management 

(c) The surveyor fees, legal and other expenses shall also form part of claims cost. 

(d) Claims cost should be adjusted for estimated salvage value if there is a 

sufficient certainty of its realisation. 

SCHEDULE- 3 

COMMISSION 

Particulars Current Year Previous 

Year 

 (` ’000) (` ’000) 

Commission paid   

Direct 

Add: Re-insurance Accepted 

Less: Commission on Re-insurance Ceded 

  

Net Commission   

Note: The profit/ commission, if any, are to be combined with the Re-insurance 

accepted or Re-insurance ceded figures. 

SCHEDULE – 4 

OPERATING EXPENSES RELATED TO INSURANCE BUSINESS 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1. Employees’ remuneration & welfare benefits   

2. Travel, conveyance and vehicle running 

expenses 

  

3. Training expenses    

4. Rents, rates & taxes   

5. Repairs   

6. Printing & stationery   

7. Communication    

8. Legal & professional charges   
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9. Auditors' fees, expenses etc   

 (a) as auditor 

(b) as adviser or in any other capacity, in 

respect of 

(i) Taxation matters 

(ii) Insurance matters 

(iii) Management services; and 

(c) in any other capacity 

  

10. Advertisement and publicity   

11. Interest & Bank Charges   

12. Others (to be specified)   

13. Depreciation   

 TOTAL   

Note: Items of expenses and income in excess of one percent of the total 

premiums (less reinsurance) or ` 5,00,000 whichever is higher, shall be shown as a 

separate line item. 

SCHEDULE – 5 

SHARE CAPITAL 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1. Authorised Capital   

 Equity Shares of ` .... each   

2. Issued Capital   

 Equity Shares of `  .....each   

3. Subscribed Capital   

 Equity Shares of ` ......each   

4. Called-up Capital   

 Equity Shares of `  .....each   

 Less : Calls unpaid   

 Add : Equity Shares forfeited (Amount originally paid up) 

Less : Par Value of Equity Shares bought back 
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 Less : Preliminary Expenses including commission or 

          brokerage on Underwriting or subscription of 

    shares           

  

 TOTAL   

Notes: 

(a)  Particulars of the different classes of capital should be separately stated. 

(b)  The amount capitalised on account of issue of bonus shares should be 

disclosed. 

(c) In case any part of the capital is held by a holding company, the same should 

be separately disclosed. 

SCHEDULE – 5A 

SHARE CAPITAL 

PATTERN OF SHAREHOLDING 

[As certified by the Management] 

Shareholder 
Current 

Year 
Previous Year 

 
Number of 

Shares 

% of 

Holding 

Number 

of Shares 
% of Holding 

Promoters  

• Indian 

• Foreign 

    

Others     

TOTAL     

SCHEDULE – 6 

RESERVES AND SURPLUS 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1. Capital Reserve   

2. Capital Redemption Reserve   

3 Share Premium   
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4 General Reserves 

Less: Debit balance in Profit and Loss Account 

Less: Amount utilized for Buy-back 

  

5 Catastrophe Reserve   

6 Other Reserves (to be specified)   

7 Balance of Profit in Profit & Loss Account   

 TOTAL   

Note: Additions to and deductions from the reserves should be disclosed under 

each of the specified heads. 

SCHEDULE - 7 

BORROWINGS 

 Particulars Current Year Previous Year 

  (` ’000) (` ’000) 

1. Debentures/ Bonds   

2. Banks   

3. Financial Institutions   

4. Others (to be specified)   

 TOTAL   

Notes: 

(a) The extent to which the borrowings are secured shall be separately disclosed 

stating the nature of the security under each sub-head. 

(b) Amounts due within 12 months from the date of Balance Sheet should be 

shown separately 

SCHEDULE –8 

INVESTMENTS 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

 LONG TERM INVESTMENTS   

1. Government securities and Government 

guaranteed bonds including Treasury Bills 

  

2. Other Approved Securities   
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3. Other Investments   

 (a) Shares 

(aa) Equity 

(bb) Preference 

(b) Mutual Funds 

(c) Derivative Instruments 

(d) Debentures/ Bonds 

(e) Other Securities (to be specified) 

(f) Subsidiaries 

(g) Investment Properties-Real Estate 

  

4. Investments in Infrastructure and Social Sector   

5. Other than Approved Investments   

 SHORT TERM INVESTMENTS   

1. Government securities and Government 

guaranteed bonds including Treasury Bills 

  

2. Other Approved Securities   

3. Other Investments   

 (a) Shares 

(aa) Equity 

(bb) Preference 

(b) Mutual Funds 

(c) Derivative Instruments 

(d) Debentures/ Bonds 

(e) Other Securities (to be specified) 

(f) Subsidiaries 

(g) Investment Properties-Real Estate 

  

4. Investments in Infrastructure and Social Sector   

5. Other than Approved Investments   

 TOTAL    

Notes:  

(a) Investments in subsidiary/holding companies, joint ventures and associates 

shall be separately disclosed, at cost. 
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(i) Holding company and subsidiary shall be construed as defined in the 

Companies Act, 2013: 

(ii)  Joint Venture is a contractual arrangement whereby two or more parties 

undertake an economic activity, which is subject to joint control. 

(iii) Joint control - is the contractually agreed sharing of power to govern the 

financial and operating policies of an economic activity to obtain 

benefits from it. 

(iv) Associate - is an enterprise in which the company has significant 

influence and which is neither a subsidiary nor a joint venture of the 

company. 

(v) Significant influence (for the purpose of this schedule) - means 

participation in the financial and operating policy decisions of a 

company, but not control of those policies.  Significant influence may be 

exercised in several ways, for example, by representation on the board of 

directors, participation in the policymaking process, material inter-

company transactions, interchange of managerial personnel or 

dependence on technical information.  Significant influence may be 

gained by share ownership, statute or agreement.  As regards share 

ownership, if an investor holds, directly or indirectly through subsidiaries, 

20 percent or more of the voting power of the investee, it is presumed 

that the investor does have significant influence, unless it can be clearly 

demonstrated that this is not the case.  Conversely, if the investor holds, 

directly or indirectly through subsidiaries, less than 20 percent of the 

voting power of the investee, it is presumed that the investor does not 

have significant influence, unless such influence is clearly demonstrated.  

A substantial or majority ownership by another investor does not 

necessarily preclude an investor from having significant influence. 

(b) Aggregate amount of company's investments other than listed equity securities 

and derivative instruments and also the market value thereof shall be disclosed.  

(c)  Investments made out of Catastrophe reserve should be shown separately.  

(d) Debt securities will be considered as “held to maturity” securities and will be 

measured at historical cost subject to amortisation. 

(e) Investment Property means a property [land or building or part of a building or 

both] held to earn rental income or for capital appreciation or for both, rather 

than for use in services or for administrative purposes. 
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(f) Investments maturing within twelve months from balance sheet date and 

investments made with the specific intention to dispose of within twelve 

months from balance sheet date shall be classified as short-term investments 

SCHEDULE - 9 

LOANS 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1. SECURITY-WISE CLASSIFICATION   

 Secured   

 (a) On mortgage of property 

(aa) In India 

(bb) Outside India 

  

 (b) On Shares, Bonds, Govt. Securities   

 (c) Others (to be specified)   

 Unsecured   

 TOTAL   

2. BORROWER-WISE CLASSIFICATION   

 (a) Central and State Governments   

 (b) Banks and Financial Institutions   

 (c) Subsidiaries   

 (d) Industrial Undertakings   

 (e) Others (to be specified)   

 TOTAL   

3. PERFORMANCE-WISE CLASSIFICATION   

 (a)  Loans classified as standard 

(aa) In India 

(bb) Outside India 

(b)  Non-performing loans less provisions 

(aa) In India 

(bb) Outside India 

  

 TOTAL   
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4. MATURITY-WISE CLASSIFICATION   

 (a) Short Term   

 (b) Long Term   

 TOTAL   

Notes: 

(a) Short-term loans shall include those, which are repayable within 12 months 

from the date of  balance sheet.  Long term loans shall be the loans other than 

short-term loans. 

(b) Provisions against non-performing loans shall be shown separately. 

(c)  The nature of the security in case of all long term secured loans shall be 

specified in each case.  Secured loans for the purposes of this schedule, means 

loans secured wholly or partly against an asset of the company. 

(d)  Loans considered doubtful and the amount of provision created against such 

loans shall be disclosed. 

SCHEDULE – 10 

FIXED ASSETS 

         (` ’000) 

Particulars Cost/ Gross Block                        Depreciation                            Net Block 

 Opening Additions Deductions Closing Upto 

Last 

Year 

For 

The 

Year 

On Sales/ 

Adjust 

ments 

To 

Date 

As at 

year 

end 

Previous 

Year 

Goodwill           

Intangibles 

(specify) 

          

Land-

Freehold 

          

Leasehold 

Property 

          

Buildings           

Furniture & 

Fittings 

          

Information 

Technology 

Equipment 

          

Vehicles           

Office           
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Equipment 

Others 

(Specify 

nature) 

          

TOTAL           

Work in 

progress 

          

Grand 

Total 

          

PREVIOUS 

YEAR 

          

Note: Assets included in land, building and property above exclude Investment 

Properties as defined in note (e) to Schedule 8. 

SCHEDULE- 11 

CASH AND BANK BALANCES 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1. Cash (including cheques, drafts and stamps)   

2. Bank Balances   

 (a) Deposit Accounts 

 (aa) Short-term (due within 12 months) 

 (bb) Others 

(b) Current Accounts 

(c) Others (to be specified) 

  

3. Money at Call and Short Notice   

 (a) With Banks 

(b) With other Institutions 

  

4. Others (to be specified)   

 TOTAL   

 Balances with non-scheduled banks included in 2 

and 3 above 

  

Note : Bank balance may include remittances in transit. If so, the nature and 

amount should be separately stated. 
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SCHEDULE – 12 

ADVANCES AND OTHER ASSETS 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

 ADVANCES   

1. Reserve deposits with ceding companies   

2. Application money for investments   

3. Prepayments   

4. Advances to  Directors/Officers   

5. Advance tax paid and taxes deducted at source (Net 

of provision for taxation) 

  

6. Others (to be specified)   

 TOTAL (A)   

 OTHER ASSETS   

1. Income accrued on investments   

2. Outstanding Premiums   

3. Agents’ Balances   

4. Foreign Agencies Balances   

5. Due from other entities carrying on insurance 

business (including reinsures) 

  

6. Due from subsidiaries/ holding   

7. Deposit with Reserve Bank of India 

[Pursuant to section 7 of Insurance Act, 1938] 

  

8. Others (to be specified)   

 TOTAL (B)   

 TOTAL (A+B)   

Notes: 

(a) The items under the above heads shall not be shown net of provisions for 

doubtful amounts. The amount of provision against each head should be shown 

separately. 
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(b) The term ‘officer’ should conform to the definition of that term as given under 

the Companies Act, 2013. 

(c) Sundry Debtors will be shown under item 9(others) 

SCHEDULE – 13 

CURRENT LIABILITIES 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1. Agents’ Balances   

2. Balances due to other insurance companies   

3. Deposits held on re-insurance ceded   

4. Premiums received in advance   

5. Unallocated Premium   

6. Sundry creditors    

7. Due to subsidiaries/ holding company   

8. Claims Outstanding   

9. Due to Officers/ Directors   

10. Others (to be specified)   

 TOTAL   

SCHEDULE – 14 

PROVISIONS 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1 Reserve for Unexpired Risk   

2 For taxation (less advance tax paid and taxes 

deducted at source) 

  

3 For proposed dividends   

4 For dividend distribution tax   

5 Others (to be specified)   

 TOTAL   
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SCHEDULE – 15 

MISCELLANEOUS EXPENDITURE 

(To the extent not written off or adjusted) 

 Particulars Current 

Year 

Previous 

Year 

  (` ’000) (` ’000) 

1. Discount Allowed in issue of shares/ debentures   

2. Others (to be specified)   

 TOTAL   

Notes: 

(a)  No item shall be included under the head “Miscellaneous Expenditure” and 

carried forward unless: 

1.  some benefit from the expenditure can reasonably be expected to be 

received in future, and 

2.  the amount of such benefit is reasonably determinable. 

(b)  The amount to be carried forward in respect of any item included under the 

head “Miscellaneous Expenditure” shall not exceed the expected future 

revenue/other benefits related to the expenditure. 

SUMMARY 

Life Insurance Business : The insurance company carrying life insurance business is 

required to prepare Balance sheet form A – BS Revenue account [Policy holders’ 

account] Form A- RA Profit and loss account form A-PL. These forms have been given 

in the IRDA Regulations, 2002.  

General Insurance Business:  The insurance company carrying on general insurance 

business is required to prepare Balance sheet form B – BS Revenue account [Policy 

holders’ account] Form B- RA Profit and loss account form B-PL. These forms have 

been given in the IRDA Regulations, 2002. 

No form has been specified for cash flow statement for both Life insurance and 

General Insurance.  
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TEST YOUR KNOWLEDGE 

MCQs 

1.  Liabilities under the existing policies are determined by ________ valuation in 

case of life insurance. 

(a)  Actuarial. 

(b)  Fair. 

(c)  Average 

2. Commission on reinsurance ceded appears as 

(a)  An expense in revenue account. 

(b)  An income in revenue account. 

(c)  A liability in the balance sheet. 

3. In marine insurance business ______ percentage of net premium income is 

carried forward as provision for and the balance is transferred to unexpired 

risks reserve. 

(a)  100%. 

(b)  50%. 

(c)  25%. 

4. For the settlement of claim, insurance company 

(a)  Ascertains the genuineness of the claim. 

(b) Ensures completion of the necessary formalities. 

(c)  Both (a) & (b). 

5. As per IRDA Regulations, 2002, Sun Light Insurance Company carrying 

business of more than one type of insurance business is required to prepare 

(a) A separate revenue account for each type of business. 

(b) A separate profit and loss account for each type of business. 

(c) A separate balance sheet for each type of business. 

6.  As per IRDA Regulations, an insurance company is required to prepare 

(a)  Revenue account and  Profit and loss account. 

(b)  Balance sheet. 

(c)  Both (a) and (b) 
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Practical Problems 

Question 1 

X Fire Insurance Co. Ltd. commenced its business on 1.4.20X1. It submits you the 

following information for the year ended 31.3.20X2: 

 `  

Premiums received 15,00,000 

Re-insurance premiums paid 1,00,000 

Claims paid 7,00,000 

Expenses of Management 3,00,000 

Commission paid 50,000 

Claims outstanding on 31.3.20X2 1,00,000 

Create reserve for unexpired risk @50%   

Prepare Revenue account for the year ended 31.3.20X2. 

Question 2 

From the following information prepare the Revenue Account of Anmol Fire 

Insurance Company Ltd. for the year ended 31st March, 20X2:  

1. Premium, Claims and Commission: 

Particulars On Direct 

Business 

On Re-Insurance 

ceded 

On Re-insurance 

accepted 

 `  `  `  

(a) Total Premium  30,00,000 10,00,000 20,00,000 

 In India 80% 80% 80% 

(b) Total Claims 6,00,000 2,00,000 4,00,000 

 Outside India 20% 20% 20% 

(c) Commission 3,00,000 1,00,000 2,00,000 

2. Expenses: 

  `  

1. Employees’ remuneration and welfare benefits 2,31,000 

2. Managerial Remuneration 3,00,000 
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3. Travel, conveyance and vehicle running expenses 59,000 

4. Rents, rates and taxes 30,000 

5. Repairs 20,000 

6. Printing and Stationery 10,000 

7. Communication expenses 5,000 

8. Legal and Professional charges 6,000 

9. Medical fees 7,000 

10. Auditor’s fees, expenses etc. 8,000 

11. Advertisement and publicity 6,000 

12. Interest and Bank Charges 5,000 

13. Policy Stamps 3,000 

3. Others:  

 `  

Furniture and fixture (cost ` 1,00,000) 58,000 

Rate of Depreciation on furniture – 10% an original cost  

Interest, Dividend and Rent Received 90,000 

Income Tax deducted at source thereon 10,000 

Profit and Sale of Motor Car 5,000 

Double Income Tax Refund 15,000 

Provision of Unexpired Risks (as on 1.4.20X1) 10,00,000 

Additional Provision for Risks (as on 1.4.20X1) 1,00,000 

Accounting Policy Regarding Additional Provision in Fire- 5% 

of net premium of the year 
 

ANSWERS/ HINTS 

MCQs  

[Ans. 1. (a), 2. (b), 3. (a), 4. (c), 5. (a),6. (c),  
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Practical Problems 

Answer 1 

Form B – RA (Prescribed by IRDA) 

Name of the Insurer:X Fire Insurance Co. Ltd. 

Registration No. and Date of registration with the IRDA:   ………………….. 

Revenue Account for the year ended 31st March, 20X2 

 Particulars Schedule Current year 

ended on  

31st March, 

20X2 

   `  

1. Premium earned (Net) 1 7,00,000 

 Total (A)    7,00,000 

1. Claims incurred (Net) 2 8,00,000 

2. Commission 3 50,000 

3. Operating Expenses related to insurance business 4   3,00,000 

 Total (B)  11,50,000 

 Operating Profit/(Loss) from Fire Insurance 

Business  [C =(A – B)] 

  

(4,50,000) 

Schedule 1 

Premium earned (Net)         

 `  

Premium received from direct business written 15,00,000 

Less: Premium on re-insurance ceded (1,00,000) 

 14,00,000 

Adjustment for change in reserve for unexpired risk  7,00,000 

Net Premium Earned 7,00,000 
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Schedule 2 

Claims incurred (Net)          

 `  

Claims paid – Direct 7,00,000 

Add: Claims outstanding on 31.3.20X2 1,00,000 

Total claims incurred 8,00,000 

Schedule 3 

Commission 

  

Commission paid  50,000 

Net commission 50,000 

Schedule 4 

Operating expenses related to insurance business        

 `  

Expenses of Management 3,00,000 

Answer 2 

Form B-RA 

Name of the Insurer: 

Registration No. and date of registration with IRDA 

Fire Insurance Revenue Account for the year ended 31st March, 20X2 

Particulars Schedule Current 

Year 
Previous 

Year 

  (` ‘000) (` ‘000) 

1. Premium earned (Net) 1 29,00  

2. Interest, Dividend and Rent (Gross)    100  

 Total (A)  3000  

1. Claims Incurred (Net) 2 800  

2. Commission 3 400  
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3. Operating expenses related to Insurance 

 Business 

4 700  

 Total (B)  1900  

 Operating Profit from fire Insurance 

Business 
 1100  

Note: Profit on sale of motor car and double income-tax refund to be shown in profit 

and loss account. 

SCHEDULE 1 Premium Earned (Net) 

Particulars 
Current 

Year 

Previous 

Year 

 (` ‘000) (` ‘000) 

Premium form Direct Business written 30,00  

Add: Premium on Re-insurance accepted 20,00  

Less: Premium on Re-insurance ceded (10,00)  

Net Premium 40,00  

 Adjustment for change in reserve for Unexpired Risk (11,00)  

 Total Premium Earned (Net) 29,00  

Premium Income from business effected   

 In India (80%) 2,320  

 Outside India (20%)   580  

 29,00  

SCHEDULE 2 Claims Incurred (Net) 

Particulars Current Year Previous Year 

 (` ‘000) (` ‘000) 

Claim paid   

Direct 600  

Add:  Re-insurance accepted 400  

Less: Re-insurance ceded (200)  

Total claim incurred 800  
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Claim paid to claimants:   

 In India (80%) 640  

 Outside India (20%) 160  

 800  

SCHEDULE 3 Commission 

Particulars Current Year Previous Year 

 (`  ‘000) (`  ‘000) 

Commission paid   

Direct 300  

Add:  Re-insurance accepted 200  

Less: Commission on Re-insurance ceded (100)  

Total  400  

SCHEDULE 4 Operating Expenses Related to Insurance Business 

 

Particulars 

Current 

Year 

Previous 

Year 

(` ‘000) (` ‘000) 

1. Employees’ remuneration and welfare benefits 231  

2. Travel, conveyance and vehicle running expenses 59  

3. Rents, rates and taxes 30  

4. Repairs 20  

5. Printing and Stationery 10  

6. Communication expenses 5  

7. Legal and Professional charges 6  

8. Auditors’ fees, expenses etc. 8  

9. Advertisement and publicity 6  

10. Interest and Bank Charges 5  

11. Policy Stamps 3  

12. Managerial remuneration 300  
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13. Medical fees 7  

14. Depreciation (10% on `  1,00,000) 10  

 Total 700  

Working Note: Change in Provision for Unexpired Risks 

 Particulars (` ’ 000) 

A. Minimum Provision @ 50% of      ` 40,00,000 2,000 

B. Add: Additional Provision @ 5% of     ` 40,00,000 200 

C. Total 2,200 

D. Less: Opening Balance of Provision  

 (i) Minimum Provision       ` 10,00,000  

 (ii) Additional Provision for Unexpired Risk  `   1,00,000 1,100 

E. Change in Provision for Unexpired Risk [C-D] 1,100 
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FINANCIAL STATEMENTS OF 

BANKING COMPANIES 
 

 

CHAPTER OVERVIEW  

Banks are vital to the prosperity and well-being of any society or country. Banks enable 

a society to create the platform for the satisfaction of wants of its people by managing 

and maintaining the flow of money to carry out transactions. 

For smoothly meeting cash payment requirement, banks have to maintain Cash Reserve 

Ratio (CRR) and Statutory Liquidity Ratio. 

The capital adequacy norms given in this unit are as per existing Basel II norms. RBI 

requires Banks to maintain minimum capital risk adequacy ratio at prescribed rate on an 

ongoing basis.  

Capital is divided into two tiers according to the characteristics/qualities of each 

qualifying instrument.  Tier I capital consists mainly of share capital and disclosed 

reserves and it is a bank’s highest quality capital because it is fully available to cover 

losses. Tier II capital on the other hand consists of certain reserves and certain types of 

subordinated debt. 

The Banks have to classify their advances into two broad groups: 1. Performing Assets; 

2. Non-Performing Assets 

Performing assets are also called as Standard Assets. The Non-Performing Assets is again 

classified into three groups and they are (i) sub-standard Assets (ii) doubtful assets & (iii) 

Loss Assets. 

The banks have to maintain provisioning for Non-Performing Assets at the prescribed 

rates. A banking company also performs Discounting of bills; Collection of bills and 

Acceptances on behalf of customers 

While preparing financial statements, banks have to follow various guidelines / directions 

given by RBI/Government of India governing the Financial Statements.  

The chapter has been divided into 6 units for the purpose of convenience in 

understanding of the topic.  

CHAPTER 10 
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UNIT-1: SOME RELEVANT PROVISIONS OF THE 

BANKING REGULATIONS ACT, 1949 

LEARNING OUTCOMES 
After studying this unit, you will be able to: 

 Understand the legal definition of banking, the 

composition of management team of a bank and types of 

banks operating in India. 

 Learn the conditions to be fulfilled for obtaining a license 

for banking activities in India. 

 Learn the provisions relating to capital, reserve, liquidity 

norm (Capital Reserve Ratio & Statutory Liquidity Ratio), 

reserve fund, dividend payment and disposal of non-

banking assets. 

 Try to relate such provisions with the financial information 

obtained from any banking companies. 
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1.1  Meaning of Banking 

Banks are vital to the prosperity and well-being of any society or country. Banks 

enable a society to create the platform for the satisfaction of wants of its people 

by managing and maintaining the flow of money to carry out transactions. The role 

of banks may be likened to the heart in a human being, circulating and managing 

money through the economy, thereby playing a crucial role for its good health. 

Banks in India and their activities are regulated by the Banking Regulation Act, 

1949.  

Banking: Under Section 5(b) of the said Act “Banking” means,  

 Accepting deposits of money from public for the purpose of lending or 

investing 

 These deposits are repayable on demand or otherwise, and can be withdrawn 

by cheque, draft or otherwise. 

Banking Company: Any bank which transacts this business as stated in section 5 

(b) of the act in India is called a banking company. However merely accepting public 

deposits by a company for financing its own business shall not make it a bank.  It 

may be mentioned that the Banking Regulation Act, 1949 is not applicable to a 

primary agricultural society, a co-operative land mortgage bank and any other co-

operative society. 

1.1.1 Types of banks: There are two main categories of Commercial Bank in India 

namely:- 

1. Scheduled Commercial Bank 

2. Scheduled Co-operative Bank 

Scheduled Commercial Banks are again divided into five types and the Scheduled 

Co-operative Banks into two as given in the following chart. 
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* There are so far 26 Nationalised bank including SBI and its subsidiaries. 

** There are 82 Regional Rural Banks (RRBs) as on 01.01.2012.  RRB’s are conceived 

as low cost institutions having a rural ethos, local feel and pro-poor focus. 

Scheduled Banks in India constitute those banks which have been included in the 

Second Schedule of Reserve Bank of India (RBI) Act, 1934.  After May 1997 there are 

no non-scheduled commercial banks existing in India. However there are small to tiny 

non-scheduled Urban Co-operative Banks also known as Nidhi’s in some parts of the 

country. 

The banks included in this schedule list should fulfill following two conditions:  

1.  The paid up capital and reserves in aggregate should not be less than ̀  5 lakhs.  

2. Any activity of the bank will not adversely affect the interests of depositors. 

 

Scheduled Commercial Banks

Nationalised Bank eg. IOB, SBI*

Development Bank eg. NABARD, 
EXIM

Regional Rural Bank (Gramin 
Bank)**

Foreign Banks e.g. CITI Bank, 
BNP Paribas

Private Sector Bank e.g. ICICI, 
Axis

Scheduled Co-operative Bank

Scheduled State Co-operative 
Bank

Scheduled Urban Co-operative 
Bank

Types of Bank 
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The Reserve Bank includes a bank in this schedule if it fulfils certain other conditions 

too. 

RBI as the Central Bank is the ‘Bank of Last Resort’ i.e. when other commercial banks 

are in trouble RBI helps them out. The services provided by RBI to scheduled 

commercial banks include the following:  

(a) The purchase, sale, and re-discounting of certain bills of exchange, or 

promissory notes. 

(b) Purchase and sale of foreign exchange. 

(c) Purchase, sale and re-discounting of foreign bills of exchange. 

(d) Making of loans and advances to scheduled banks. 

(e) Maintenance of accounts of the scheduled bank in its banking department 

and issue department. 

(f) Remittance of money between different branches of scheduled banks through 

the offices, branches or agencies of Reserve Bank free of cost or at nominal 

rates. 

1.1.2 Banking Company Business: Section 6 of the Banking Regulation Act, 1949 

specifies the forms of business in which a banking company may engage. These 

are: 

Main Business:- 

(i) borrowing, raising or taking up of money, lending or advancing of money 

either upon or without security; 

(ii) the drawing, making, accepting, discounting, buying, selling collecting and 

dealing in bills of exchange, hoondees, promissory notes, coupons, drafts, bills 

of lading, railway receipts, warrants, debentures, certificates, scrips and other 

instruments, and securities whether transferable or negotiable or not;  
(iii) the granting and issuing of letters of credit, traveller's cheques and circular notes;  
(iv) the buying, selling and dealing in bullion and species;  
(v) the buying and selling of foreign exchange including foreign bank notes;  
(vi) the acquiring, holding, issuing on commission, underwriting and dealing in stock, 

funds, shares, debentures, debenture stock, bonds, obligations, securities and 

investments of all kinds; 
(vii) the purchasing and selling of bonds scrips or other forms of securities on behalf 

of constituents or, others the negotiating of loans and advances;  
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(viii) the receiving of all kinds of bonds, scrips or valuables on deposit or for safe 

custody or otherwise; 
(ix) the providing of safe deposit vaults;  
(x) the collecting and transmitting of money and securities; 
(ix) acting as agents for any government or local authority or any other person or 

persons; the carrying on of agency business of any description including the 
clearing and forwarding of goods, giving of receipts and discharges and 

otherwise acting as an attorney on behalf of customers, but excluding the 

business of a managing agent of a company; 
(x) contracting for public or private loans and negotiating and issuing the same; 
(xi) the effecting, issuing, guaranteeing underwriting, participating in the managing 

and carrying out of any issue public or private, of State, municipal or other loans 

or of shares, stocks, debentures, debenture stock of any company, corporation 

or association and the lending of money for the purpose of any such issue.    

(xii) carrying on and transacting every kind of guarantee and indemnity business. 

(xiii) managing, selling and realising property which may come into the possession 

of the banking company in satisfaction of its claims. 

(xiv) acquiring and holding and generally dealing with any property or any right, title 

or interest in such property which may form the security for any loans and 

advances or which may be connected with any such security. 

(xv) underwriting and executing trusts. 

(xvi) undertaking the administration of estates as executor, trustee or otherwise; 
(xvii) establishing and supporting or aiding in the establishment and support of 

associations, institutions, funds, trusts and conveniences calculated to benefit 

employees or employees of the company or the dependents or connections of 

such persons; granting pensions and allowances and making payments towards 
insurance; subscribing to or guaranteeing moneys for charitable or benevolent 
objects or for any exhibition or for any public, general or useful object. 

(xviii)acquisition, construction, maintenance and alteration of any building and works 

necessary or convenient for the purpose of the banking company. 

(xix) selling, improving, managing, developing, or otherwise dealing with all or any 

part of the property and rights of the company. 
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(xx) acquiring and undertaking whole or any part of the business of any person or 

company, when such business is of a nature enumerated or described in this 

subsection. 

(xxi) doing all such other things as are incidental or conductive to the promotion 

or advancement of the business of the banking company. 

(xxii) any other form of business which the Central Government may; by notification in 
the Official Gazette, specify as a form of business in which it is lawful for a banking 

company to engage. 

No banking company shall engage in any form of business other than those 

referred to above. 

To summarise all the above, the functions of Commercial Bank are: 

Functions of a Commercial Bank 

Some of the main functions of modern commercial banks are: 

(a) Receiving of money on deposit and providing facilities to constituents for 

payments by cheque. 

(b) Dealing in securities on its own account and on account of customers. 

(c) Lending of money by - 

(i) making loans and advances,  

(ii) purchasing or discounting of bills. 

(d) Transferring money from place to place by - 

(i) the issue of demand drafts, telegraphic transfers, traveller’s cheques, etc., 

(ii) collection of bills. 

(e) Issuing letters of credit. 

(f) Safe custody of securities and valuables. 

(g) Issuing guarantees. 

(h) Acting as executors and trustees sometimes through subsidiary companies 

formed for that purpose. 

(i) Buying, selling and dealing in foreign exchange.  

(j) Acting as managers for issue of capital by companies and performing functions 

incidental thereto. 
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1.2  Prohibition of Trading (Section 8) 

A banking company cannot directly or indirectly deal in the buying or selling or 

bartering of goods except in connection with the realization of security given to or 

held by it. However, it may engage in any trade, or buy, sell or barter goods in 

connection with the bills of exchange received for collection or negotiation or with 

such of its aforesaid business. 

1.3  Disposal of Non-Banking Assets (Section 9) 

A banking company in the course of its business may have to take possession of 

certain asset charged in its favour on account of the failure of a debtor to repay the 

loan. A banking company can only acquire immovable property for its own use. 

However, other immovable properties acquired must be disposed off within seven 

years from the date of acquisition. The Reserve Bank of India at its discretion can 

extend this period not exceeding five years where it is satisfied that such extension 

would be in the interests of the depositors of the banking company. Income/loss 

from such an asset has to be shown separately in the profit and loss account of the 

banking company. It must be noted that the banking company can retain 

immovable property if it is meant for the banks own use. 

1.4 Management (Section 10) 

Management of a Bank comes under its Board of Directors. 

Under section 10A, not less than 51% of the total number of members of the board 

of directors of a banking company shall consist of persons having special 

knowledge or practical experience in one or more of the following fields: 

1. Accountancy. 

2. Agriculture and rural economy. 

3. Banking. 

4. Co-operation. 

5. Economics. 

6. Finance. 

7. Law. 

8. Small scale industry. 

9. any other matter the special knowledge of, and practical experience in, which 

would, in the opinion of the Reserve Bank, be useful to the banking company. 
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It is also required not less than two directors should have special knowledge or 

practical experience in respect of agriculture and rural economy and co-operation or 

small-scale industry.  

Under section 10(b)(1), every banking company shall have one of its directors as 

Chairman of its board of directors. The Chairman is entrusted with the management of 

the whole of the affairs of the banking company. Such Chairman is the whole-time 

employee of the banking company and can hold office for a period not exceeding five 

years. Other directors who are whole-time directors can hold office continuously for a 

period not exceeding eight years. 

1.5 Capital and Reserve 

Requirement as to minimum paid-up capital and reserve (Section 11):  

• In the case of a banking company incorporated outside India and having a place 

or places of business in the city of Mumbai or Kolkata or both, the aggregate 

value of its paid-up capital and reserve shall not be less than ` 20 lacs.  

• Any banking company incorporated outside India and having a place or places 

of business in other cities except Mumbai and Kolkata shall have aggregate value 

of paid-up capital and reserves amounting to ` 15 lacs or more.  

• Any banking company incorporated outside India is required to deposit with the 

Reserve Bank either in cash or in the form of unencumbered approved securities 

or partly in cash and partly in securities, the minimum amount of paid-up capital 

and reserves which it has to maintain under section 11(2). 

• In case of any banking company incorporated in India having places of business 

in more than one State including any such place or places of business situated 

in the city of Mumbai or Kolkata or both, the aggregate value of its paid-up 

capital and reserves shall not be less than ` 10 lacs.  

• If any banking company incorporated in India having places of business in more 

than one State but having no place of business situated in the city of Mumbai or 

Kolkata or both, the aggregate value of its paid-up capital and reserves shall not 

be less than ` 5 lacs. 

• In case of a banking company incorporated in India and having all its places of 

business in one State and none of which is situated in the city of Mumbai or 

Kolkata, the aggregate value of its paid-up capital and reserves shall be ` 1 lakh 

in respect of all its principal places of business plus ` 10,000 in respect of each of 

its other places of business situated in the same district in which it has its principal 

place of business plus ` 25,000 in respect of each place of business situated 
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elsewhere in the State (however, such banking company does not need to 

maintain the aggregate value of paid-up capital and reserve more than ` 5 lacs).  

• In case of a banking company incorporated in India and having all its places of 

business in one State, one or more of which is or are situated in the city of 

Mumbai or Kolkata, ` 5 lakhs of rupees, plus ` 25,000 * to have paid-up capital 

and reseves exceeding an aggregate value of ` 10 lakhs of rupees. 

• If a banking company has only one place of business and it is not in Mumbai or 

Kolkata, the requirement for aggregate value of paid up capital and reserves is 

` 50,000 rupees. 

Regulation relating to authorized capital, subscribed capital and paid-up 

capital (Section 12): The subscribed capital of a banking company carrying on 

business in India shall not be less than one-half of the authorised capital and the 

paid-up capital shall not be less than one-half of the subscribed capital. The capital 

of the banking company consists of ordinary shares only; or of ordinary shares or 

equity shares and such preference shares which have been issued prior to the first 

day of July, 1944. The voting right of any single shareholder on a poll cannot exceed 

10% of the total voting rights.  

Restriction on commission, brokerage, discount, etc., on sale of shares: Under 

section 13 of the Banking Regulation Act, 1949, a banking company cannot pay out 

directly or indirectly commission, brokerage, discount, or remuneration in respect of 

any shares issued by it, an amount exceeding two and one-half per cent of the paid-

up value of such shares. 

1.6 Reserve Funds (Section 17) 

Every banking company incorporated in India is required to create a Reserve Fund 

and to transfer at least 25% of its profit to the reserve fund. The profit of the 

year as per the profit and loss account prepared under Section 29 is to be taken as 

base for the purpose of such transfer and transfer to reserve fund should be made 

before declaration of any dividend. 

If any banking company makes any appropriation from the reserve fund or share 

premium account, it has to report to the Reserve Bank of India the reasons for such 

appropriation within 21 days. 

Note: Students shall ensure that 25% of the profit earned during current year is 

transferred as Statutory Reserve even if the question is silent on the issue in the 

examination question. 
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1.7  Restriction as to Payment of Dividend (Section 15) 

Before paying any dividend, a banking company has to write off completely all its 

capitalised expenses including preliminary expenses, organisation expenses, share-

selling commission, brokerage, and amounts of losses incurred by tangible assets. 

However, a banking company may pay dividend on its shares without writing off - 

1.  the depreciation in the value of its investment in approved securities in any 

case where such depreciation has not actually been capitalised or accounted 

for as a loss. 

2.  the depreciation in the value of its investment in shares, debentures or bonds 

(other than approved securities) in any case where adequate provision for such 

depreciation has been made to the satisfaction of the auditor of the banking 

company. 

3.  the bad debts in any case where adequate provision for such debts had been 

made to the satisfaction of the auditor of the banking company. 

1.8  Cash Reserve (Section 18) 

For smoothly meeting cash payment requirement, banks have to maintain certain 

minimum ready cash balances at all times. This is called as Cash Reserve Ratio (CRR) 

Cash reserve can be maintained by way of either a cash reserve with itself or as 

balance in a current account with the Reserve Bank of India or by way of net balance 

in current accounts or in one or more of the aforesaid ways.   

Every Scheduled Commercial Bank has to maintain cash reserve ratio (i.e. CRR) as 

per direction of the RBI issued under Section 42(IA) of the Reserve Bank of India 

Act, 1934.  

The current Cash Reserve Ratio (CRR) is 4% of their Net Demand and Time Liabilities 

(NDTL) with effect from the fortnight beginning February 09, 2013 vide circular 

DBOD.No.Ret.BC.76 /12.01.001/2012-13 dated January 29, 2013.  The Local Area 

Banks shall also maintain CRR at 4.00 per cent of its net demand and time liabilities 

from the fortnight beginning from February 09, 2013. 

Demand and Time Liabilities 

Demand Liabilities of a bank are liabilities which are payable on demand. These 

include current deposits, demand liabilities portion of savings bank deposits, 

margins held against letters of credit/guarantees, balances in overdue fixed 

deposits, cash certificates and cumulative/recurring deposits, outstanding 

Telegraphic Transfers (TTs), Mail Transfers (MTs), Demand Drafts (DDs), unclaimed 
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deposits, credit balances in the Cash Credit account and deposits held as security 

for advances which are payable on demand. Money at Call and Short Notice from 

outside the Banking System should be shown against liability to others. 

Time Liabilities of a bank are those which are payable otherwise than on demand. 

These include fixed deposits, cash certificates, cumulative and recurring deposits, 

time liabilities portion of savings bank deposits, staff security deposits, margin held 

against letters of credit, if not payable on demand, deposits held as securities for 

advances which are not payable on demand and Gold deposits. 

Other Demand and Time Liabilities (ODTL) 

ODTL include interest accrued on deposits, bills payable, unpaid dividends, 

suspense account balances representing amounts due to other banks or public, net 

credit balances in branch adjustment account, any amounts due to the banking 

system which are not in the nature of deposits or borrowing. Such liabilities may 

arise due to items like (i) collection of bills on behalf of other banks, (ii) interest due 

to other banks and so on. If a bank cannot segregate the liabilities to the banking 

system, from the total of ODTL, the entire ODTL may be shown against item II (c) 

'Other Demand and Time Liabilities' of the return in Form 'A' and average CRR 

maintained on it by all SCBs. 

Participation Certificates issued to other banks, the balances outstanding in the 

blocked account pertaining to segregated outstanding credit entries for more than 

5 years in inter-branch adjustment account, the margin money on bills purchased/ 

discounted and gold borrowed by banks from abroad, also should be included in 

ODTL. 

Cash collaterals received under collateralized derivative transactions should be 

included in the bank’s DTL/NDTL for the purpose of reserve requirements as these 

are in the nature of ‘outside liabilities’.  

1.9  Licensing of Banking Companies (Section 22) 

A banking company can function in India only if it holds a licence issued by the Reserve 

Bank of India and included in the Second Schedule of the RBI Act.  Before granting any 

licence, the Reserve Bank of India has to be satisfied that the following conditions have 

been complied with: 

Financial Requirement: 

Minimum capital requirement 

The initial minimum paid-up voting equity capital for a bank shall be rupees five billion. 

Thereafter, the bank shall have a minimum net worth of rupees five billion at all times. 
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The promoter/s and the promoter group / NOFHC, as the case may be, shall hold a minimum 

of 40 per cent of the paid-up voting equity capital of the bank which shall be locked-in for a 

period of five years from the date of commencement of business of the bank. The promoter 

group shareholding shall be brought down to 15 per cent within a period of 15 years from the 

date of commencement of business of the bank. 

(As per RBI Guidelines for ‘on tap’ Licensing of Universal Banks in the Private Sector 

dated 1 August 2016).  

Other Requirement: 

In addition to the financial requirement the Reserve Bank of India would need to satisfy 

about the other additional requirements: 

(a) That the company is or will be in a position to pay its present or future 

depositors in full as their claims accrue. 

(b) That the affairs of the company are not being conducted or are not likely to be 

conducted in a manner detrimental to the interest of its present or future 

depositors. 

(c) That the general character of the proposed management of the company will 

not be prejudicial to the public interest or the interest of its depositors. 

(d) That the company has adequate capital structure and earning prospects. 

(e) That the public interest will be served by the grant of a licence to the company 

to carry on banking business in India. 

(f) That having regard to the banking facilities available in the proposed principal 

area of operations of the company, the potential scope for expansion of banks 

already in existence in the area and other relevant factors, the grant of the 

licence would not be prejudicial to the operation and consolidation of the 

banking system consistent with monetary stability and economic growth. 

Similarly, prior permission of the Reserve Bank of India is necessary to open a new 

branch of bank in India or to change the existing place of business situated in India. 

Also, no banking company incorporated in India can open a branch outside India 

or change the existing place of business without prior permission of the Reserve 

Bank of India. 

Provided that the provision mentioned in above paragraph shall not apply to the 

opening for a period not exceeding one month of a temporary place of business 

within a city, town or village or the environs thereof within which the banking 

company already has a place of business, for the purpose of affording banking 

facilities to the public on the occasion of an exhibition, a conference or a mela or 

any other like occasion. 
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1.10 LIQUIDITY NORMS (SECTION 24)  

Banking companies have to maintain sufficient liquid assets in the normal course 

of business called as Statutory Liquidity Ratio (SLR). This safeguards the interest of 

depositors and prevents banks from over-extending their resources, liquidity norms 

have been settled and given statutory recognition. Every banking company has to 

maintain the SLR in the form of: 

1.  cash 

2. gold  

3.  unencumbered approved securities. 

The above assets have to be held at the close of business on any day and shall be 

valued at a price not exceeding the current market price of the above assets.  

The percentage of SLR is changed by the Reserve Bank of India from time to time 

considering the general economic conditions. This is in addition to the Cash 

Reserve Ratio balance which a scheduled bank is required to maintain under 

Section 42 of the Reserve Bank of India Act.  

Maintenance of Statutory Liquidity Ratio (SLR) 

In exercise of the powers conferred by sub-section (2A) of Section 24 read with Section 

51 and Section 56 of the Banking Regulation Act, 1949 (10 of 1949) and in partial 

modification of the Notification DBR.No.Ret.BC.63/12.01.001/2015-16 dated 

December 10, 2015, the Reserve Bank hereby specifies that:   

(i)  with effect from the dates given below, every scheduled commercial bank, local 

area bank, primary co-operative bank, state co-operative bank and central 

cooperative bank shall maintain in India assets (hereinafter referred to as ‘SLR 

assets’) the value of which shall not, at the close of business on any day, be 

less than:  

(a)  20.75 per cent from October 1, 2016; and   

(b)  20.50 per cent from January 7, 2017  

 of their total net demand and time liabilities in India as on the last Friday of 

the second preceding fortnight, valued in accordance with the method of 

valuation specified by the Reserve Bank from time to time; and   

(ii)  such SLR assets shall be maintained by:  

A.  Scheduled commercial banks and local area banks, as -  

(a)  cash; or  
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(b)  gold as defined in Section 5(g) of Banking Regulation Act, 1949 valued 

at a price not exceeding the current market price: or  

(c) unencumbered investment in any of the following instruments 

[hereinafter referred to as Statutory Liquidity Ratio securities (“SLR 

securities”)], namely:- 

(1)  Dated securities of the Government of India issued from time to 

time under the market borrowing programme and the Market 

Stabilization Scheme; or  

(2)  Treasury Bills of the Government of India; or  

(3)  State Development Loans (SDLs) of the State Governments issued 

from time to time under the market borrowing programme:  

(d)  the deposit and unencumbered approved securities required, under 

sub-section (2) of section 11 of the Banking Regulation Act, 1949(10 

of 1949), to be made with the Reserve Bank by a banking company 

incorporated outside India;   

(e)  any balance maintained by a scheduled bank with the Reserve Bank in 

excess of the balance required to be maintained by it under section 

42 of the Reserve Bank of India Act,1934 (2 of 1934); 

(f) Net balances in current accounts with other scheduled commercial 

banks in India. 

Provided that the instruments referred to in items (1) to (3) above that have 

been acquired under reverse repo with Reserve Bank of India, shall not be 

included as SLR securities for the purpose of maintenance of SLR assets up to 

October 2, 2016.  

1.11 RESTRICTION ON ACQUISITION OF SHARES IN OTHER 

   COMPANY 

A banking company cannot form any subsidiary except for one or more of the 

following purposes: 

1. The undertaking of any business permissible for banking company to 

undertake. 

2. Carrying on business of banking, exclusively outside India with previous 

permission in writing, of the Reserve Bank. 
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3. The undertaking of such other business consider to be conducive to the spread 

of banking in India or to be otherwise useful or necessary in the public interest, 

which the Reserve Bank of India may permit with prior approval of the Central 

Government. 

Other than formation of such subsidiary companies as mentioned above, a banking 

company cannot hold shares in any company either as pledge, mortgage, or 

absolute owner of an amount not exceeding 30% of the paid-up share capital of 

that company or 30% of its own paid-up share capital and reserves, whichever is 

less. 

1.12 RESTRICTION ON LOANS AND ADVANCES 

Under Section 20 of the Banking Regulations Act, a banking company shall not 

grant any loans or advances on the security of its own shares. Further, it cannot 

enter into any commitment for granting any loan or advance to or on behalf of - 

(i)  any of its directors. 

(ii)  any firm in which any of its directors is interested as partner, manager, 

employee or guarantor. 

(iii)  any company other than the subsidiary of the banking company, or a company 

which is entitled to dispense with the use of the word Ltd in its name under 

the Companies Act 1956, or a Government company of which any of the 

directors of the banking company is a director, manager, employee or 

guarantor or in which he holds substantial interest. 

(iv)  any individual in respect of whom any of its directors is a partner or a 

guarantor. 

1.13 PROHIBITION OF CHARGE ON UNPAID CAPITAL AND 

   FLOATING CHARGE ON ASSETS  

Under Section 14 of the Banking Regulation Act, no banking company shall create 

any charge upon any unpaid capital of the company, and any charge if created shall 

be invalid. A banking company also cannot create a floating charge on the 

undertaking or any property of the company or any part thereof unless the creation 

of such floating charge is certified in writing by the Reserve Bank as not being 

detrimental to the interest of the depositors of such company (Section 14A). Any 

charge created without obtaining the certificate from the RBI as above shall be 

invalid (Sec 14 A (2)). 
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1.14  UNCLAIMED DEPOSITS 

Under Section 26 of the Banking Regulations Act, every banking company is 

required to submit a return in the prescribed form and manner, to the Reserve Bank 

of India at the end of each calendar year, of all accounts in India which have not 

been operated for 10 years. This report is to be submitted within 30 days after the 

close of each calendar year. In case of fixed deposit, such 10 years are to be 

reckoned from the date of expiry of the fixed deposit period. 

1.15 ACCOUNTS AND AUDIT 

Sections 29 to 34A of the Banking Regulation Act deal with accounts and audit of 

Banking Companies. At the end of each calendar year or at the expiration of twelve 

months ending on such date as the Central Government may specify in this regard, 

every banking company incorporated in India, in respect of business transacted by 

it, and every banking company incorporated outside India, in respect of business 

transacted by its branches in India, shall prepare with reference to that year or 

period, a Balance Sheet (Form A) and Profit and Loss Account (Form B) as on the 

last working day of that year or the period in the forms set out in the Third Schedule 

of Banking Regulation Act. 

The Balance Sheet and the Profit and Loss Account must be signed by the manager or 

principal officer and by at least three directors or all directors if there are not more 

than three directors in case of a banking company incorporated in India. In case of a 

banking company incorporated outside India, the statement of accounts must be 

signed by the manager or agent of the principal office of the company in India. 

Under Section 30 of the Banking Regulation Act, the Balance Sheet and Profit and 

Loss Account prepared in accordance with Section 29 shall be audited by a person 

duly qualified under any law for the time being in force to be an auditor of 

companies. Every banking company is required to take previous approval of the 

Reserve Bank of India before appointing, re-appointing or removing any auditor or 

auditors.  

In addition, the Reserve Bank can order special audit of the banking companies 

accounts if it thinks fit in the public interest or in the interest of the banking 

company or its depositors. Special audit may be conducted for any such transaction 

or class of transactions or for such period or periods as may be specified in the 

order and may direct by the same or a different order either appoint a person duly 

qualified under any law for the time being in force to be an auditor of companies 

or direct the auditor of the banking company himself to conduct such special audit. 
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The auditor shall comply with such directions and make a report of such audit to 

the Reserve Bank and forward a copy thereof to the company. The expenses of, or 

incidental to the special audit specified in the order made by the Reserve Bank shall 

be borne by the banking company. 
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UNIT-2: BOOKS OF ACCOUNTS, RETURNS AND FORMS OF 

FINANCIAL STATEMENTS 

LEARNING OUTCOMES 
After studying this unit, you will be able to: 

 Learn the main characteristics of a bank’s system of book 

keeping. 

 Understand the methods in which all detailed accounts in 

subsidiary books and principal books are maintained by a 

bank and their purposes. 

 Make a list of various other registers, departmental journals 

and memorandum books generally maintained by a bank. 

 Familiarize with the monthly, quarterly and annual returns 

filed by a bank to the RBI. 

 Appreciate the formats of Banks Financial Statements in 

Form A for Balance Sheet and Form B for Profit and Loss 

Statement of the Banking Regulation Act. 

 

2.1 MAIN CHARACTERISTICS OF A BANK’S BOOK-KEEPING 

SYSTEM 

The book-keeping system of a banking company is substantially different from that 

of a trading or manufacturing enterprise. A bank maintains a large number of 

accounts of various types for its customers. As a safeguard against any payment 

being made in the account of a customer in excess of the amount standing to his 

credit or a cheque of a customer being dishonoured due to a mistake in the balance 

in his account, it is necessary that customers’ accounts should be kept up-to-date 

and checked regularly. In many other mercantile enterprises, books of primary entry 

(i.e., day books) are generally kept up-to- date while their ledgers including the 

general ledger and subsidiary ledgers for debtors, creditors etc. are written 
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afterwards. However a bank cannot afford to ignore its ledgers, particularly those 

concerning the accounts of its customers and has to enter into the ledgers every 

transactions as soon as it takes place. In bank accounting, relatively less emphasis 

is placed on day books. These are merely treated as a means to an end-the end 

being to keep up-to-date detailed ledgers and to balance the trial balance every 

day and to keep all control accounts in agreement with the detailed ledgers. 

Presently most if not all of the Banks' accounting is done on Core Banking Solutions 

(CBS) wherein all accounts are maintained on huge servers with posting being 

effected instantly through vouchers, debit cards, internet banking etc. 

The main characteristics of a bank’s system of book-keeping are as follows: 

(a) Voucher posting – Vouchers are nothing but loose leaves of journals or cash 

books on which transactions are recorded as they occur. Entries in the personal 

ledger are made directly from vouchers instead of being posted from the books 

of prime entry. 

(b) Voucher summary sheets - The vouchers entered into different personal 

ledgers each day are summarised on summary sheets, totals of which are 

posted to the control accounts in the general ledger. 

(c) Daily trial balance - The general ledger trial balance is extracted and agreed 

every- day. 

(d) Continuous checks - All entries in the detailed personal ledgers and summary 

sheets are checked by persons other than those who have made the entries. A 

considerable force of such check is employed, with the general result that most 

clerical mistakes are detected before another day begins. 

(e) Control Accounts - A trial balance of the detailed personal ledgers is prepared 

periodically, usually every two weeks, agreed with general ledger control 

accounts. 

(f) Double voucher system - Two vouchers are prepared for every transaction 

not involving cash - one debit voucher and another credit voucher. 

2.1.1 Slip (or Voucher) System of Ledger Posting 

The bank has to ensure that customers (depositors) ledger accounts are up-to-date 

so that when a cheque is presented to the bank for payment, the bank can 

immediately decide whether to honour or dishonour the cheque.  It is therefore 

necessary that transactions in the bank are immediately recorded or are updated 

online.  
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For this purpose slip system of ledger posting is adopted. Under this system entries 

are made in the (personal) accounts of customers in the ledger directly from various 

slips rather than from subsidiary books or journals and then a Day Book is written 

up. Subsequently, entries in the accounts of the customers are tallied with the Day 

Book. In this way the posting in the ledger accounts and writing of the day-book 

can be carried out simultaneously without any loss of time. A slip is also called 

voucher.  

In general, the types of slips used in bank book-keeping are: pay-in-slips, cheques 

or withdrawal forms.  

As these slips are filled by the customers there is much saving of time and labour 

of the employees of the bank. 

(a) Pay-in-slip: When a customer deposits money with a bank, he has to fill-up a 

printed pay-in-slip form and submit it to the ‘receiving cashier’ of the bank 

along with cash. The form of pay-in-slip has two parts. The left-hand side 

portion of the pay-in-slip is called ‘counterfoil’. It is returned by the receiving 

cashier after he receives and counts the cash. The counterfoil bears signature 

of the receiving cashier and it is duly stamped with the rubber stamp of the 

bank. Pay-in-slip serves as an acknowledgement of the deposit by the 

customer with the bank. The remaining portion of pay-in-slip that is, its right-

hand-side part remains with the bank for making entry in the cash book, after 

which it is given to the ‘personal accounts ledger keeper’ for crediting the 

ledger account of the customer. However, with the advancement of banking 

through computerization, these days the cheques can be deposited merely by 

writing the account number of the depositor on the back of the cheque. 

Similarly cash can be deposited through ATMs (Automatic Teller Machines). In 

such cases, the documents used for entries are the cheques deposited and the 

deposit slips in the ATMs. 

(b) Withdrawal slip or cheque: When a customer withdraws money from the 

bank, he has to fill-up or write a cheque or withdrawal form and submit it to 

the paying cashier who makes payment, after checking the signature of the 

customer and adequacy of amount in his ledger account. The paying cashier 

credits the cash account and the ledger-keeper debits the customer’s account. 

These days the cashier may himself debit the customer’s account in the 

computer based ledger immediately before making the payment. 

(c) Dockets: Sometimes the bank staff also prepares slips for making entries in 

the ledger accounts for which there are no original vouchers. For example, the 
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loan department of a bank prepares vouchers when the interest is due. This 

slip or voucher is known as docket. 

2.1.2 Need of the Slip System  

The need for slip system arises due to following reasons: 

(i) Updated Accurate Accounts: The bank must keep its customers’ accounts 

accurate and up-to-date because a customer may present a cheque or 

withdrawal slip anytime during business hours of the bank. 

(ii) Division of Work: As the number of transactions in bank is very large, the slip 

system permits the distribution of work of posting simultaneously among many 

persons of the bank staff. 

(iii) Smooth Flow of Work: The accounting work moves smoothly without any 

interruption. 

However, as mentioned above these days due to complete computerization of the 

banking sector, pay in slips are not used in many banks. 

2.2  PRINCIPAL BOOKS OF ACCOUNTS 

(a) The General ledger contains accounts of all personal ledgers, the profit and 

loss account and different asset accounts. The accounts in the general ledger 

are arranged in such an order that a balance sheet can be readily prepared 

therefrom. There are certain additional accounts known as contra accounts 

which are a feature of bank accounting. These are kept with a view to keep 

control over transactions which have no direct effect on the bank’s position 

e.g., letters of credit opened, bills received or sent for collection, guarantees 

given, etc. 

(b) Profit and loss ledger - Some banks keep one account for profit and loss in 

the General Ledger and maintain separate books for the detailed accounts. 

These are columnar books having separate columns for each revenue or 

expense head. Other banks maintain separate books for debits and credits. 

These books are posted from vouchers. The total of debits and credits posted 

are entered into the Profit and Loss Account in the General Ledger. In some 

banks, the revenue accounts are also maintained in the General Ledger itself, 

while in some others broad revenue heads are kept in the General Ledger and 

their details are kept in subsidiary ledgers. 

For management purposes the account heads in the Profit and Loss ledgers are more 

detailed than those shown in the published Profit and Loss Account of the bank. For 
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example, there will be separate accounts for basic salary, dearness allowance and 

various other allowances, which are grouped together in the final accounts. Similarly, 

various accounts concerning general charges, interest paid, interest received, etc., are 

maintained separately in the Profit and Loss ledgers. 

2.3 SUBSIDIARY BOOKS 

(a) Personal Ledgers - Separate ledgers are maintained by a bank for different 

types of accounts. For example, there are separate ledgers for Current 

Accounts, Fixed Deposits (often further classified by length of period of 

deposit), Cash Certificates, Loans, Overdrafts, etc. As has been mentioned 

earlier, these ledgers are posted directly from vouchers, and all the vouchers 

entered in each ledger in a day are summarised into voucher summary sheets. 

The voucher summary sheets are prepared in the department which originates 

the transaction, by persons other than those who write the ledgers. They are 

subsequently checked with the vouchers by different persons generally 

unconnected with the writing up of ledgers on the Voucher Summary Sheets. 

(b) Bill Registers - Details of different types of bills are kept in separate registers 

which have suitable columns. For example, bills purchased, inward bills for 

collection, outward bills for collection etc. are entered serially on day-to-day 

basis in separate registers. In case of bills purchased or discounted, party-wise 

details are also kept in normal ledger form. This is done to ensure that the 

sanctioned limits of parties are not exceeded. 

Entries in these registers are made by reference to the original documents. A 

voucher for the total amount of the transaction of each day is prepared in respect 

of each register. This voucher is entered in the Day Book. When a bill is realised or 

returned, its original entry in the register is marked off. A daily summary of such 

realisations or returns is prepared in separate registers whose totals are taken to 

vouchers which are posted in the Day Book. 

In respect of bills for collection, contra vouchers reflecting both sides of the 

transaction are prepared at the time of the original entry, and this is reversed on 

realisation. 

Outstanding entries are summarised frequently, usually twice a month, and their 

total is agreed with the balance of the respective control accounts in the General 

Ledger. 
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2.4  OTHER SUBSIDIARY REGISTERS 

There are different registers for various types of transactions. Their number, volume 

and details will differ according to the individual needs of each bank. For example, 

there will be registers for:- 

(a) Demand Drafts, Telegraphic Transfers and Mail Transfers issued on Branches 

and Agencies. 

(b) Demand drafts, Telegraphic Transfers and Mail Transfers received from 

Branches and Agencies. 

(c) Letters of Credit. 

(d) Letters of Guarantee. 

Entries into these registers are made from original documents which are also 

summarized on vouchers everyday. These vouchers are posted into Day Book. 

Outstanding entries are summarised frequently and their total agreed with the 

control heads in the General ledger. 

2.5  DEPARTMENTAL JOURNALS 

Each department of the Bank maintains a journal to note the transfer entries passed 

by it. These journals are memoranda books only, as all the entries made there are 

also made in the Day Book through Voucher Summary Sheets. Their purpose is to 

maintain a record of all the transfer entries originated by each department. For 

example, the Loans and Overdraft Section will pass transfer entries for interest 

charged on various accounts every month, and as all these entries will be posted in 

the journal of that department, the office concerned can easily find out the 

accounts in respect of which the interest entry has been passed. Since all vouchers 

passed during the day are entered into the Day Book only in a summary form, it 

may not be possible to get this information from the Day Book without looking 

into the individual vouchers. Moreover, as the number of departments in banks is 

quite large, the Day Book may not be accessible at all times to all departments. 

As has been mentioned earlier, two vouchers are generally made for each 

transaction by transfer entry, one for debit and the other for credit. The vouchers 

are generally made by and entered into the journal of the department which is 

affording credit to the other department. For example, if any amount is to be 

transferred from Current Account of a customer to his Saving Bank Account, the 

voucher will be prepared by the Current Accounts Department and entered in the 

journal of that department. 
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2.6 OTHER MEMORANDUM BOOKS 

Besides the books mentioned above, various departments of the bank have to 

maintain a number of memoranda books to facilitate their work. Some of the 

important books are described below:- 

a) Cash Department 

(a) Receiving Cashiers’ cash book 

(b) Paying Cashiers’ cash book 

(c) Main cash book 

(d) Cash Balance book 

The main Cash Book is maintained by persons other than the cashiers. Each cashier 

keeps a separate cash book. When cash is received, it is accompanied by pay-in-

slip or other similar document. The cashier makes the entry in his book which is 

checked by the chief cashier. The pay-in-slip then goes to the Main Cash Book 

writer who makes an entry in his books. The cash book checker checks the entry 

with the slip and then the counter-foil of the slip is returned back to the customer 

and the foil is sent to the appropriate department for entering into the ledger. The 

foil is used as a voucher. Cash is paid against a cheque or other document (e.g. 

traveller’s cheque, demand draft, pay order, etc.) after it has been duly passed and 

entered in the appropriate account in the ledger. Cheques, demand drafts, pay 

orders, etc. are themselves used as vouchers.  

b) Quick Payment System - Banks introduce different systems so that their 

customers may receive payment of cash etc. quickly.  The most prevalent system is 

the teller system.  Under this system tellers keep cash as well as ledger cards and 

the specimen signature cards of each customer in respect of Current and Saving 

Bank Accounts.  A teller is authorised to make payment upto a particular amount, 

say, ` 10,000.  On receipt of the cheque, he verifies it, passes it for payment, then 

enters it in the ledger card and makes the payment to customer. The teller also 

receives cash deposited in these accounts. 

c) Outward Clearing: (i) A Clearing Cheque Received Book for entering cheques 

received from customers for clearing. 

(ii) Bank-wise list of the above cheques, one copy of which is sent to the Clearing 

House together with the cheques. A person checks the vouchers (foil of pay-in slips) 

and lists with the Clearing Cheque Received Book. The vouchers are then sent to 

appropriate departments, where customers’ accounts are immediately credited. If 
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any cheque is received back unpaid the entry is reversed. Normally, no drawings 

are allowed against clearing cheques deposited on the same day but exceptions 

are often made by the manager in the case of established customers. 

d) Inward Clearing - Cheques received are verified with the accompanying lists. 

They are then distributed to different departments and the number of cheques 

given to each department is noted in a Memo Book. When the cheques are passed 

and posted into ledgers, their number is independently agreed with the Memo 

Book. If any cheques are found unpayable, they are returned back to the Clearing 

House. The cheques themselves serve as vouchers. 

e) Loans & Overdraft Departments 

(a) Registers for shares and other securities held on behalf of each customer. 

(b) Summary Books of Securities giving details of Government securities, 

shares of individual companies etc. 

(c) Godown registers maintained by the godown-keeper of the bank. 

(d) Price register giving the wholesale price of the commodities pledged with 

the bank. 

(e) Overdraft Sanction register. 

(f) Drawing Power book. 

(g) Delivery Order books. 

(h) Storage books. 

f) Deposits Department 

(a) Account Opening & Closing registers. 

(b) For Fixed Deposits, Rate register giving analysis of deposits according to 

rates. 

(c) Due Date Diary. 

(d) Specimen signature book. 

g) Establishment department 

(a) Salary and allied registers, such as attendance register, leave register, 

overtime register, etc. 
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(b) Register of fixed assets, e.g., furnitures and fixtures, motor cars, vehicles, 

etc. 

(c) Stationery registers. 

(d) Old records register. 

h) General 

(a) Signature book of bank’s officers. 

(b) Private Telegraphic Code and Cyphers. 

2.7 STATISTICAL BOOKS 

Statistical records kept by different banks are in accordance with their individual 

needs. For example, there may be books for recording (i) average balance in loans 

and advances etc., (ii) Deposits received and amount paid out each month in the 

various departments, (iii) Number of cheques paid, (iv) Number of cheques, bills 

and other items collected. 

The above is not an exhaustive list of accounting records kept by a bank. 

2.8 FORMS OF BALANCE SHEET AND PROFIT AND LOSS 

ACCOUNT 

The Committee under the Chairmanship of Shri A. Ghosh, Deputy Governor, RBI, 

after due deliberation suggested suitable changes/amendments in the forms of 

balance sheet and profit and loss account of banks, having regard to: 

1. need for better disclosure 

2. expansion of banking operations both area-wise and sector-wise over the 

period 

3. need for improving the presentation of accounts etc. 

The formats are given below as specified in Banking Regulation Act in Form A of 

Balance Sheet, Form B of Profit and Loss Account and eighteen other schedules of 

which the last two relates to Notes and Accounting Policies. 
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New Revised Formats 

The Third Schedule 

(See Section 29) 

Form ‘A’ 

Form of Balance Sheet 

Balance Sheet of ______________________(here enter name of the Banking company) 

Balance Sheet as on 31st March (Year) 

  (000’s omitted) 

  Schedule As on 31.3.... As on 31.3...... 

  (Current year) (Previous year) 

Capital & Liabilities 

Capital 1 

Reserve & Surplus 2 

Deposits 3 

Borrowings 4 

Other liabilities and provisions 5          

 Total                 

Assets 

Cash and balances with 

Reserve Bank of India 6 

Balance with banks and Money at call 

and short notice 7 

Investments 8 

Advances 9 

Fixed Assets 10 

Other Assets 11          

 Total                 

Contingent liabilities 12 

Bills for collection 
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Refer Annexure I for detailed break-up of the Balance Sheet schedules at the end 

of chapter 

Form ‘B’ 

Form of Profit & Loss Account  

for the year ended 31st March 

  (’000 omitted) 

 

  Schedule          Year ended 

 Year ended 

  As on 31.3.... As on 31.3.... 

  (Current year) (Previous year) 

I. Income 

Interest earned 13 

Other income 14  

Total   

II. Expenditure 

Interest expended 15 

Operating expenses 16 

Provisions and contingencies   

Total   

III. Profit/Loss 

Net profit/loss (—) for the year 

Profit/Loss (—) brought forward  

Total  

IV. Appropriations 

Transfer to statutory reserves 

Transfer to other reserves 

Transfer to Government/Proposed dividends 

Balance carried over to balance sheet  

Total  
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Refer Annexure II for detailed break-up of the Profit and Loss Account 

schedules at the end of the chapter.  Also detail guidelines of RBI for 

compilation of Financial Statements have been given in Annexure III. 

Note: The Banking Regulations Act, 1949 prescribes Schedules 1 to 16 only.  Any 

other schedule prepared by a Banking company besides what is specified in the 

Third schedule of the Banking Regulations Act, 1949, is only for better 

understanding of their financial statements.  Accordingly, banks in addition to the 

above 16 schedules, may prepare Schedule 17 for Notes on Accounts and Schedule 

18 for Disclosure of Accounting Policies. 

2.9 NOTES ON ACCOUNTS 

Capital adequacy ratio The sum of Tier I and Tier II capital should be 

taken as the numerator while the denominator 

should be arrived at by converting the 

minimum capital charge for open exchange 

position stipulated by the Exchange Control 

Department of the ‘notional risk assets’ by 

multiplying it by 12.5 (the reciprocal of the 

minimum capital to risk-weighted assets ratio 

of 8%) and then adding the resulting figure to 

the weighted assets, compiled for credit risk 

purposes. 

Capital adequacy ratio – Tier I 

Capital 

Tier I capital should be taken as the numerator 

while the denominator should be arrived at by 

converting the minimum capital charge for 

open exchange position stipulated by the 

Exchange Control Department of the RBI into 

‘notional risk assets’ by multiplying it by 25 (the 

reciprocal of the minimum capital to risk-

weighted assets ratio of 4%) and then adding 

the resulting figure to the weighted assets, 

compiled for credit risk purposes. 

Capital adequacy ratio-Tier II 

Capital Amount of 

subordinated debt raised as 

Tier II capital  

This item should be shown by way of 

explanatory notes/remarks in the balance sheet 

as well as in Schedule 5 relating to ‘Other 

Liabilities and Provisions’. 
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Percentage of shareholding of 

the Government of India in the 

nationalized banks 

 

Gross value of investments in 

India and outside India, the 

aggregate of provisions for 

depreciation separately on 

investments in India and 

outside India and the net value 

of investments in India and 

outside India 

 

Percentage of net NPAs to net 

advances 

Net NPAs mean gross NPAs minus (balance in 

Interest Suspense Account plus ECGC claims 

received and held pending adjustment plus part 

payment received and kept in Suspense 

Account plus provisions held for loan losses). 

Movements in NPAs The disclosures should include the opening 

balances of Gross NPAs (after deducting 

provisions held, interest suspense account, 

ECGC claims received and part payments 

received and kept in suspense account) at the 

beginning of the year, reductions/additions to 

the NPAs during the year and the balances at 

the end of the year. 

The amount of provisions made 

towards NPA, toward 

depreciation in the value of 

investments and the provisions 

towards tax during the year 

These provisions along with other provisions 

and contingencies should tally with the 

aggregate of the amount held under ‘Provisions 

and income-contingencies’ in the profit and 

loss account. 

Maturity pattern of investment 

securities 

Banks may follow the maturity buckets prescribed 

in the guidelines on Assets-Liability Management 

System for disclosure of maturity pattern. 

Maturity pattern of loans and 

advances 

Banks may follow the maturity buckets 

prescribed in the guidelines on Assets-Liability 

Management System for disclosure of maturity 

pattern. 

Foreign currency assets and In respect of this item, the maturity profile of 
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liabilities the bank’s foreign currency liabilities should be 

given. 

Maturity pattern of deposits Banks may follow the maturity buckets 

prescribed in the guidelines on Asset-Liability 

Management System for disclosure of maturity 

pattern. 

Maturity pattern of borrowings Banks may follow the maturity buckets 

prescribed in the guidelines on Asset-Liability 

Management System for disclosure of maturity 

pattern. 

Lending to sensitive sectors Banks should disclose lending to sectors which 

are sensitive to asset price fluctuations. These 

should include advances to sectors such as 

capital market, estate, etc. and such other 

sectors to be defined as ‘sensitive’ by the RBI 

from time to time. 

Interest income as a percentage 

to working funds 

Working funds mean total assets as on the date 

of balance sheet (excluding accumulated 

losses, if any). 

Non-interest income as a 

percentage to working funds 

 

Operating profit as a 

percentage to (interest working 

funds 

Operating profit means total income minus 

expenses plus operating expenses etc.) 

Return on assets Return on assets means net profit divided by 

average of total assets as at the beginning and 

end of the year. 

Business (deposits plus 

advances) per employee 

This means fortnightly average of deposits 

(excluding inter-bank deposits) and advances 

divided by number of employees as on the date 

of balance sheet. 

Profit per employee 

Depreciation on 

Investments 

As per RBI Circular, bank should make disclosure on the 

provision for depreciation on investments in the 

following formats. 
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 Opening Balance (as on April, 01)  …………………… 

 Add: Provisions made during the year: ………………. 

 Less: Write-off/back of excess provisions during the 

year ……. 

 Closing balance (as on March 31) ……………… 

Corporate Debut 

Restructured 

Accounts 

Banks should disclose in their published annual Balance 

Sheets, under “Notes on Accounts”, the following 

information in respect of corporate debt restructuring 

undertaken during the year. 

 a. Total amount of loan assets subjected to 

restructuring under CDR. 

  [(a) = (b)+(c) +(d)] 

 b. The amount of standard assets subjected to CDR. 

 c. The amount of sub-standard assets subjected to 

CDR. 

 d. The amount of doubtful assets subjected to CDR. 

 Disclosures in the Notes on Account to the Balance 

Sheet pertaining to restructured / rescheduled 

accounts apply to all accounts 

restructured/rescheduled during the year.  While banks 

should ensure that they comply with the minimum 

disclosures prescribed, they may make more 

disclosures than the minimum prescribed. 

Non SLR Investment Banks should make the following disclosures in the 

‘Notes on Accounts’ of the balance sheet in respect of 

their non SLR investment portfolio. 

 

Issuer Composition of Non SLR Investments 

No. Issuer Amount Extent of 

private 

placement 

Extent of 

‘below 

investment 

grade’ 

securities 

Extent of 

‘unrated 

Securities 

Extent of 

‘unlisted 

securities 

(1) (2) (3) (4) (5) (6) (7) 

1. PSUs      
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2. FIs      

3. Banks      

4. Private corporate      

5. Subsidiaries/Joint 

Ventures 

     

6. Others      

7. Provision held 

towards 

depreciation  

 XXX XXX XXX XXX 

 Total      

Note: 

1. Total under column 3 should tally with the total of investments included 

under the following categories in Schedule 8 to the balance sheet: 

 a. Shares 

 b. Debentures & Bonds 

 c. Subsidiaries/Joint Ventures 

 d. Others 

2. Amounts reported under columns 4,5,6 and 7 above may not be mutually 

exclusive. 

     Non performing non-SLR investments 

 Particulars           Amount 

             (` Crore) 

 Opening balance 

 Additions during the year since 1st April 

 Reductions during the above period 

 Closing balance 

 Total provisions held 

The bank should make appropriate disclosures in the “Notes on Account” to 

the annual financial statements in respect of the exposures where the bank 

had exceeded the prudential exposure limits during the year. 

Notes and Instructions for Compilation 

General instructions 

1.  Formats of Balance Sheet and Profit and Loss Account cover all items likely to 

appear in the statements. In case a bank does not have any particular item to 
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report, it may be omitted from the formats. 

2.  Corresponding comparative figures for the previous year are to be disclosed 

as indicated in the format. The words “current year” and “previous year” used 

in the format are only to indicate the order of presentation and may appear in 

the accounts. 

3.  Figures should be rounded off to the nearest thousand rupees. 

4.  Unless otherwise indicated, the banks in these statements will include banking 

companies, nationalised banks, State Bank of India, Associate Banks and all 

other institutions including co-operatives carrying on the business of banking 

whether or not incorporated or operating in India.  

5. The Hindi version of the balance sheet will be part of the annual report. 

2.10  DISCLOSURE OF ACCOUNTING POLICIES 

In order to bring the true financial position of banks to pointed focus and enable 

the users of financial statements to study and have a meaningful comparison of 

their positions, the banks should disclose the accounting policies regarding key 

areas of operation at one place along with notes on accounting in their financial 

statements. The RBI has taken several steps from time to time to enhance the 

transparency in the operations of banks by stipulating comprehensive disclosures 

in tune with international best practices. RBI has prescribed the following additional 

disclosures in the ‘Notes to accounts’ in the banks’ balance sheets, from the year 

ending March, 2010: 

(i) Concentration of Deposits, Advanced, Exposures and NPAs; 

(ii) Sector-wise NPAs;  

(iii) Movement of NPAs;  

(iv) Overseas assets, NPAs and revenue;  

(v) Off-balance sheet SPVs sponsored by banks. 
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UNIT – 3 : CAPITAL ADEQUACY NORMS 

LEARNING OUTCOMES 
After studying this unit, you will be able to: 

 Definitions of capital funds (Tier I & Tier II) and minimum 

capital requirement,  

 Technique of computing weightage for the purpose of 

capital adequacy norms 

 

 

3.1  CAPITAL FRAMEWORK OF BANKS FUNCTIONING IN 

INDIA 

Capital adequacy is used to describe adequacy of capital resources of a bank in 

relation to the risks associated with its operations.  

Capital Adequacy Ratio (CAR) 

The Basel Committee on Banking Supervision had published the first Basel Capital 

Accord (popularly called as Basel I framework) in July, 1988 prescribing minimum 

capital adequacy requirements in banks for maintaining the soundness and stability of 

the International Banking System and to diminish existing source of competitive 

inequality among international banks. After Basel I framework, Basel II norms were 

released.  The main objectives of Basel committee were:  

(i) to stop reckless lending by bank  

(ii) to strengthen the soundness and stability of the banking  system and  

(iii)  to have a comparative footing of the banks of different countries. 

With a view to adopting the Basel Committee on Banking Supervision (BCBS) 

framework on capital adequacy which takes into account the elements of credit risk in 

various types of assets in the balance sheet as well as off-balance sheet business and 

also to strengthen the capital base of banks, Reserve Bank of India decided in April 

1992 to introduce a risk asset ratio system for banks (including foreign banks) in India 

as a capital adequacy measure. Having regard to the necessary upgradation of risk 
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management framework as also capital efficiency likely to accrue to the banks by 

adoption of the advanced approaches envisaged under the Basel II Framework and the 

emerging international trend in this regard, in July 2009 it was considered desirable to 

lay down a timeframe for implementation of the advanced approaches in India. 

Consequently, the Basel Committee on Banking Supervision (BCBS) released 

comprehensive reform package entitled “Basel III: A global regulatory framework for 

more resilient banks and banking systems” (known as Basel III capital regulations) in 

December 2010. Basel III reforms strengthen the bank-level i.e. micro prudential 

regulation, with the intention to raise the resilience of individual banking institutions 

in periods of stress. These new global regulatory and supervisory standards mainly 

seek to raise the quality and level of capital to ensure banks are better able to absorb 

losses on both a going concern and a gone concern basis, increase the risk coverage 

of the capital framework, introduce leverage ratio to serve as a backstop to the risk-

based capital measure, raise the standards for the supervisory review process etc. 

Reserve Bank issued Guidelines based on the Basel III reforms on capital regulation on 

May 2, 2012, to the extent applicable to banks operating in India. The Basel III capital 

regulation has been implemented from April 1, 2013 in India in phases and it will be 

fully implemented as on March 31, 2018.  

NOTE: The capital adequacy norms given in this unit are as per existing Basel II 

norms. RBI requires Banks to maintain minimum capital risk adequacy ratio 

of 9 % on an ongoing basis∗.  

Every bank should maintain a minimum capital adequacy ratio based on capital 

funds and risk assets. As per the prudential norms, all Indian scheduled commercial 

banks (excluding regional rural banks) as well as foreign banks operating in India 

are required to maintain capital adequacy ratio (or capital to Risk Weighted Assets 

Ratio) which is specified by RBI from time to time.  At present capital adequacy 

ratio is 9%. 

The capital adequacy ratio is worked out as below: 

   
Capital fund **

Risk weighted assets  off balance sheet items+
X 100 

** Capital Fund consists of Tier I & Tier II Capital 

                              

∗
 RBI has issued a master circular No. DBOD.No.BP.BC.5/21.06.001/2014/15 dated July 1, 2014 on 

“Prudential Guidelines on Capital Adequacy and Market Discipline- New Capital Adequacy Framework 
(NCAF)”. 
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The CAR measures financial solvency of Indian and foreign banks. Under Basel 

II norms, Banks can lend only about 22 times of their core Capital. 

3.2  CAPITAL FUNDS 

Capital is divided into two tiers according to the characteristics/qualities of each 

qualifying instrument.  Tier I capital consists mainly of share capital and disclosed 

reserves and it is a bank’s highest quality capital because it is fully available to cover 

losses.  

Tier II capital on the other hand consists of certain reserves and certain types of 

subordinated debt. The loss absorption capacity of Tier II capital is lower than that 

of Tier I capital.  When returns of the investors of the capital issues are counter 

guaranteed by the bank, such investments will not be considered as Tier I/II 

regulatory capital for the purpose of capital adequacy. 

3.3  TIER-I AND TIER-II CAPITAL FOR INDIAN BANKS  

Tier I capital (also known are core capital) provides the most permanent and 

readily available support to a bank against unexpected losses.  

3.3.1 Tier I capital  

The elements of Tier I capital include 

(i) Paid-up capital (ordinary shares), statutory reserves, and other disclosed free 

reserves, including share premium if any. 

(ii) Perpetual Non-cumulative Preference Shares (PNCPS) eligible for inclusion as 

Tier I capital - subject to laws in force from time to time. 

(iii) Innovative Perpetual Debt Instruments (IPDI) eligible for inclusion as Tier I 

capital, and 

(iv) Capital reserves representing surplus arising out of sale proceeds of assets.  

Banks may include quarterly / half yearly profits for computation of Tier I capital 

only if the quarterly / half yearly results are audited by statutory auditors and not 

when the results are subjected to limited review. 

As reduced by: 

 intangible assets and losses in the current period and those brought forward 

from previous period. 

 Creation of deferred tax asset (DTA) results in an increase in Tier I capital of a 
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bank without any tangible asset being added to the banks’ balance sheet. 

Therefore, DTA, which is an intangible asset, should be deducted from Tier I 

capital. 

3.3.2 Tier II capital: comprises elements that are less permanent in nature or are 

less readily available than those comprising Tier I capital. The elements comprising 

Tier II capital are as follows: 

(a) Undisclosed reserves 

(b)  Revaluation reserves 

(c)  General provisions and loss reserves 

(d)  Hybrid debt capital instruments 

(e)  Subordinated debt 

(f)  Investment Reserve Account 

(a) Undisclosed reserves and cumulative perpetual preference assets - These 

elements have the capacity to absorb unexpected losses and can be included in the 

capital, if they represent accumulations of post-tax profits and not encumbered by 

any known liability and should not be routinely used for absorbing normal loan or 

operating losses. Cumulative perpetual preference shares should be fully paid-up 

and should not contain clauses which permit redemption by the holder. 

(b) Revaluation reserves - These reserves often serve as a cushion against 

unexpected losses but they are less permanent in nature and cannot be considered 

as core capital. Revaluation reserves arise from revaluation of assets that are under-

valued in the bank’s books. The extent to which the revaluation reserve can be 

relied upon as cushion for unexpected loss depends mainly upon the level of 

certainty that can be placed on estimates of the market values of the relevant 

assets, the subsequent proportion in values under difficult market conditions or in 

a forced sale, potential for actual liquidation at those values, tax consequences of 

revaluation etc. Therefore, it would be prudent to consider revaluation reserves at 

a discount of 55% while determining their value for inclusion in Tier-II capital. Such 

reserves however will have to be reflected on the face of the balance sheet as 

revaluation reserves. 

(c) General provisions and loss reserves - If these are not attributable to the 

actual diminution in value or identifiable potential loss in any specific asset and are 

available to meet unexpected losses, they can be included in Tier-II capital. 

Adequate care must be taken to see that sufficient provisions have been made to 

meet all known losses and foreseeable potential losses before considering general 
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provisions and loss reserves to be part of Tier-II capital. However, general 

provisions and loss reserves (including general provision on standard assets) may 

be taken only up to a maximum of 1.25 per cent of weighted risk assets. 

'Floating Provisions' held by the banks, which is general in nature and not made 

against any identified assets, may be treated as a part of Tier II capital within the 

overall ceiling of 1.25 percent of total risk weighted assets. 

Excess provisions which arise on sale of NPAs would be eligible Tier II capital subject 

to the overall ceiling of 1.25% of total Risk Weighted Assets. 

(d) Hybrid Debt Capital instruments - Those instruments which have close 

similarities to equity, in particular when they are able to support losses on an 

ongoing basis without triggering liquidation, may be included in Tier II capital. At 

present the following instruments have been recognized and placed under this 

category: 

i. Debt capital instruments which has a combination of characteristics of both 

equity and debt, eligible for inclusion as Upper Tier II capital; and 

ii. Perpetual Cumulative Preference Shares (PCPS) / Redeemable Non-Cumulative 

Preference Shares (RNCPS) / Redeemable Cumulative Preference Shares (RCPS) 

as part of Upper Tier II Capital. 

(e) Subordinated Debt - To be eligible for inclusion in the Tier-II capital the 

instrument should be fully paid up, unsecured, subordinated to the claims of other 

creditors, free of restrictive clauses and should not be redeemable at the initiative 

of the holder or without the consent of the Reserve Bank of India. They often carry 

a fixed maturity and as they approach maturity, they should be subjected to 

progressive discount for inclusion in Tier-II capital. Instrument with an initial 

maturity of less than five years or with a remaining maturity of one year should not 

be included as part of Tier-II capital. Subordinated debt instrument will be limited 

to 50% of Tier-I capital. 

(f)  Investment Reserve Account - In the event of provisions created on account 

of depreciation in the ‘Available for Sale’ or ‘Held for Trading’ categories being 

found to be in excess of the required amount in any year, the excess should be 

credited to the Profit & Loss account and an equivalent amount (net of taxes, if any 

and net of transfer to Statutory Reserves as applicable to such excess provision) 

should be appropriated to an Investment Reserve Account in Schedule 2 –“Reserves 

& Surplus” under the head “Revenue and other Reserves” in the Balance Sheet and 

would be eligible for inclusion under Tier II capital within the overall ceiling of 1.25 
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per cent of total risk weighted assets prescribed for General Provisions/ Loss 

Reserves. 

(g)  Banks are allowed to include the ‘General Provisions on Standard Assets’ and 

‘provisions held for country exposures’ in Tier II capital. However, the provisions on 

‘standard assets’ together with other ‘general provisions/ loss reserves’ and 

‘provisions held for country exposures’ will be admitted as Tier II capital up to a 

maximum of 1.25 per cent of the total risk-weighted assets. 

3.3.3 Deductions from Tier I and Tier II Capital 

a) Equity/non-equity investments in subsidiaries 

 The investments of a bank in the equity as well as non-equity capital 

instruments issued by a subsidiary, which are reckoned towards its regulatory 

capital as per norms prescribed by the respective regulator, should be 

deducted at 50 per cent each, from Tier I and Tier II capital of the parent bank, 

while assessing the capital adequacy of the bank on 'solo' basis, under the 

Basel I Framework. 

b) Credit Enhancements pertaining to Securitization of Standard Assets 

i) Treatment of First Loss Facility: The first loss credit enhancement 

provided by the originator shall be reduced from capital funds and the 

deduction shall be capped at the amount of capital that the bank would 

have been required to hold for the full value of the assets, had they not 

been securitised. The deduction shall be made at 50% from Tier I and 50% 

from Tier II capital. 

ii) Treatment of Second Loss Facility: The second loss credit enhancement 

provided by the originator shall be reduced from capital funds to the full 

extent. The deduction shall be made 50% from Tier I and 50% from Tier II 

capital. 

iii) Treatment of credit enhancements provided by third party: In case, the 

bank is acting as a third party service provider, the first loss credit 

enhancement provided by it shall be reduced from capital to the full extent 

as indicated at para (i) above. 

iv) Underwriting by an originator: Securities issued by the SPVs and 

devolved / held by the banks in excess of 10 per cent of the original 

amount of issue, including secondary market purchases,  shall be deducted 

50% from Tier I capital and 50% from Tier II capital. 
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v)  Underwriting by third party service providers: If the bank has 

underwritten securities issued by SPVs devolved and held by banks which 

are below investment grade the same will be deducted from capital at 50% 

from Tier I and 50% from Tier II. 

3.4 RATIO OF TIER II CAPITAL TO TIER I CAPITAL  

The quantum of Tier II capital is limited to a maximum of 100% of Tier I 

Capital. This seeks to ensure that the capital funds of a bank predominantly 

comprise of core capital rather than items of a less permanent nature. It may be 

clarified that the Tier II capital of a bank can exceed its Tier I capital; however, in 

such a case, the excess will be ignored for the purpose of computing the capital 

adequacy ratio. 

3.5 TIER I AND TIER II CAPITAL FOR FOREIGN BANKS  

As in case of Indian banks, capital funds of foreign banks operating in India would 

also comprise of Tier I capital and Tier II capital. 

Tier I capital of Foreign bank would comprise the following elements: 

(i) Interest free funds from Head Office kept in a separate account in Indian books 

specifically for the purpose of meeting the capital adequacy norms. 

(ii)  Innovative Instruments eligible for inclusion as Tier I capital. 

(iii) Statutory reserves kept in Indian books. 

(iv) Remitable surplus retained in Indian books which is not repatriable so long as 

the bank functions in India. 

Tier II Capital: 

The elements of Tier II capital include the following elements. 

a)  Elements of Tier II capital as applicable to Indian banks. 

b)   Head Office (HO) borrowings raised in foreign currency (for inclusion in Upper 

Tier II Capital) subject to certain terms and conditions. 

3.6 RISK-ADJUSTED ASSETS 

For CAR purposes the entire assets side of the Banks Balance Sheet is recalculated 

on the basis of assigning risk weights to each category of assets. This follows the 

principle of conservatism by considering assets at their Risk Adjusted Values rather 

than at their face value in calculating the CAR  
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For example, cash balances are not susceptible to any risks whereas advances are 

susceptible to credit risks. Even within advances, the risk of loss arising from failure 

of the customer to settle his obligation fully is less in the case of loans guaranteed 

by DICGC/ECGC as compared to unguaranteed loans.  

Similarly, different off-balance sheet items also involve varying degree of risk. For 

example, the risk involved in guarantees given against counter-guarantees of other 

banks is much less compared to other guarantees. Similarly, guarantees related to 

particular transactions are less risky compared to general guarantees of 

indebtedness. 

Recognising the above, the Reserve Bank has assigned different risk weights to 

different categories of assets. For example, cash, balances with Reserve Bank of 

India is assigned a risk weight of zero (i.e. the asset will not be considered to be at 

risk at all), loan and advances have generally been assigned a risk weight of 100 

per cent.  

The risk adjusted value for any category of assets is determined by multiplying the 

value of the category of an asset as per the balance sheet with the risk weight 

assigned thereto.  

For example, if a bank has DICGC/ECGC guaranteed advances of ` 100 crores 

outstanding on the balance sheet date, the risk-adjusted value of these advances 

would be ` 50 crores (loans guaranteed by DICGC/ECGC have been assigned a risk 

weight of 50). 

So even though the Bank has extended a loan of ` 100 crores, after Risk –Adjusted 

Assets, for CAR purposes it will be reckoned as only ` 50 Crores. 

In brief the important weights for the purpose of Ascertainment of CAR are 

as follows:- 

Sr. 

No. 
Item of asset Risk Weight % 

1. Cash, balances with RBI  0 

2. Balances in current account with other banks  20 

3. Investments in Government Securities 0 

4. Other Investments 100 

5. Loans & Advances guaranteed by Government 0 

6. Other Loans & Advances  100 

7. Bank Premises, Furniture & Fittings etc. 100 
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8. All Off- Balance Sheet Items like LC’s, LG’s, Bills 

 

100 

9. Non funded exposure to Real estate 150 

For detailed Risk Weights as per RBI guidelines for the purpose of CAR are given in 

Annexure IV. 

3.7 REPORTING FOR CAPITAL ADEQUACY NORMS 

Banks should furnish an annual return.  The format for the returns is specified by 

the RBI under Capital Adequacy Norms. The returns should be signed by two 

officials who are authorised to sign the statutory returns now being submitted to 

the Reserve Bank. 

Illustration 1 

A commercial bank has the following capital funds and assets. Segregate the capital 

funds into Tier I and Tier II capitals. Find out the risk-adjusted asset and risk weighted 

assets ratio – 

Capital Funds: (Figures in ` lakhs) 

Equity Share Capital 4,80,00 

Statutory Reserve 2,80,00 

Capital Reserve (of which ` 280 lakhs were due 12,10 

to revaluation of assets and the balance due to sale)  

Assets: 

Cash Balance with RBI 4,80 

Balances with other Bank 12,50 

Claims on Banks 28,50 

Other Investments 782,50 

Loans and Advances: 

(i) Guaranteed by government 128,20 

(ii) Guaranteed by public sector 702,10 

 undertakings of Government of India 

(iii) Others 52,02,50 

 Premises, furniture and fixtures 182,00 

 Other Assets 201,20 

Off-Balance Sheet Items: 

 Acceptances, endorsements and letters of credit 37,02,50 
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Solution  

(i) Capital Funds - Tier I : ` in ` in 

 lakhs lakhs 

 Equity Share Capital  480,00 

 Statutory Reserve  280,00 

 Capital Reserve (arising out of sale of assets)  9,30 

    769,30 

Capital Funds - Tier II : 

 Capital Reserve (arising out of revaluation of assets) 280 

 Less : Discount to the extent of 55% (154)     1,26 

  770,56 

(ii) Risk Adjusted Assets 

 Funded Risk Assets ` in Percentage Amount 

  lakhs weight ` in lakhs 

 Cash Balance with RBI 4,80 0 — 

 Balances with other Banks 12,50  20 2,50 

 Claims on banks 28,50  20 5,70 

Other Investments 782,50 100 782,50 

Loans and Advances: 

(i) guaranteed by government 128,20 0 — 

(ii) guaranteed by public sector 

 undertakings of Central Govt. 702,10 0 — 

(iii) Others 52,02,50 100 52,02,50 

 Premises, furniture and fixtures 1,82,00 100 1,82,00 

 Other Assets 2,01,20 100 2,01,20 

   63,76,40 

Off-Balance Sheet Item ` in Credit  

  lakhs Conversion  

   Factor 

Acceptances, Endorsements 

and Letters of credit 37,02,50 100 37,02,50 

© The Institute of Chartered Accountants of India



  

 

10.46 ADVANCED ACCOUNTING 

     100,78,90 

Risk Weighted Assets Ratio: 
Capital Funds (Tier I & Tier II)

100
Risk Adjusted Assets off Balance sheet items

×
+

 

 =
50,02,3740,76,63

26,130,69,7

+
+

 

Capital Adequacy Ratio = 
770,56

100
100,78,90

×  = 7.65% 

Expected ratio is 9%. So the bank has to improve the ratio by introducing further 

Tier I capital. 
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UNIT – 4 : INCOME RECOGNITION,CLASSIFICATION 

OF ASSETS AND PROVISIONS 

LEARNING OUTCOMES 

In this unit, you will be able to:  

 Determine the profit/loss of a bank which is determined by 

the income recognition policy. Learn the technique of 

income recognition followed by a bank. 

 Classify advances of a Bank according to the riskiness i.e. 

standard assets, sub-standard assets, doubtful assets, and 

loss assets. Try to understand the definitions of various 

categories and also follow Illustration given in the chapter 

to learn. 

 Create adequate provision against sub-standard, doubtful 

and loss assets. This helps to find out the bank profit in a 

conservative manner. Reserve Bank (RBI) has issued 

guidelines stating the rates to be followed for making such 

provision.  

 Make provision for depreciation on their current 

investments. Learn how to classify investments into 

permanent and current and also follow the 

 

4.1 INCOME RECOGNITION 

Bulk of a banks’ income is from two sources:- 

1. Interest earned on Loans & Advances extended to its customers. 

2. Discount and commission earned handling Bills of Exchange and Non-Funded 
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advances like Letter of Credit (LC), Letter of Guarantee (LG) etc. 

In this unit Income recognition from Loans & Advances will be dealt with and in the 

next unit Income from Bills/LCs’/LGs’ will be taken up. 

Income recognition for interest earned is a function of classification of the Bank 

loans & advances (i.e. its Assets into Performing & Non-Performing Assets (NPA’s)). 

For Performing assets income is recognised as it is earned i.e. accrued. It is an 

essential condition for accrual of income that it should not be unreasonable to 

expect its ultimate collection. For Non-Performing assets interest income is not 

considered on accrual basis and it is recognised only when it is actually received.  

Basically an NPA is a bad and doubtful debt. 

An asset becomes non-performing when the bank does not receive income from it 

for a certain period. In concept, any credit facility (assets) becomes non-performing 

“when it ceases to generate income for a bank.”   

Note: Bank should classify an account as NPA if the interest due and charged 

during any quarter is not serviced fully within 90 days from the end of the 

quarter. 

Income from non-performing assets can only be accounted for as and when it is 

actually received. The Accounting Standard 9 (AS 9) on ‘Revenue Recognition' 

issued by the Institute of Chartered Accountants of India (ICAI) requires that the 

revenue that arises from the use, by others, of enterprise resources yielding interest 

should be recognized only when there is no significant uncertainty as to its 

measurability or collectability.   

Illustration 1 

Given below interest on advances of a commercial bank (` in lakhs) 

  Performing Assets NPA 

 Interest Interest Interest Interest 

 earned received earned received 

Term Loans 120 80 75 5 

Cash credits and overdrafts 750 620 150 12 

Bills purchased and discounted 150 150 100 20 

Find out the income to be recognized for the year ended 31st March, 201X1. 
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Solution  

Interest on performing assets should be recognised on accrual basis, but interest 

on NPA should be recognised on cash basis. 

    ` in lakhs 

Interest on Term Loan : (120 + 5)  =  125 

Interest on cash credits and overdraft : (750 + 12) =  762 

Income from bills purchased and discounted : (150 + 20) =  170 

    1,057 

Illustration 2 

KC Bank Statement of interest on advances in respect of Performing assets and Non 

Performing Assets are as follows:-            

                ( in lakhs) 

  Performing Assets  Non Performing Assets 

 Interest Interest Interest Interest 

 earned received earned received 

Cash credits and overdrafts 1800 1060 450 70 

Term Loan 480 320 300 40 

Bills purchased and discounted 700 550 350 36 

Find out the income to be recognized for the year ended 31st March, 20X1. 

Solution  

Interest on performing assets should be recognised on accrual basis, but interest 

on NPA should be recognised on cash basis. 

    ` in lakhs 

Interest on cash credits and overdraft : (1800+70) =  1,870 

Interest on Term Loan (480+40)  =  520 

Income from bills purchased and discounted : (700+36)  =     736 

     3,126 
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Illustration 3 

Find out the income to be recognized in the case of SS Bank for the year ended 31st 

March, 20X1: 

         (` in lakhs) 

 Performing Assets  Non-performing Assets 

 Interest 

accrued 

Interest 

received 

Interest 

accrued 

Interest 

received 

Term loans  240  160  150  10 

Cash credits and overdrafts 1,500  1,240  300  24 

Solution 

Calculation of interest income of SS Bank to be recognized for the year ended 31.3.20X1 

 (` in  lacs) 

Term Loan   

Interest accrued on Performing Assets  240  

Interest received on Non - Performing Assets  10  250 

Cash credit and overdraft   

Interest accrued on Performing Assets  1,500  

Interest received on Non - Performing Assets  24  1,524 

Total interest to be recognized   1,774 

Identification of NPA 

The Reserve Bank of India has issued detailed guidelines to banks regarding the 

classification of advances between performing and non-performing assets which 

are revised from time to time. The latest guidelines for identifying an NPA’s are: 

1. Bills purchased and discounted become NPA if interest and / or instalment 

of principal remain overdue for a period exceeding 90 days. 

2. Term Loans: become NPA if their amount (interest or principal) remain 

overdue wholly or partly for a period exceeding 90 days. 

3. A cash credit / overdraft account is treated as NPA if it becomes out of order. 

An account is deemed to be out of order if the outstanding balance remains 

continuously in excess of the sanctioned borrowing power or though the 

outstanding balance remains below the sanctioned borrowing power, there have 

been no credits in the account for a continuous period of more than 90 days prior 

to the Balance Sheet date or where the credits have not been enough to cover the 
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interest debited during the same period. Therefore, an account is treated as 'out 

of order' if any of the following conditions are satisfied: 

(a) The outstanding balance remains continuously in excess of the sanctioned 

limit/drawing power for a continuous period of 90 days prior to the Balance 

Sheet date  

(b) Though the outstanding balance is less than the sanctioned limit/drawing 

power – 

(i) there have been no credits for a continuous period of more than 90 days 

prior to the date of balance sheet; or 

(ii) credits during the aforesaid period are not enough to cover the interest 

debited during the same period. 

c)  Further any amount due to the bank under any credit facility is ‘overdue’ if it is 

not paid on the due date fixed by the bank.  

Example of OUT OF ORDER 

Sanctioned limit  `60,00,000 

Drawing power `55,00,000 

Amount outstanding continuously from 1.01.20X1 to 31.03.20X1 ` 47,00,000 

Total interest debited  `3,42,000 

Total credits            `1,25,000 

Since the credit in the account is not sufficient to cover the interest debited during 

the period account will be said as NPA. 

4. Agricultural Advances: Advances granted for agriculture purposes becomes 

NPA if interest and/or installment of principal remains overdue for two crop 

seasons in case of short duration crops and a loan granted for long duration 

crops will be treated as NPA, if the installment of principal or interest thereon 

remains overdue for one crop season. Crops having crop season of more than one 

year i.e. upto the period of harvesting the crops raised will be termed as ‘long 

duration” crops and other crops will be treated as “short duration” crops. 

5. Securitisation transactions: Such transactions become NPA when the amount 

of liquidity facility remains overdue for more than 90 days. 

6. Derivative transactions: Such transactions become NPA when the overdue 

receivables representing positive mark to market value of a derivative contract 

remain unpaid for a period of 90 days from the specified due date for payment. 
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7. Government guaranteed advances: The credit facilities backed by guarantee 

of the Central Government though overdue may be treated as NPA only when the 

Government repudiates its guarantee when invoked. This exemption from 

classification of Government guaranteed advances as NPA is not for the purpose of 

recognition of income. The requirement of invocation of guarantee has been 

delinked for deciding the asset classification and provisioning requirements in 

respect of State Government guaranteed exposures. With effect from the year 

ending 31 March 2006 State Government guaranteed advances and investments in 

State Government guaranteed securities would attract asset classification and 

provisioning norms if interest and/or principal or any other amount due to the 

bank remains overdue for more than 90 days. 

8. Advances to Staff: As in the case of project finance, in respect of housing 

loans or similar advances granted to staff members where interest is payable after 

recovery of principal, the overdue status (in respect of payment of interest) should 

be reckoned from the date when there is default in payment of interest or 

repayment of installment of principal on due date of payment. 

9. Take-out Finance: In the case of take-out finance arrangement, the lending 

bank should apply the prudential norms in the usual manner so long as the account 

remains on its banks.  

∗ Take-out finance is a product emerging in the context of the funding of long-term 

infrastructure projects.  Under this arrangement, the institution/bank financing the 

infrastructure projects ('the lending institution') has an arrangement with a financial 

institution ('the taking-over institution') for transferring to the latter the 

outstanding in respect of such financing on a pre-determined basis. There are 

several variants of take-out finance, but basically, they are either in the nature of 

unconditional take-out finance or conditional take-out finance. In the latter case, 

the taking-over institution stipulates certain conditions to be satisfied by the 

borrower before it is taken over from the lending institution. Thus, in this variant of 

take-over arrangements, there is an inherent element of uncertainty over the 

ultimate transfer of the outstanding amount to the taking-over institution. For a 

take-out finance arrangement to take effect, the borrower should also recognize 

the arrangement by way of inter-creditor arrangement.  

10. Advances Guaranteed by EXIM Bank: In the case of advances covered under 

the guarantee-cum-refinance programme of EXIM Bank, to the extent payment has 

been received by the bank from the EXIM Bank, the advance may not be treated 

as NPA. The balance should, however, be treated as NPA (if the conditions for 

treating it as NPA are satisfied). 
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11. Consortium Advances: Asset classification of accounts under consortium 

should be based on the record of recovery of the individual member banks and 

other aspects having a bearing on the recoverability of the advances. Where the 

remittances by the borrower under consortium lending arrangements are pooled 

with one bank and/or where the bank receiving remittances is not parting with the 

share of other member banks, the account will be treated as not serviced in the 

books of the other member banks and therefore, be treated as NPA. The 

banks participating in the consortium should, therefore, arrange to get their share 

of recovery transferred from the lead bank or get an express consent from the lead 

bank for the transfer of their share of recovery, to ensure proper asset classification 

in their respective books. 

12. Advances Secured Against Certain Instruments: Advances secured against 

term deposits, national savings certificates (NSCs) eligible for surrender, Indira 

Vikas Patras, Kisan Vikas Patras and life insurance policies have been exempted 

from the above guidelines. Thus, interest on such advances may be taken to income 

account on due dates provided adequate margin is available in the respective 

accounts. Advances against gold ornaments, government securities and all other 

securities are not covered by this exemption. 

4.1.1 Regularisation of Account by year-end: The identification of NPA is to 

be done on the basis of the position as on the balance sheet date. If an account 

has been regularised before the balance sheet date by payment of overdue amount 

through genuine sources (and not by sanction of additional facilities or transfer of 

funds between accounts), the account need not be treated as NPA. The bank 

should, however, ensure that the account remains in order subsequently. Also, a 

solitary credit entry made in the account on or before the balance sheet date which 

extinguished the overdue amount of interest or instalment of principal is not 

reckoned as the sole criterion for determining the status of the account as non-

performing or otherwise. 

Certain other important RBI guidelines with reference to NPA’s are given below:- 

(i)  Temporary Deficiencies: The classification of an asset as NPA should be 

based on the record of recovery. Bank should not classify an advance account 

as NPA merely due to the existence of some deficiencies which are temporary in 

nature such as non-availability of adequate drawing power based on the latest 

available stock statement, balance outstanding exceeding the limit temporarily, 

non-submission of stock statements and non-renewal of the limits on the due date, 

etc. In the matter of classification of accounts with such deficiencies banks may 

follow the following guidelines: 
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a)  Banks should ensure that drawings in the working capital accounts are covered 

by the adequacy of current assets, since current assets are first appropriated in 

times of distress. Drawing power is required to be arrived based on the 

stock statement which is current. However, considering the difficulties of large 

borrowers, stock statements relied upon by the banks for determining drawing 

power should not be older than three months. The outstanding in the account 

based on drawing power calculated from stock statements older than three 

months, would be deemed as irregular. 

A working capital borrower account will become NPA if such irregular drawings are 

permitted in the account for a continuous period of 90 days even though the unit 

may be working or the borrower's financial position is satisfactory. 

b)  Regular and ad hoc credit limits need to be reviewed/ regularised not later than 

three months from the due date/date of ad hoc sanction. In case of constraints such 

as non-availability of financial statements and other data from the borrowers, the 

branch should furnish evidence to show that renewal/ review of credit limits is 

already on and would be completed soon. In any case, delay beyond six months is not 

considered desirable as a general discipline. Hence, an account where the regular/ ad 

hoc credit limits have not been reviewed/ renewed within 180 days from the due date/ 

date of ad hoc sanction will be treated as NPA. 

(ii)  Net Worth of Borrower/Guarantor or Availability of Security: Since income 

recognition is based on recoveries from an advance account, net worth of 

borrower/guarantor should not be taken into account for the purpose of treating 

an advance as NPA or otherwise. Likewise, the availability of security is not relevant 

for determining whether an account is NPA or not (this is, however, subject to 

certain exceptions). 

(iii) Determination of NPAs: Borrower-wise, Not Facility-wise: If any of the 

credit facilities granted to a borrower becomes non-performing, all the facilities 

granted to the borrower will have to be treated as NPA without any regard to 

performing status of other facilities. 

(iv) Partial Recoveries in NPAs: Interest partly realised in NPAs can be taken to 

income. However, it should be ensured that the credits towards interest in the 

relevant accounts are not out of fresh/additional credits facilities sanctioned to 

borrowers concerned. 

4.1.2  Interest Application : On an account turning NPA, banks should reverse 

the interest already charged and not collected by debiting Profit and Loss account, 

and stop further application of interest. However, banks may continue to record 
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such accrued interest in a Memorandum account in their books. For the purpose of 

computing Gross Advances, interest recorded in the Memorandum account should 

not be taken into account. 

In the account books of the bank, a customer’s loan account is debited with the 

amount lent to him and the interest accrued thereon is also entered in the debit 

side of his account. This procedure is followed when the financial position of the 

customer is good and he will be in a position to return the money on maturity date; 

the journal entry is : 

Debit : Customer’s Loan Account 

Credit : Interest Account 

But if there is any doubt regarding customer’s ability to pay, the debt becomes 

doubtful and the interest accrued on doubtful debts at the end of the accounting 

year should not be credited to Interest Account because it remains unrealised and 

would artificially inflate the profit of the bank company. Interest on doubtful debts 

should be then credited to Interest Suspense Account and debited to Customer’s 

Loan Account as shown below: 

Debit : Customer’s Loan Account 

Credit  : Interest Suspense Account 

In the balance sheet Interest Suspense Account will be shown in Liabilities side of 

to be included in Schedule 5: Other Liabilities and Provisions, Customer’s Loan 

account with interest included would be shown in the Assets side. At a later date 

when the loan is repaid by the customer and interest realised, the entry would be: 

Debit : Interest Suspense Account 

Credit : Interest Account 

Finally, the unrealised amount of interest should be transferred to Customer’s Loan 

Account with the help of following entry: 

 Interest Suspense Account Dr. 

  To Customer’s Loan Account 

For Example: 

On 31 March 20X1, there is an unsecured loan of ` 8,00,000 to Shri Pankaj in the loan 

ledger of a Sona Bank.  It is found on enquiry that the financial position of the borrower 

is bad and doubtful.  Interest on the said loan has accrued ` 80,000 and is yet to be 

recorded.  During 20X1-X2, the bank is able to realise only 80% of the outstanding 

© The Institute of Chartered Accountants of India



  

 

10.56 ADVANCED ACCOUNTING 

amount on account of customer’s bankruptcy. Show how the transactions would be 

recorded in the books of the Sona bank. 

Solution 

Journal Entries  

Books of Sona Bank 

Date Particulars  Debit Credit 

   ` ` 

 20X1 Pankaj Loan Account Dr. 80,000  

31 March   To Interest Suspense Account   80,000 

 (Interest due on doubtful debt credited 

to interest suspense account) 

   

20X1-X2 Bank Account Dr. 7,04,000  

  To Pankaj Loan Account   7,04,000 

 (Recovery of 80% of the total loan 

amount and interest accrued i.e. 

(8,00,000+80,000) 

   

 Interest Suspense Account Dr. 64,000  

  To Interest Account   64,000 

 (Amount received against the suspense 

account) 

   

 Interest Suspense Account Dr. 16,000  

 Bad Debts Account  Dr. 1,60,000  

  To Pankaj Loan Account   1,76,000 

 (Unrecovered portion of the interest 

reversed and the balance transferred to 

bad debts account) 

   

Treatment of interest suspense account: Amounts held in Interest Suspense 

Account should not be reckoned as part of provisions for NPA. Amounts lying in 

the Interest Suspense Account should be deducted from the relative advances and 

thereafter NPA, provisioning as per the norms, should be made on the 

balances after such deduction. 
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4.2 CLASSIFICATION OF BANK ADVANCES ON BASIS OF 

PERFORMANCE 

The Banks have to classify their advances into two broad groups:  

1. Performing Assets 

2. Non-Performing Assets 

Performing assets are also called as Standard Assets. The Non-Performing Assets 

is again classified into three groups and they are (i) sub-standard Assets (ii) 

doubtful assets & (iii) Loss Assets. 

 

Performing Assets: 

Standard Assets - Standard assets are those which do not disclose any problems 

and which does not carry more than normal risk attached to the business.  

Non-Performing Assets (NPA): 

(i) Sub-standard Assets – A Sub-standard asset is one which has been classified 

as an NPA for a period not exceeding 12 months.  

 In such cases, the current net worth of the borrower/guarantor or the current 

market value of the security charged is not enough to ensure recovery of the 

dues to the bank in full. In other words, such an asset will have well-defined 

credit weaknesses that jeopardise the repayment of the debt and are 

characterised by the possibility that the bank would sustain some loss, if 

deficiencies are not corrected. 

(ii) Doubtful Assets - An asset would be classified as doubtful if it has remained 

in the substandard category for a period of at least 12 months. A loan classified 

as doubtful has all the weaknesses inherent in assets that were classified 

as sub-standard, with the added characteristic that the weaknesses make 

Classification of Bank Advances

Performing Assets (Standard Assets) Non Performing Assets

Sub Standard 
Assets

Doubtful Assets Loss Assets
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collection or liquidation in full, – on the basis of currently known facts, 

conditions and values – highly questionable and improbable.  

 As per RBI guideline, loan upon becoming an NPA would first be classified as 

sub-standard for a period not exceeding 12 months and beyond that it would 

have to be classified as DOUBTFUL. 

(iii) Loss Assets - A loss asset is one where loss has been identified by the bank or 

internal or external auditors or the RBI inspectors but the amount has not 

been written off, wholly or partly. In other words, such an asset is considered 

uncollectible or if collected of such little value that its continuance as a bank 

asset is not warranted although there may be some salvage or recovery value. 

 It may be noted that the above classification is meant for the purpose of 

computing the amount of provision to be made in respect of advances and not 

for the purpose of presentation of advances in the balance sheet. The balance 

sheet presentation of advances is governed by the Third Schedule to the 

Banking Regulation Act, 1949, which requires classification of advances 

altogether differently. 

Important Points for Provisions: 

1. Threats to Recovery: As per the guidelines, upon becoming NPA, a credit 

facility would be classified first as sub-standard for a period not exceeding 12 

months and then as doubtful. It has been clarified, however, that in respect of 

accounts where there are potential threats to recovery on account of erosion in the 

value of security or non-availability of security and existence of other factors such 

as frauds committed by borrowers, it will not be prudent for banks to clarify them 

first as sub-standard and thereafter as doubtful. Banks have been advised to classify 

such accounts straightway as doubtful or loss assets, as appropriate irrespective 

of the period for which the account has remained NPA. 

2.  Security having Significant Realisable Value: It has been clarified that where 

the realisable value of security is significant, the credit facility should not be treated 

as loss assets.  

To illustrate, suppose, as on March 31, 2012, the bank or the internal/external auditor 

or the RBI inspectors identifies a particular credit facility as a loss asset where the 

amount outstanding is ` 100 lakh and the salvage value of the security is ` 10 lakh. In 

such a case, the facility should be treated as a loss asset and provision should be made 

for ` 100 lakh (and not ` 90.00 lakh). If, on the other hand, the realisable value of the 

security is ` 80 lakh (i.e) the realisable value of security is significant then the bank can 

treat the credit facility only as doubtful and not as a loss asset.  
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3. Reschedulement / Restructuring /Renegotiation of Advances: Banks may 

restructure the accounts classified under 'standard', 'sub-standard' and 'doubtful' 

categories. However, Banks can not reschedule / restructure /renegotiate any of the 

borrowal accounts with retrospective effect. While a restructuring proposal is under 

consideration, the usual asset classification norms would continue to apply. The 

process of re- classification of an asset should not stop merely because restructuring 

proposal is under consideration. The asset classification status as on the date of 

approval of the restructured package by the competent authority would be relevant to 

decide the asset classification status of the account after restructuring / rescheduling 

/ renegotiation. 

No account will be taken up for restructuring by the banks unless the financial viability 

is established and there is a reasonable certainty of repayment from the borrower, as 

per the terms of restructuring package. The viability should be determined by the 

banks based on the acceptable viability benchmarks determined by them, which may 

be applied on a case-by-case basis. 

The stages at which the restructuring/rescheduling/ renegotiation of the terms of loan 

agreement can take place are as under: 

(a) Before commencement of commercial production/operation; 

(b) After commencement of commercial production/operation but before the asset 

has been classified as sub-standard; and 

(c)  After commencement of commercial production/operation and after the asset has 

been classified as sub-standard or doubtful. 

The accounts classified as 'standard assets' should be immediately reclassified as 'sub-

standard assets' upon restructuring (except for in certain cases).  The non-performing 

assets, upon restructuring, would continue to have the same asset classification as prior 

to restructuring and slip into further lower asset classification categories as per extant 

asset classification norms with reference to the pre-restructuring repayment schedule 

(except for in certain cases).  Any additional finance may be treated as ‘standard asset’, 

up to a period of one year after the first interest/principal payment, whichever is earlier, 

falls due under the approved restructuring package. However, in case of accounts 

where the pre-restructuring facility was classified as “sub-standard” and “doubtful”, 

interest income on the additional finance should be recognized on cash basis only. If 

the restructured asset does not qualify for upgradation at the end of the above 

specified one year period, the additional finance shall be placed in the same asset 

classification category as the restructured debt.  
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All restructured accounts which have been classified as non-performing assets upon 

restructuring, would be eligible for up-gradation to the ‘standard’ category after 

observation of ‘satisfactory performance’ during the ‘specified period’.  In case, 

however, satisfactory performance after the specified period is not evidenced, the asset 

classification of the restructured account would be governed as per the applicable 

prudential norms with reference to the pre-restructuring payment schedule. 

While reviewing the prudential guidelines on restructuring of advances by banks/ 

financial institutions, Reserve Bank of India has decided the following*:  

i) To enhance the provisioning requirement for restructured accounts classified as 

standard advances from the existing 2.00 per cent to 2.75 per cent in the first two years 

from the date of restructuring. In cases of moratorium on payment of interest/principal 

after restructuring, such advances will attract a provision of 2.75 per cent for the period 

covering moratorium and two years thereafter; and that 

ii) Restructured accounts classified as non-performing advances, when upgraded to 

standard category will attract a provision of 2.75 per cent in the first year from the date 

of upgradation instead of the existing 2.00 per cent. 

In accordance with the above, loans to projects under implementation, when 

restructured due to change in the date of commencement of commercial operations 

(DCCO) beyond the original DCCO as envisaged at the time of financial closure and 

classified as standard advances in terms of guidelines contained in RBI circular 

DBOD.No.BP.BC.85 /21.04.048/2009-10 dated March 31, 2010, would attract higher 

provisioning at 2.75 per cent as against the present requirement of 2.00 per cent as 

per the details given below: 

Infrastructure projects 

Particulars Provisioning Requirement 

If the revised DCCO is within two years from the 

original DCCO prescribed at the time of financial 

closure 

0.40 per cent 

If the DCCO is extended beyond two years and 

upto four years or three years from the original 

DCCO, as the case may be, depending upon the 

reasons for such delay (Ref.: DBOD.No.BP.BC.85 

/21.04.048/2009-10 dated March 31, 2010) 

2.75 per cent from the 

date of such restructuring 

till the revised DCCO or 2 

years from the date of 

restructuring, whichever is 

later. 
 

© The Institute of Chartered Accountants of India

http://www.rbi.org.in/scripts/NotificationUser.aspx?Id=5561&amp;Mode=0
http://www.rbi.org.in/scripts/NotificationUser.aspx?Id=5561&amp;Mode=0
http://www.rbi.org.in/scripts/NotificationUser.aspx?Id=5561&amp;Mode=0


 

 

 

10.61 

 

FINANCIAL STATEMENTS OF BANKING COMPANIES 

Non-infrastructure projects 

Particulars Provisioning Requirement 

If the revised DCCO is within six months from the 

original DCCO prescribed at the time of financial 

closure 

0.40 per cent 

If the DCCO is extended beyond six months and 

upto one year from the original DCCO prescribed 

at the time of financial closure 

(Ref.:DBOD.No.BP.BC.85 /21.04.048/2009-10 dated 

March 31, 2010) 

2.75 per cent from the 

date of such restructuring 

for 2 years. 

* vide circular no.DBOD.No.BP.BC.63/21.04.048/2012-13 dated November 26, 2012.  

These norms are applicable for all scheduled commercial banks excluding RRBs. 

Circular No. DBOD.No.BP.BC.33/21.04.048/2014-15 dated 14 August, 2014, states that: 

revisions of the date of commencement of commercial operations (DCCO) and 

consequential shift in repayment schedule for equal or shorter duration (including the 

start date and end date of revised repayment schedule) will not be treated as 

restructuring provided that:  

(a) The revised DCCO falls within the period of two years and one year from the 

original DCCO stipulated at the time of financial closure for infrastructure projects 

and non-infrastructure projects respectively; and  

(b) All other terms and conditions of the loan remain unchanged.  

4.3 PROVISIONS 

Taking into account the time lag between an asset becoming substandard/doubtful 

turning into loss asset, RBI has directed that bank should make provision against 

all assets (i.e) Loans & advances as follows:  

Rates of Provisioning for Non-Performing Assets*  

Standard Assets 

(i) The bank requires to make a general provision for standard assets at the 

following rates for the funded outstanding on global loan portfolio basis. The 

general provision towards standard assets as per Master circular is as follows: 

(1)  direct advances to agricultural and Small and Micro Enterprises (SMEs) 

sectors at 0.25 per cent;  
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(2)  advances to Commercial Real Estate (CRE) Sector at 1.00 per cent; 

(3)  Advances to Commercial Real Estate – Residential Housing Sector (CRE - 

RH) at 0.75 per cent; 

(4)  Housing loans extended at lesser rates – 2.00%. The provisioning on these 

assets would revert to 0.40 per cent after 1 year from the date on which 

the rates are reset at higher rates if the accounts remain ‘standard’; 

(5) Restructured accounts classified as standard advances will attract a higher 

provision (as prescribed from time to time) in the first two years from the 

date of restructuring. In cases of moratorium on payment of 

interest/principal after restructuring, such advances will attract the 

prescribed higher provision for the period covering moratorium and two 

years thereafter. 

 Restructured accounts classified as non-performing advances, when 

upgraded to standard category will attract a higher provision (as 

prescribed from time to time) in the first year from the date of 

upgradation. 

 The above-mentioned higher provision on restructured standard advances 

(2.75 per cent as prescribed vide circular dated November 26, 2012) would 

increase to 5 per cent in respect of new restructured standard accounts 

(flow) with effect from June 1, 2013 and increase in a phased manner for 

the stock of restructured standard accounts as on May 31, 2013 as under: 

 3.50 per cent - with effect from March 31, 2014 (spread over the four 

quarters of 2013-14) 

 4.25 per cent - with effect from March 31, 2015 (spread over the four 

quarters of 2014-15) 

 5.00 per cent - - with effect from March 31, 2016 (spread over the four 

quarters of 2015-16) 

(6) All other loans and advances not included above - 0.40% 

(ii)  It is clarified that the Medium Enterprises will attract 0.40% standard asset 

provisioning. The definition of the terms Micro Enterprises, Small Enterprises, 

and Medium Enterprises shall be in terms of Master Circular on Lending to 

Micro, Small & Medium Enterprises (MSME) Sector. 

(iii) While the provisions on individual portfolios are required to be calculated 

at the rates applicable to them, the excess or shortfall in the provisioning, 
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vis-a-vis the position as on any previous date, should be determined on an 

aggregate basis.  

(iv) The provisions on standard assets should not be reckoned for arriving at net 

NPAs. The provisions towards Standard Assets need not be netted from gross 

advances but included as 'Contingent Provisions against Standard Assets' 

under 'Other Liabilities and Provisions - Others' in Schedule 5 of the balance 

sheet. 

Rates of Provisioning for Sub- standard, Doubtful and Loss Advances are as 

follows: 

Category of Advances- Revised Rate (%) 

Sub- standard Advances  

• Secured Exposures 15 

• Unsecured Exposures 25 

• Unsecured Exposures in respect of Infrastructure loan 

accounts where certain safeguards such as escrow 

accounts are available. 

20 

Doubtful Advances – Unsecured Portion 100 

Doubtful Advances – Secured Portion  

• For Doubtful upto 1 year 25 

• For Doubtful > 1 year and upto 3 years 40 

• For Doubtful > 3 years 100 

Loss Advances 100 

Accounting and Provisioning Norms for Equipment Leasing Activity: While the 

accounting and provisioning norms discussed above shall also apply in respect of 

equipment leasing activities. The bank should follow the Accounting Standard 19 

on “Leases” in accounting for lease transactions. 

Note: - 

1. The provisions on standard assets should not be reckoned for arriving at net 

NPAs. 

2.  The provisions towards Standard Assets need not be netted from 

gross advances but shown separately as 'Contingent Provisions against 

Standard Assets' under 'Other Liabilities and Provisions’ in Schedule 5 of the 

balance sheet. 
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*As per Master Circular DBOD.No.BP.BC.1/21.04.048/2014-15 dated July 1, 

2014. 

General Note: Since no bank is likely to extend any loans or advances without 

adequate security, it is prudent to assume in the questions that even in the case of 

substandard or doubtful or loss assets, the same are secured unless the question 

specifically mentions otherwise. 

Illustration 1 

The outstanding amount (funded as well as unfunded) as on 31st March, 20X1 was: ` 

10,000. The realizable value of security of the same was ` 8,000. 

Period for which the advance has remained in ‘doubtful’ category as on 31st March, 

20X1 was: 2.5 years. 

Solution 

Provisioning requirement: 

As on… Asset Classification Provisions on 

secured 

portion 

Provisions on 

unsecured 

portion 

Total 

(`) 

  % Amount % Amount  

31 March, 20X1 Doubtful 1 to 3 years  40 3,200 100 2,000 5,200 

31 March, 20X2 Doubtful more than 3 years 100 8,000 100 2,000 10,000 

Note: The secured portion of the outstanding loan is ` 8,000 and unsecured 

portion is ` 2,000. 

Illustration 2 

From the following information, find out the amount of provisions to be shown in the 

Profit and Loss Account of AG bank.  

  ` in lakhs 

Assets 

Standard  5000 

Sub-standard  4000 

Doubtful : for one year 800 

 : for three years 600 

 : for more than three years 200 

Loss Assets  1000 
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Solution 

Computation of provisions for AG Bank 

Assets Amount % of provision Provision 

 ` in lakhs  ` in lakhs 

Standard 50,00 0.4 20 

Substandard* 40,00 15 600 

Doubtful for one year* 8,00 25 200 

Doubtful for three years* 6,00 40 240 

Doubtful for more than three years 2,00 100 200 

Loss 10,00 100 1,000 

Total Provision required   2,260 

* All the marked sub-standard and doubtful assets are assumed as fully secured. 

Illustration 3 

From the following information of AY Limited, compute the provisions to be made in 

the Profit and Loss account: 

 ` in lakhs 

Assets  

 Standard   20,000 

     Substandard  16,000 

     Doubtful  

  For one year (secured)  6,000 

  For two years and three years (secured)  4,000 

  For more than three years (secured by mortgage of plant  

  and machinery ` 600 lakhs) 

2,000 

 Loss Assets 1,500 
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Solution 

Calculation of amount of provision to be made in the Profit and Loss 

Account 

Classification of Assets  

 

Amount of 

Advances 

% age of 

provision 

Amount of 

provision 

 (`  in lakhs)  (` in lakhs) 

Standard assets  20,000  0.40  80 

Sub-standard assets  16,000  15  2,400 

Doubtful assets:    

For one year (secured)  6,000  25  1,500 

For two to three years (secured)  4,000  40  1,600 

For more than three years (unsecured)  1,400  100  1,400 

(secured)  600  100  600 

Non-recoverable assets (Loss assets)  1,500  100  1,500 

Total provision required    9,080 

4.3.1 Provisioning for advances covered by ECGC/DICGC guarantee 

In the case of advances guaranteed by Export Credit Guarantee Corporation (ECGC), 

Deposit Insurance 7 Credit Guarantee Corporation (DICGC) provision is required to 

be made only for the balance amount of advance outstanding in excess of the 

amount guaranteed by the corporations. In case the bank also holds a security in 

respect of an advance guaranteed by ECGC/DICGC, the realisable value of the 

security should be deducted from the outstanding balance before the ECGC/DICGC 

guarantee is off-set. The Reserve Bank of India has also clarified that if the banks 

are following more stringent method of provisioning in respect of advances 

guaranteed by ECGC/DICGC, such banks may continue to do so. 

The manner of determining the amount of provision in respect of ECGC/DICGC 

guaranteed advances in accordance with the above guidelines is illustrated below. 

(It may be noted that these illustrations are merely intended to facilitate 

understanding of the RBI guidelines; they have not been issued by the RBI.)  

Illustration 4 

Outstanding Balance ` 4 lakhs 

ECGC Cover  50% 
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Period for which the advance has 

remained doubtful 

More than 3 years remained doubtful 

(as on March 31, 20X1) 

Value of security held  ` 1.50 lakhs 

You are required to calculate provisions. 

Solution 

Provision required to be made as on 31.03.20X1 

Outstanding balance ` 4.00 lakhs 

Less: Value of security held(Secured 

Portion) 

(` 1.50 lakhs) 

Unrealised balance ` 2.50 lakhs 

Less: ECGC Cover (50% of unrealizable 

balance) 

(` 1.25 lakhs) 

Net unsecured balance ` 1.25 lakhs 

Provision for unsecured portion of 

advance 

` 1.25 lakhs (@ 100% of unsecured 

portion)  

Provision for secured portion of 

advance  

` 1.50 lakhs (@ 100% of the secured 

portion as advance has remained 

doubtful for over 3 years) 

Total provision to be made ` 2.75 lakhs  

Illustration 5 

Outstanding Balance ` 4 lakhs 

ECGC Cover  50% 

Period for which the advance has 

remained doubtful 

More than 3 years remained 

doubtful (as on March 31, 20X1) 

Value of security held (realizable value 

only 80%) 

` 1.50 lakhs 

You are required to calculate provisions as per applicable rates.  

Solution 

Provision required to be made as on 31.03.20X1 

Outstanding balance ` 4.00 lakhs 

Less: Value of security held (80% of 1.5 

lacs) 

(` 1.20 lakhs) 

Unrealised balance ` 2.80 lakhs 
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Less: ECGC Cover (50% of unrealizable 

balance) 

(` 1.40 lakhs) 

Net unsecured balance ` 1.40 lakhs 

Provision for unsecured portion of 

advance 

` 1.40 lakhs (@ 100% of unsecured 

portion)  

Provision for secured portion of 

advance  

` 1.20 lakhs (@ 100% of the secured 

portion) 

Total provision to be made ` 2.60 lakhs  

Illustration 6 

In KR Bank, the doubtful assets (more than 3 years) as on 31.3.20X1 is ` 1,000 lakhs. 

The value of security (including DICGC 100% cover of ` 100 lakhs) is ascertained at 

` 500 lakhs. How much provision must be made in the books of the Bank towards 

doubtful assets? 

Solution 

 (`  in lakhs) 

Doubtful Assets (more than 3 years)  1,000 

Less: Value of security (excluding DICGC cover) (400) 

 600 

Less: DICGC cover  (100) 

Unsecured portion    500 

Provision:  

       for unsecured portion @100%  500 lakhs 

       for secured portion @ 100%  400 lakhs 

Total provision to be made in the books of KR Bank 900 lakhs 

Illustration 7 

A loan outstanding of ` 50,00,000 has DICGC cover. The loan guaranteed by DICGC 

is assigned a risk weight of 50%. What is the value of Risk-adjusted asset? 

Solution 

Loan outstanding  ` 50,00,000 

Guaranteed by DICGC – Risk weight  50% 

Value of risk adjusted asset `.50,00,000 × 50% = `  25,00,000 
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Principle for creation of floating provisions  

The Master Circular dated July 1, 2013 on Income Recognition, Asset Classification 

and Provisioning Pertaining to Advances, requires the bank's board of directors to 

lay down a policy regarding the level to which the floating provisions can be 

created. The bank should hold floating provisions for ‘advances’ and ‘investments’ 

separately. 

The floating provisions should not be used for making specific provisions as per 

the extant prudential guidelines in respect of nonperforming assets or for making 

regulatory provisions for standard assets. The floating provisions can be used only 

for contingencies under extraordinary circumstances for making specific provisions 

in impaired accounts after obtaining board’s approval and with prior permission of 

RBI. The boards of the banks should lay down an approved policy as to what 

circumstances would be considered extraordinary. 

In terms of the Agricultural Debt Waiver and Debt Relief Scheme, 2008, lending 

institutions shall neither claim from the Central Government, nor recover from the 

farmer, interest in excess of the principal amount, unapplied interest, penal interest, 

legal charges, inspection charges and miscellaneous charges, etc. All such 

interest/charges will be borne by the lending institutions. In view of the 

extraordinary circumstances in which the banks are required to bear 

such  interest/charges, banks are allowed, as a one time measure, to utilise, at their 

discretion, the Floating Provisions held for 'advances' portfolio, only to the extent 

of meeting the interest / charges referred to above. 

Floating provisions cannot be reversed by credit to the profit and loss account. 

They can only be utilised for making specific provisions in extraordinary 

circumstances as mentioned above. Until such utilisation, these provisions can be 

netted off from gross NPAs to arrive at disclosure of net NPAs. Alternatively, they 

can be treated as part of Tier II capital within the overall ceiling of 1.25 % of total 

risk weighted assets. 

Disclosures: Banks should make comprehensive disclosures on floating provisions 

in the “notes on accounts” to the balance sheet on (a) opening balance in the 

floating provisions account, (b) the quantum of floating provisions made in the 

accounting year, (c) purpose and amount of draw down made during the 

accounting year, and (d) closing balance in the floating provisions account. 

Write-off of NPAs: Banks may write-off advances at Head Office level, even though 

the advances are still outstanding in the branch books. At the branch level, 

provision requirement as per classification norms shall be made and in respect of 
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loss assets 100% provision shall be made. There can be partial write off relating to 

the borrower's account in head office.  

Interest Suspense Account: As mentioned earlier, the guidelines prohibit 

recognition of income on non-performing assets until it is actually realised. In order 

to comply with guidelines while ensuring at the same time that legal remedies 

against defaulting borrowers are not adversely affected and that proper control is 

exercised over non-performing advances, many banks adopted the practice of 

recording interest on non-performing advances to a separate account which is 

usually styled as ‘Interest Suspense Account’. The balance in this account represents 

interest on non-performing advances debited to the respective borrowers’ 

accounts in accordance with the terms of the agreement but not recognised as 

income. For purposes of balance sheet presentation, the gross advances portfolio 

is arrived at after deducting the credit balance in Interest Suspense Account from 

the total advances as per the ledgers. When the advances are identified as NPAs 

and banks chooses not to further debit the borrower in the manner aforesaid, the 

interest on contractual basis is to be computed and recorded as unapplied interest 

in the memoranda records. 

The amounts held in Interest Suspense Account should not be reckoned as part of 

provisions for the purpose of computing the provision for NPAs. Amounts lying in 

the Interest Suspense Account should be deducted from the advances concerned 

and provisions should be made on the balances remaining after such deduction. 

4.4  CLASSIFICATION OF INVESTMENTS 

A unique feature of investments of a bank is that a large proportion of the 

investments is made in pursuance of the requirement to maintain a certain 

minimum level of liquid assets1. The directions issued by RBI from time to time 

affect the methods of classification of investments. The entire investment portfolio 

of a bank (including SLR securities and non- SLR securities) should be classified 

under three categories:  

Held-to-Maturity, (HTM): Securities acquired by banks with the intention to hold 

them upto maturity should be classified as ‘held-to-maturity’. Investments under 

‘held-to-maturity’ category should not exceed 25 per cent of the total investments 

of the bank though a bank can at its discretion hold less than the aforesaid 

percentage under this category. Certain securities specified in this behalf are not 

                              

1 To maintain SLR 
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to be reckoned while applying the ceiling of 25 per cent in respect of ‘held-to-

maturity’ securities. 

In order to further develop the government securities market and enhance liquidity, it 

has been decided to bring down the ceiling on SLR securities under the HTM category 

from 24 per cent of NDTL to 22 per cent* in a graduated manner. Accordingly it is 

advised that Banks are permitted to exceed the limit of 25 per cent of total investments 

under HTM category provided:   

a. the excess comprises only of SLR securities, and  

b. the total SLR securities held in the HTM category is not more than 23.50 per cent 

with effect from January 10, 2015, 23.0 per cent with effect from April 4, 2015, 22.5 

per cent with effect from July 11, 2015 and 22.0 per cent with effect from 

September 19, 2015, of their Demand And Time Liability (DTL) as on the last Friday 

of the second preceding fortnight.  

* As per DBOD.No.BP.BC.42/21.04.141/2014-15 dated 7 October, 2014 

Held-for-Trading.(HFT): Securities acquired by banks with the intention to trade 

by taking advantage of short-term price/interest rate movements should be 

classified as ‘held-for-trading’. 

Available-for-Sale (AFS): Securities which do not fall within the above two categories 

should be classified as ‘available-for-sale’.  

The banks will have the freedom to decide on the extent of holdings under HFT and 

AFS.  This will be decided by them after considering various aspects such as basis of 

intent, trading strategies, risk management capabilities, tax planning, manpower skills 

or capital position.  The investment classified under HFT would be those from which 

the bank expects to make again by the movement in the interest rates/market rates.  

These securities are to be sold within 90 days.  Profit or loss on sale of investments in 

both the categories will be taken to the Profit and Loss Account. 
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4.5 SHIFTING AMONG CATEGORIES OF INVESTMENTS 

i) Banks may shift investments to/from HTM with the approval of the Board of 

Directors once a year. Such shifting will normally be allowed at the beginning of 

the accounting year. No further shifting to/from HTM will be allowed during the 

remaining part of that accounting year, except when explicitly permitted by RBI. 

ii) If the value of sales and transfers of securities to/from HTM category exceeds 5 

per cent of 31 Prudential Norms on Investments - 2015 the book value of 

investments held in HTM category at the beginning of the year, banks should 

disclose the market value of the investments held in the HTM category and 

indicate the excess of book value over market value for which provision is not 

made. This disclosure is required to be made in ‘Notes to Accounts’ in banks’ 

audited Annual Financial Statements. However, the one-time transfer of securities 

to/from HTM category with the approval of Board of Directors permitted to be 

undertaken by banks at the beginning of the accounting year. Further, additional 

shifting of securities explicitly permitted by the Reserve Bank from time to time, 

direct sales from HTM for bringing down SLR holdings in HTM category, sales to 

the Reserve Bank of India under pre-announced OMO auctions and repurchase of 

Types of Investments

HTM

Securities acquired by
banks with the intention to
hold them upto maturity
should be classified as
‘held-to-maturity’.

Max limit 25% of the total
investments, though a bank
can at its discretion hold
less than the aforesaid
percentage under this
category.

HFT

Securities acquired by 
banks with the intention to 
trade by taking advantage 
of short-term price/interest 
rate movements should be 
classified as ‘held-for-
trading’

AFS

Securities which do not fall 
within the above two 
categories should be 
classified as ‘available-for-
sale’

75% of the total 

25% 
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Government securities by Government of India from banks will be excluded from 

the 5 per cent cap. 

iii) Banks may shift investments from AFS to HFT with the approval of their Board 

of Directors/ ALCO/ Investment Committee. In case of exigencies, such shifting 

may be done with the approval of the Chief Executive of the bank/Head of the 

ALCO, but should be ratified by the Board of Directors/ ALCO. 

iv) Shifting of investments from HFT to AFS is generally not allowed. However, it 

will be permitted only under exceptional circumstances like not being able to 

sell the security within 90 days due to tight liquidity conditions, or extreme 

volatility, or market becoming unidirectional. Such transfer is permitted only 

with the approval of the Board of Directors/ ALCO/ Investment Committee. 

v)  Transfer of scrips from AFS / HFT category to HTM category should be made 

at the lower of book value or market value. In other words, in cases where the 

market value is higher than the book value at the time of transfer, the 

appreciation should be ignored and the security should be transferred at the 

book value. In cases where the market value is less than the book value, the 

provision against depreciation held against this security (including the 

additional provision, if any, required based on valuation done on the date of 

transfer) should be adjusted to reduce the book value to the market value and 

the security should be transferred at the market value. 

In the case of transfer of securities from HTM to AFS / HFT category, 

(a) If the security was originally placed under the HTM category at a discount, it 

may be transferred to AFS / HFT category at the acquisition price / book value. 

(It may be noted that as per existing instructions banks are not allowed to 

accrue the discount on the securities held under HTM category and, therefore, 

such securities would continue to be held at the acquisition cost till maturity). 

After transfer, these securities should be immediately re-valued and resultant 

depreciation, if any, may be provided. 

(b) If the security was originally placed in the HTM category at a premium, it may 

be transferred to the AFS / HFT category at the amortised cost. After transfer, 

these securities should be immediately re-valued and resultant depreciation, if 

any, may be provided. 

In the case of transfer of securities from AFS to HFT category or vice-versa, the 

securities need not be re-valued on the date of transfer and the provisions for the 

accumulated depreciation, if any, held may be transferred to the provisions for 

depreciation against the HFT securities and vice-versa. 
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4.6  VALUATION OF INVESTMENTS 

The Banks are required to classify investments into three categories: 

(a) Held-to-Maturity,  

(i) Investments classified under held-to-maturity category need not be 

marked to market. They should be carried at acquisition cost unless it is 

more than the face value, in which case the premium should be amortised 

over the period remaining to maturity.  

(ii) The bank should reflect the amortised amount in Schedule 13: Interest 

Earned – Item II ‘Income on Investments’ as a deduction.  However, the 

deduction need not be disclosed separately.  The book value of the 

securities should continue to be reduced to the extent of the amount 

amortised during the relevant accounting period. 

(iii) As per AS 13- only permanent diminution in the value of such investments 

under held-to-maturity category should be provided for. Such diminution 

should be determined and provided for each investment individually 

(b)  Available-for-sale: The individual scrips in the available-for-sale category 

should be marked to market quarterly or at more frequent intervals.  

While the net depreciation under each of the categories (required by third schedule 

to Banking Regulation Act, 1949 – refer Unit 1) should be recognised and fully 

provided for, the net appreciation under any of the aforesaid categories above 

should be ignored. Thus, banks can offset gains in respect of some investments 

marked-to-market within a category against losses in respect of other investments 

marked-to-market in that category.  

The guidelines however, do not permit offsetting of gains and losses across 

different categories. The book value of the individual securities would not have 

undergone any change after the marking to market. In other words, the 

depreciation or appreciation in value of individual scrips in accordance with the 

above methodology would not be credited to individual scrip accounts but would 

be held collectively in a separate account. 

(c) Held-for-trading: The individual scrips in the ‘held-for-trading’ category 

should be marked to market  at monthly or at more frequent intervals and provided 

for as in the case of those in the ‘Available for sale’ category.   

Consequently, the book value of the individual securities in this category would 

also not undergo any change after marking to market.  
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Banks are required to follow AS 13 ‘Accounting for Investments’ issued by the ICAI 

relating to long-term investments for valuation of investments in subsidiaries. In 

terms of AS 13, long term investments should be arrived in the financial statements 

at carrying cost.  However, provision for diminution shall be made to recognise a 

decline other than temporary, in the value of the investments, such reduction being 

determined and made for each investment individually.  

4.7  INVESTMENT FLUCTUATION RESERVE 

(i) With a view to building up of adequate reserves to guard against any possible 

reversal of interest rate environment in future due to unexpected developments, 

banks were advised to build up Investment Fluctuation Reserve (IFR) of a minimum 

5 per cent of the investment portfolio within a period of 5 years. 

(ii) To ensure smooth transition to Basel II norms, banks are  advised to maintain 

capital charge for market risk in a phased manner over a two year period, as under: 

 (a) In respect of securities included in the HFT category, open gold position 

limit, open foreign exchange position limit, trading positions in derivatives 

and derivatives entered into for hedging trading book , and 

 (b) In respect of securities included in the AFS category. 

(iii) With a view to encourage banks for early compliance with the guidelines for 

maintenance of capital charge for market risks, banks which have maintained 

capital of at least 9 per cent of the risk weighted assets for both credit risk and 

market risks for both HFT (items as indicated at (a) above) and AFS category 

may treat the balance in excess of 5 per cent of securities included under HFT 

and AFS categories, in the IFR, as Tier I capital. Banks satisfying the above were 

allowed to transfer the amount in excess of the said 5 per cent in the IFR to 

Statutory Reserve. 

(iv) Banks maintaining capital of at least 9 per cent of the risk weighted assets for 

both credit risk and market risks for both HFT (items as indicated at (a) above) 

and AFS category would be permitted to treat the entire balance in the IFR as 

Tier I capital. For this purpose, banks may transfer the balance in the 

Investment Fluctuation Reserve ‘below the line’ in the Profit and Loss 

Appropriation Account to Statutory Reserve, General Reserve or balance of 

Profit & Loss Account. 

(v) Investment Reserve Account (IRA) 

 In the event, provisions created on account of depreciation in the ‘AFS’ or ‘HFT’ 

categories are found to be in excess of the required amount in any year, the 
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excess should be credited to the Profit & Loss account and an equivalent 

amount (net of taxes, if any and net of transfer to Statutory Reserves as 

applicable to such excess provision) should be appropriated to an IRA Account 

in Schedule 2 – “Reserves & Surplus” under the head “Revenue and other 

Reserves”, and would be eligible for inclusion under Tier-II within the overall 

ceiling of 1.25 per cent of total Risk Weighted Assets prescribed for General 

Provisions/ Loss Reserves. 

(vi) Banks may utilise IRA as follows: 

 The provisions required to be created on account of depreciation in the AFS 

and HFT categories should be debited to the P&L Account and an equivalent 

amount (net of tax benefit, if any, and net of consequent reduction in the 

transfer to Statutory Reserve), may be transferred from the IRA to the P&L 

Account. 

 Illustratively, banks may draw down from the IRA to the extent of provision 

made during the year towards depreciation in investment in AFS and HFT 

categories (net of taxes, if any, and net of transfer to Statutory Reserves as 

applicable to such excess provision). In other words, a bank which pays a tax 

of 30% and should appropriate 25% of the net profits to Statutory Reserves, 

can draw down `52.50 from the IRA, if the provision made for depreciation in 

investments included in the AFS and HFT categories is `100. 

(vii) The amounts debited to the P&L Account for provision should be debited 

under the head ‘Expenditure - Provisions & Contingencies’. The amount 

transferred from the IRA to the P&L Account, should be shown as ‘below the 

line’ item in the Profit and Loss Appropriation Account, after determining the 

profit for the year. Provision towards any erosion in the value of an asset is an 

item of charge on the profit and loss account, and hence should appear in that 

account before arriving at the profit for the accounting period.  

(viii)In terms of our guidelines on payment of dividend by banks, dividends should 

be payable only out of current year's profit. The amount drawn down from the 

IRA will, therefore, not be available to a bank for payment of dividend among 

the shareholders. However, the balance in the IRA transferred ‘below the line’ 

in the Profit and Loss Appropriation Account to Statutory Reserve, General 

Reserve or balance of Profit & Loss Account would be eligible to be reckoned 

as Tier I capital. 
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4.8 DISCLOSURE REQUIREMENTS ON ADVANCES 

RESTRUCTURED BY BANKS  AND FINANCIAL 

INSTITUTIONS  

Reserve of India has framed Disclosure Requirements on Advances Restructured by 

Banks and Financial Institutions vide Circular DBOD.BP.BC.No.80/21.04.132/2012-

13 dated January 31, 2013. These disclosure requirements will be effective from the 

financial year 2012-13.  

Paragraph 16 of Master Circular on Prudential norms on Income Recognition, Asset 

Classification and Provisioning pertaining to Advances dated July 2, 2012 states 

manner in terms of which banks should disclose in their published Annual Balance 

Sheets, under "Notes on Accounts", information relating to number and amount of 

advances restructured, and the amount of diminution in the fair value of the 

restructured advances under the categories-Standard; Sub-Standard; and Doubtful 

Advances. Under each category, advances restructured under CDR Mechanism, SME 

Debt Restructuring Mechanism and other categories of restructuring are required 

to be shown separately.  

The Working Group (WG) constituted by RBI to review the existing Prudential 

Guidelines on Restructuring of Advances had recommended that once the higher 

provisions and risk weights (if applicable) on restructured advances (classified as 

standard either abinitio or on upgradation from NPA category) revert back to the 

normal level on account of satisfactory performance during the prescribed period, 

such advances should no longer be required to be disclosed by banks as 

restructured accounts in the “Notes on Accounts” in their Annual Balance Sheets. 

However, the provision for diminution in the fair value of restructured accounts on 

such restructured accounts should continue to be maintained by banks as per the 

existing instructions. The WG also recommended that banks may be required to 

disclose: (i) Details of accounts restructured on a cumulative basis excluding the 

standard restructured accounts which cease to attract higher provision and risk 

weight (if applicable); (ii) Provisions made on restructured accounts under various 

categories; and (iii) Details of movement of restructured accounts.  

This recommendation has been accepted in view of the fact that in terms of present 

guidelines, banks are required to disclose annually all accounts restructured in their 

books on a cumulative basis even though many of them would have subsequently 

shown satisfactory performance over a sufficiently long period. As such the present 

position of disclosures do not take into account the fact that in many of these 

accounts the inherent weaknesses have disappeared and the accounts are in fact 
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standard in all respects, but continue to be disclosed as restructured advances. 

Accordingly, banks should henceforth disclose in their published Annual Balance 

Sheets, under "Notes on Accounts", information relating to number and amount of 

advances restructured, and the amount of diminution in the fair value of the 

restructured advances as per the prescribed format. Detailed instructions relating 

to the disclosure are also given in the format.  
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UNIT – 5 : SOME SPECIAL TRANSACTIONS OF 

BANKS 

LEARNING OUTCOMES 

 Learn the concept of a rebate on bills discounted. Try to 

understand the technique of computing such rebate. 

 Understand the technique for considering acceptance and 

endorsement as assets as well as liability. 

 

5.1  DISCOUNTING, COLLECTION & ACCEPTANCE OF BILLS 

With reference to Bills, a banking company performs the following functions: 

1. Discounting of bills 

2. Collection of bills 

3. Acceptances on behalf of customers 

5.1.1 Discounting: A bank may straight away purchase a Bill (Discounting). In this 

case after reducing discount charges, the balance amount is credited to the account 

of the customer. The total of both is debited to ‘Bills purchased and discounted 

account’. This account is an Asset. For example, a person holds a bill of exchange 

duly accepted by his customer for retirement after 90 days. He may either wait for 

90 days or have the same bill discounted with his banker who will credit the amount 

under a bill after deducting the discounting charges, to his account with the bank. 

On due date the bank will retire the bill with the customer and get his payment.  

Rebate on Bills Discounted 

Banks discount hundreds of bills every day and when someone gets a bill discounted, 

the bank credits the discount account with the fall amount of the discount, the bank 

will earn in respect of that bill. But in practice, it frequently happens that some of these 

bills will not mature by the close of the accounting year. The portion of the discount 

which relates to the period falling after the close of the accounting period is called 

'rebate on bills discounted', or 'unearned discount'. 
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Example 

A customer discounted a four month's bill from bank on 1st March, 20X1 and bank 

charged ` 800 as discount. Accounts are closed on 31st March every Year. The date or 

maturity of the bill is 31st June, 20X1. In this transaction the bank must have credited 

the discount account with ` 800 on 1st March. But out of this, the discount for the 

months of April, May and June 20X1 is not actually earned. Unearned discount for 

these three months @ ` 200 per month amounts to ` 600. This is the income which is 

related to the next accounting period and is called 'income received but not earned. It 

is also termed as 'rebate on bills discounted' or 'unexpired discount' or 'discount 

received in advance.' 

Since discount on bill discounted is an income for the bank and is shown in the Profit 

& Loss Account under schedule 13, the amount of unexpired discount, if given in the 

adjustments, is deducted from schedule 13 and is also shown on the liabilities side of 

the balance sheet in the item 'other liabilities and provisions' in schedule 15. Following 

entry is made for the adjustment: 

 Discount A/c     Dr. 

  To Rebate on Bills Discounted A/c 

 (For adjustment of unexpired discount) 

Note: However, if the account of unexpired discount is given inside the trial 

balance, it is shown only in the balance sheet. 

The Rebate A/c is shown on the liability side of the Balance Sheet as income 

received which has not accrued before the close of the year. Immediately on 

commencement of next financial year the Rebate A/c is closed by transfer to the 

credit of Discount A/c. 

Illustration 1 

The following is an extract from Trial Balance of overseas Bank as at 31st March, 

20X1 

       ` ` 

Bills discounted 12,64,000 

Rebate on bills discounted not due 

on March 31st, 20X0  22,160 

Discount received  1,05,708 
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An analysis of the bills discounted is as follows: 

 Amount Due Date 20X1 Rate of Discount 

 `  (%) 

(i)  1,40,000  June 5  14 

(ii)  4,36,000  June 12 14 

(iii)  2,82,000  June 25 14 

(iv)  4,06,000  July 6  16 

Calculate Rebate on Bills Discounted as on 31-3-20X1 and show necessary journal 

entries. 

Solution 

In order to determine the amount to be credited to the Profit and Loss A/c it is 

necessary to first ascertain the amount attributable to the unexpired portion of the 

period of the respective bills. The workings are as given below : 

(i) The bill is due on 5th June; hence the number of days after March 31st, is 66. 

The discount on ` 1,40,000 for 66 days @ 14% per annum will be 

 14/100 × 66/365 × ` 1,40,000 = ` 3,544. 

(ii) Number of days in the unexpired portion of the bill is 73: discount on ̀  4,36,000 

for 73 days @ 14% per annum will be ` 12,208. 

(iii) Number of days in the unexpired portion of the period of the bill is 86: discount 

on ` 2,82,000 for 86 days @ 14% per annum will be ` 9,302. 

(iv) Number of days in the unexpired portion of the period of the bill is 97: discount 

on ` 4,06,000 for 97 days @ 16 % p.a. will be ` 17,263. 

The amount of discount to be credited to the Profit and Loss Account will be: 
  ` 

Transfer from Rebate on bills 

discount as on 31-3-20X0 22,160 

Add: Discount received during 

 the year ended 31-3-20X1 1,05,708 

  1,27,868 

Less: Rebate on bills discounted 

 as on 31.3.20X1(3,544 + 12,208 + 9,302+ 17,263)(42,317) 

   85,551 
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The journal entries will be as follows : 

  Dr. Cr. 

  ` ` 

Rebate on Bills Discounted A/c Dr. 22,160  

 To Discount on Bills A/c   22,160 

(Being the *transfer of Rebate on Bills Discounted on 

31-3-20X0 to Discount on Bills Account) 

   

Discount on Bills A/c Dr. 42,317  

 To Rebate on Bills Discounted A/c   42,317 

(Being the transfer of rebate on bills discounted 

required on 31-3-20X0 from discount on Bills Account) 

   

Discount on Bills A/c Dr. 85,551  

 To Profit and Loss A/c   85,551 

(Being the amount of discount on Bills transferred to 

Profit and Loss Account) 

   

Note: In the Profit and Loss Account, the discount on bills will not appear as a 

separate item but will be included in the heading Interest/Discount on 

advances/bills as per Form B of the new format. 

Illustration 2 

On 31st March, 20X1, Uncertain Bank had a balance of ` 9 crores in “rebate on bills 

discounted” account. During the year ended 31st March, 20X2, Uncertain Bank 

discounted bills of exchange of ` 4,000 crores charging interest at 18% per annum 

the average period of discount being for 73 days. Of these, bills of exchange of ` 600 

crores were due for realisation from the acceptors/customers after 31st March, 20X2, 

the average period outstanding after 31st March, 20X2 being 36.5 days. 

Uncertain Bank asks you to pass journal entries and show the ledger accounts pertaining 

to: 

(i) discounting of bills of exchange and 

(ii) rebate on bills discounted. 
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Solution 

Uncertain Bank  

Journal Entries 

(Rupees in crores) 

  Dr. Cr. 

  ` ` 

Rebate on bills discounted A/c Dr. 9.00  

 To Discount on bills A/c   9.00 

(Being the transfer of opening balance in rebate 

on bills discounted account to discount on bills 

account) 

   

Bills purchased and discounted A/c Dr. 4000.00  

 To Discount on bills A/c   144.00 

    
  
` 

18 73
4,000crores× ×

100 365
     

 To Clients A/c   3,856.00 

(Being the discounting of bills of exchange during 

the year) 

   

Discount on bills A/c Dr. 10.80  

 To Rebate on bills discounted A/c   10.80 

(Being the unexpired portion of discount in 

respect of the 

   

discounted bills of exchange carried forward 18% 

of 600 crs for average period of 36.5 days) 

   

Discount on bills A/c Dr. 142.20  

 To Profit and loss A/c   142.20 

(Being the amount of income for the year from 

discounting of bills of exchange transferred to 

Profit and Loss A/c) 

   

Ledger Accounts 

(i) Discount on bills Account 

20X2  ` 20X1  ` 

March 31 To Rebate on bills  April 1 By Rebate on bills 9.00 

 discounted A/c 10.80  discounted A/c  
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 To Profit and loss A/c 142.20 20X1-X2 By Bills purchased 

and discounted A/c 

144.00 

  153.00   153.00 

(ii) Rebate on bills discounted Account 

20X1  `  20X1  ` 

April 1 To Discount on 

bills A/c 

9.00 April 1 By Balance b/d 9.00 

20X2   20X2   

March 31  To Balance c/d 10.80 March 31  By Discount on bills A/c 10.80 

  19.80   19.80 

Illustration 3 

The following information is available in the books of X Bank Limited as on 31st March, 

20X2: 

  ` 

Bills discounted 1,37,05,000 

Rebate on Bills discounted (as on 1.4.20X1) 2,21,600 

Discount received  10,56,650 

Details of bills discounted are as follows: 

Value of bill  (`) Due date Rate of Discount 

18,25,000 5.6.20X2 12% 

50,00,000 12.6.20X2 12% 

28,20,000 25.6.20X2 14% 

40,60,000 6.7.20X2 16% 

Calculate the rebate on bills discounted as on 31.3.20X2 and give necessary journal 

entries. 

Solution  

    Statement showing rebate on bills discounted 

Value Due Date Days after 31.3.20X2 Rate of 

discount 

Discount 

Amount 

18,25,000 5.6.20X2  (30+ 31+5) = 66 12% 39,600 
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50,00,000 12.6.20X2 (30+31+12) = 73 12% 1,20,000 

28,20,000 25.6.20X2 (30+31+25) = 86 14% 93,021 

40,60,000 6.7.20X2 (30+ 31+ 30+ 6) = 97 16% 1,72,633 

1,37,05,000 Rebate on bills discounted on 31.3.20X2 4,25,254 

In the books of X Bank Ltd. 

Journal Entries 

(i) Rebate on bills discounted Account Dr. 2,21,600  

  To Discount on bills Account   2,21,600 

 [Being opening balance of rebate on bills 

discounted account transferred to discount on 

bills account] 

   

(ii) Discount on bills Account Dr. 4,25,254  

  To Rebate on bills discounted Account   4,25,254 

 [Being provision made on 31st March, 20X2]    

(iii) Discount on bills Account Dr. 8,52,996  

  To Profit and loss Account   8,52,996 

 [Being transfer of discount on bills, of the year, 

to profit and loss account] 

   

Credit to Profit and Loss A/c will be as follows: ` (10,56,650 + 2,21,600 – 4,25,254) =  

` 8,52,996 

Illustration 4 

Calculate Rebate on Bills discounted as on 31 December, 20X1 from the following 

data and show journal entries:  

 Date of Bill  `  Period  Rate of Discount 

(i) 15.10.X1 25,000 5 months  8% 

(ii) 10.11.X1 15,000  4 months  7% 

(iii) 25.11.X1 20,000  4 months  7% 

(iv) 20.12.X1 30,000  3 months  9% 
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Solution 

(a) Calculation of Rebate on Bills Discounted  

` Due Date Days after 31 Discount Rate ` 

  December 20X1   

25,000  18-03-20X2 31 +  28 + 18 = 77  8% 421.92  

15,000  13-03-20X2 3 1 + 28 + 13 = 72  7% 207.12  

20,000  28-03-20X2 3 1 + 28 + 28 = 87 7% 333.69  

30,000  23-03-20X2 3 1 + 28 + 23 = 82  9% 606.57  

  Total   1569.30  

Journal Entry 

Date Particulars Debit Credit 

  ` ` 

Dec. 31  Interest and Discount Account  Dr. 1569.30  

  To Rebate on Bills Discounted   1569.30 

 (Being the provision for unexpired discount   

 required at the end of the year)    

5.1.2 Collection of Bills: One of the services provided by banks to their customers 

is to collect the dues against Bills of Exchange from their customers on the due dates. 

Where the bills have been discounted the proceeds of such bills on due date are 

treated as incomes of the bank. On the other hand, if bills have not been discounted, 

the proceeds on the same on maturity are credited to the account of the customer. 

The particulars will be recorded in a separate book called Bills for Collection Register.  

Bills sent for collection have to be shown by way of Note as per Third Schedule. 

Two Accounts have to be opened. They are mirror images of each other. They are: 

(i)  Bills for Collection (Asset) 

(ii)  Bills for Collection (Liability) 

Illustration 5 

On 01.04.20X1 bills for collection was 7 lacs. During 20X1-X2 bills received for 

collection amounted to 64.5 lacs. Bills collected were 47 lacs. Bills dishonoured was 

5.5 lacs.  Prepare Bills for collection (Assets) and Bills for Collection (Liabilities) 

Accounts. 
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Solution 

Bills for Collection (Assets) Account 

 ` in lacs  ` in lacs 

To Balance b/d 7 By Bills for collection 47 

To Bills for collection 64.5 By Bills dishonoured  5.5 

   By Balance c/d    19 

 71.5  71.5 

Bills for Collection (Liabilities) Account 

 ` in lacs  ` in lacs 

To Bills for collection 47 By Balance b/d 7 

To Bills dishonoured  5.5 By Bills for collection 64.5 

By Balance c/d   19    

 71.5  71.5 

5.1.3 Acceptance and Endorsement: A bank has more acceptable credit as 

compared to that of its customer, because of this, more often, the bank is called to 

accept or endorse a bill on behalf of its customers. The bank has to honour this 

acceptance on behalf of its client only in the event of a client failing to honour the 

bill on the due date.   

As against this liability, the bank has a corresponding claim against the customer 

on whose behalf it has undertaken to be a party to the bill, either as an acceptor or 

as an endorser. 

Such Acceptance (Liabilities) which are outstanding at the close of the year and the 

corresponding asset (security) is disclosed as Contingent liability. As a safeguard 

against the customer not being able to meet the demand of the bank in this respect, 

usually the bank requires the customer to deposit a security equivalent to the 

amount of the bill accepted on his behalf. 

If the bill, at the end of its term, has to be retired by the bank and the amount 

cannot be collected from the customer on demand, the bank reimburses itself by 

disposing of the security deposited by the customer. 

5.1.3.1  Drafts and telegraphic Remittances: When a bank issues a bank draft on 

another bank or on its branch, it credits the account of the bank or that of the 

branch with amount of the draft. The corresponding debit is raised in the account 
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of the customer. His account is also debited with the remittances. A similar 

procedure is adopted in case of telegraphic transfer made on account of customers. 

5.1.3.2 Letters of Credit and Travellers’ Cheques: These are issued as a facility 

to travellers within the country or abroad. In either case, the person desiring such 

instruments of credit, to be issued in his favour or some other party is made to 

deposit the full value of the letter of credit or travellers’ cheques issued in his 

favour. 

The amount deposited by the customer is placed to the credit of Letters of Credit 

Account or Travellers’ Cheques Account, as the case may be. When the bills of 

Exchanges drawn against the Letters of credit are received for payment, the amount 

is debited to the Letter of Credit Account. Similarly, the travellers’ cheques, when 

presented are debited to the Travellers’ Cheque Account. In the case of customers 

desiring travellers’ cheques in a foreign currency, the equivalent value thereof in 

home currency in collected from them at the rate of exchange prevailing on the 

date of issue of the travellers’ cheque and the bank either purchases immediately 

the amount of foreign exchange equal to the value of the travellers’ cheque issued, 

or transfers out of its balances of foreign currency an amount equivalent to the 

value of travellers’ cheques to the Travellers’ Cheques Account. In the case of letters 

of credit in foreign currency, the same procedure is followed. 

The transactions entered into for rendering other services e.g., collection of dividend 

and interest, making periodical payments etc. do not involve any complicated 

accounting. Basically, when any amount is collected for a customer as dividend or 

interest, his account is credited and cash is debited. Correspondingly, wherever any 

payment is made on account of a customer, his account is debited and cash is credited. 

Usually a separate charge is made for such a service. 

Illustration 6 

From the following details prepare “Acceptances, Endorsements and other Obligation 

A/c” as would appear in the General Ledger. 

On 1.4.20X1 Acceptances not yet satisfied stood at ` 22,30,000. Out of which ` 20 

lacs were subsequently paid off by clients and bank had to honour the rest. A scrutiny 

of the Acceptance Register (for transactions during the year) revealed the following: 

ClientAcceptances/Guarantees Remarks 

 `  

A 10,00,000 Bank honoured on 10.6.20X1 

© The Institute of Chartered Accountants of India



 

 

 

10.89 

 

FINANCIAL STATEMENTS OF BANKING COMPANIES 

B 12,00,000 Party paid off on 30.9. 20X1 

C 5,00,000 Party failed to pay and bank had to honour on 30.11.20X1 

D 8,00,000 Not satisfied upto 31.3.20X2 

E 5,00,000 -do- 

F  2,70,000 -do- 

Total 42,70,000  

Solution 

Acceptances, Endorsements and other Obligation Account 

(in general ledger) 

  ` ’000   ` ’000 

20X1-X2 To Constituents’ 

liabilities for 

acceptances/guaran

tees etc. 

 1.4.X1 By Balance b/d 22,30 

 (Paid off by clients) 20,00 20X1-X2 By Constituents’ 

liabilities for 

 

 To Constituent’s 

liabilities for  

  A  10,00  

 acceptances/guaran

tees etc. 

2,30  B  12,00  

 (Honoured by bank   C  5,00  

 ` 22.30 lakhs less   D  8,00  

 ` 20 lakhs)   E  5,00  

10.6.20X1 To Constituents’ 

liabilities for 

acceptances/guaran

tees etc. 

  F 2,70 42,70 

 (Honoured by bank) 10,00    

30.9.20X1 To Constituents’ 

liabilities for 

acceptances/guaran

tees etc. 

    

 (Paid off by party) 12,00    
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30.11.20X1 To Constituent’s 

liabilities for 

acceptances/guaran

tees etc. 

    

 (Honoured by bank 

on party’s failure 

    

 to pay) 5,00    

31.3.20X2 To Balance c/d     

 (Acceptances not yet 

satisfied) 

15,70    

  65,00   65,00 

Illustration 7 

Following facts have been taken out from the records of Adarsha Bank in respect of 

the year ending March 31, 20X2: 

(a) On 1-4-20X1 Bills for collection were ̀  7,00,000. During 20X1-20X2 bills received 

for collection amounted to ` 64,50,000, bills collected were ` 47,00,000 and bills 

dishonoured and returned were ` 5,50,500. Prepare Bills for Collection (Assets) 

A/c and bills for Collection (Liability) A/c. 

(b) On 1-4-20X1, Acceptance, Endorsement, etc. not yet satisfied amounted to  

` 14,50,000. During the year under question, Acceptances, Endorsements, 

Guarantees etc., amounted to ` 44,00,000. Bank honoured acceptances to the 

extent of ` 25,00,000 and client paid off ` 10,00,000 against the guaranteed 

liability. Clients failed to pay ` 1,00,000 which the Bank had to pay. Prepare the 

“Acceptances, Endorsements and other Obligations A/c” as it would appear in 

the General ledger. 

(c) It is found from the books, that a loan of ` 6,00,000 was advanced on 30-9-20X1 

@ 10 per cent p.a. interest payable half yearly; but the loan was outstanding as 

on 31-3-20X2 without any payment recorded in the meantime, either towards 

principal or towards interest. The security for the loan was 10,000 fully paid 

shares of ` 100 each (the market value was ` 98 as per the Stock Exchange 

information as on 30th Sept., 20X1). But due to fluctuations, the price fell to ` 40 

per share in January, 20X2. On 31-3-20X2, the price as per Stock Exchange rate 

was ` 82 per share. State how you would classify the loan as secured/unsecured 

in the Balance Sheet of the Company. 
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(d) The following balances are extracted from the Trial Balance as on 31-3-20X2: 

 Dr. Cr. 

 ` ` 

Interest and Discounts  98,00,000 

Rebate for bills discounted  20,000 

Bills discounted and purchased 4,00,000  

It is ascertained that the proportionate discounts not yet earned for bills to mature in 

20X2-20X3 amount to ` 14,000. Prepare Ledger Accounts. 

Solution 

(a) Bills for Collection (Assets) A/c 

20X1  ` 20X1-X2  ` 

Apr. 1 To  Balance b/d 7,00,000  By Bills for 

 Collection 

 

20X1-X2     (Liabilities) 

 A/c 

47,00,000 

 To Bills for 

 Collection 

  By Bills for 

 collection 

 

  (liabilities) A/c 64,50,000   (Liabilities) 

 A/c 

5,50,500 

   20X2   

   Mar. 31 By Balance c/d 18,99,500 

  71,50,000   71,50,000 

Bills for Collection (Liabilities) Account 

 20X1-X2  `  20X1 `  

 To Bills for collection  

 (Assets) A/c 

47,00,000 Apr. 1  By Balance b/d 7,00,000 

 To Bills for 

 Collection  

5,50,500 20X1-X2 By Bills for 

 collection  

64,50,000 

  (Assets) A/c    (Assets) A/c  

20X2      

Mar. 31  To  Balance c/d 18,99,500    

  71,50,000   71,50,000 
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(b)                       Acceptances, Endorsement & other Obligation Account 

 20X1-

X2 

 `  20X1  ` 

 To  Constituents’ 

 Liability for 

 Acceptance, 

 Endorsement, etc. 

25,00,000 Apr. 1 By   Balance b/d 14,50,000 

 To  Constituents’ 

 Liability for 

 Acceptances, 

 Endorsement etc. 

10,00,000 20X1-X2 By   Constituents, 

 Liabilities for 

 Acceptances, 

 Endorsements, 

 etc. 

44,00,000 

 To  Constituents’ 

 Liability for 

 Acceptances, 

 Endorsements, etc. 

 (amount paid on 

 failure of clients) 

1,00,000    

Mar. 31  To Balance c/d  22,50,000     

  58,50,000   58,50,000 

(c) For classifying loans as fully secured or otherwise, the value of the security as 

on the last date of the year is considered. The value of the security is ` 8,20,000 

covering the loan and the interest due comfortably. Hence it is to be treated 

as good and fully secured. 

(d)   Rebate on Bills Discounted Account 

  `   ` 

20X1-X2 To Interest and 

 Discount A/c 

6,000 20X1 

Apr. 1 

By Balance b/d 20,000 

20X2 

Mar. 31 

To  Balance c/d 14,000 

  

   

 

  20,000   20,000 

Interest & Discount Account 

20X2  ` 20X1  ` 

Mar. 31 To Profit & Loss A/c 98,06,000 Apr. 1 By Balance b/d 98,00,000 

   20X1-X2 By Rebate on Bills 

discounted A/c  

6,000 

  98,06,000   98,06,000 
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UNIT – 6: PREPARATION OF FINANCIAL 

STATEMENTS OF BANKS 

LEARNING OUTCOMES 

 Learn how to prepare profit and loss account of a bank. 

 Compute tax provision, transfer to statutory reserve, 

provisions on non-performing assets, income recognition on 

NPA, depreciation on current investments 

 Learn how to prepare Balance-sheet 

 

6.1  INTRODUCTION 

While preparing financial statements, banks have to follow various guidelines / 

directions given by RBI/Government of India governing the Financial Statements. 

Profit and Loss Account and Balance Sheet are prepared as on 31st March every 

year by all the Banks.  They contain 18 schedules as under 

Schedules forming part of Form A – Balance Sheet Schedule -  

1. Capital Schedule 

2. Reserves & Surplus Schedule 

3. Deposits Schedule 

4. Borrowings Schedule    

5. Other Liabilities and Provisions Schedule    

6. Cash and balances with RBI Schedule    

7. Balances with Banks and money at call and short notice.  

8. Investments  

9. Advances 

10. Fixed Assets 

© The Institute of Chartered Accountants of India
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11. Other Assets 

12. Contingent Liabilities / Bills for Collection  

Schedules forming Part of Form B – Profit and Loss Account. 

13. Interest Earned.  

14. Other Income.  

15. Interest Expended.  

16. Operating Expenses.  

17. Schedules forming Part of Annual Report  

18. Significant Accounting Policies.  

19. Notes forming part of accounts.  

The Assets side of the Balance Sheet has been arranged in such a manner that liquid 

assets such as Cash, Balances with Banks and Investments are shown in that order. 

This enables the investor to quickly identify how much the Bank is liquid enough to 

meet its commitment towards its customers. This arrangement of Assets is from 

liquid to fixed assets in contrast to corporate balance sheets where the 

arrangement is from fixed to liquid. While preparing financial statements, banks 

have to follow various guidelines / directions given by RBI/Government of India 

governing the Financial Statements. 

Forms for the preparation and presentation of financial statements of banking 

companies have been given in Annexure I & II along with compliance guidelines of 

RBI given in Annexure III at the end of this chapter. In this unit we shall straightaway 

go to the problems relating to preparation of final accounts of banks. 

Illustration 1 

From the following information, prepare a Balance Sheet of ADT International Bank 

as on 31st March, 20X1 giving the relevant schedules and also specify at least four 

important Principal Accounting Polices: 

` in lakhs 

 Dr. Cr. 

Share Capital  198.00 

19,80,000 Shares of ` 10 each   

Statutory Reserve  231.00 

Net Profit before Appropriation  150.00 
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Profit and Loss Account  412.00 

Fixed Deposit Account  517.00 

Savings Deposit Account  450.00 

Current Accounts 28.00 520.12 

Bills Payable  0.10 

Cash credits 812.10  

Borrowings from other Banks  110.00 

Cash in Hand 160.15  

Cash with RBI 37.88  

Cash with other Banks 155.87  

Money at Call 210.12  

Gold 55.23  

Government Securities 110.17  

Premises 155.70  

Furniture 70.12  

Term Loan 792.88  

 2,588.22 2,588.22 

Additional Information: 

Bills for collection  18,10,000 

Acceptances and endorsements 14,12,000 

Claims against the Bank not acknowledged as debt 55,000 

Depreciation charges—Premises 1,10,000 

Furniture 78,000 

50% of the Term Loans are secured by Government guarantees. 10% of cash credit is 

unsecured.  

Solution 

Balance Sheet of ADT International Bank 

As on 31st March, 20X1 

(` in lacs) 

Capital and Liabilities Schedule As on 

31.3.13 

As on 31.3.12 

Share Capital 1 1,98.00  

Reserves and Surplus 2 7,93.00  
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Deposits 3 14,87.12  

Borrowings 4 1,10.00  

Other liabilities and provisions 5 0.10  

  25,88.22  

Assets    

Cash and balances with RBI 6 219.63  

Balances with banks and money    

 at call and short notice 7 344.39  

Investments 8 1,65.40  

Advances 9 16,32.98  

Fixed Assets 10 2,25.82  

Other Assets 11 –  

  25,88.22  

Contingent liabilities 12 14.67  

Bills for collection  18.10  

Schedule 1— Capital 

Authorised Capital – 

Issued, Subscribed and  

Paid up Capital  

19,80,000 Shares of ` 10 each 1,98.00 

Schedule 2— Reserves and Surplus 

(1) Statutory Reserve-   

 Opening balance 2,31.00  

 Additions during the year 37.50  

   268.50 

(2) Balance in Profit & Loss   

 Account (W.N. 1)  524.50 

   7,93.00 

Schedule 3— Deposits 

(i) Demand deposits from others 5,20.12 

(ii) Saving bank deposits 4,50.00 

(iii) Fixed Deposits 5,17.00 

  14,87.12 
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Schedule 4— Borrowings 

Borrowing in India-  

Other banks 1,10.00 

Schedule 5— Other Liabilities and Provisions 

Bills Payable 0.10 

Schedule 6— Cash and balances with RBI 

(i) Cash in hand 1,60.15 

(ii) Balances with RBI  

 In current account (W.N. 2) 59.48 

  219.63 

Schedule 7—Balances with banks and money at call and short notice 

1. In India  

 (i) Balances with banks  

  (a)  in current accounts (W.N. 3) 1,34.27 

 (ii) Money at call and short notice 2,10.12 

  344.39 

Schedule 8— Investments 

(1) Investment in India in  

 (i) Government securities 1,10.17 

 (ii) Others—Gold 55.23 

  1,65.40 

Schedule 9— Advances 

A. (i) Cash credits, overdrafts (includes Dr Bal in Current A/c 

as ODs) 

8,40.10 

 (ii) Term Loans   7,92.88 

   16,32.98 

B (i) Secured by tangible assets (balancing fig) 11,52.53 

 (ii) Secured by bank/government guarantees 3,96.44 

 (iii) Unsecured 84.01 

   16,32.98 
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Schedule 10— Fixed Assets 

1. Premises  

 At cost  156.80 

 Depreciation to date 1.10 

  155.70 

2. Other Fixed Assets  

 Furniture at cost  70.90 

 Depreciation to date 0.78 

  70.12 

 Total (1 + 2) 2,25.82 

Schedule 11— Other Assets 

Nil 

Schedule 12— Contingent Liabilities 

(` in lakhs) 

(i) Claims against bank not acknowledged as debts 0.55 

(ii) Acceptances, endorsements 14.12 

  14.67 

Working Note: 

(1) Balance in Profit & Loss Account:     (` in lakhs) 

Profit and Loss Account 4,12.00 

Add : Net Profit before appropriation (Profit for the year) 1,50.00 

 5,62.00 

Less : Transfer to statutory reserve  

           (25% of 150.00) (37.50) 

 524.50 

(2) Transfer from Cash with other banks to Cash with RBI (when CRR is required 

to be maintained at 4% of deposits w.e.f. January 29, 2013) 

Cash reserve required (14,87.12 x 4%) 59.48 

Cash with RBI (37.88) 

Transfer needed to maintain cash reserve 21.60 

© The Institute of Chartered Accountants of India



 

 

 

10.99 

 

FINANCIAL STATEMENTS OF BANKING COMPANIES 

(3) Liquid Assets: 

Cash on hand 1,60.15 

Cash with other Banks 1,55.87 

Money at call and short notice 2,10.12 

Gold 55.23 

Government securities 1,10.17 

 6,91.54 

Excess liquidity [6,91.54 – (1487.12 x 23%)] or (6,91.54 – 342.04) 349.50 

The excess liquidity enables the transfer as per (2) above. 

After the transfer, Cash with other Banks = ̀  (in lakhs) (1,55.87 - 21.60) = ̀  (in lakhs) 

134.27. 

Principal Accounting Policies: 

(a) Foreign Exchange Transactions 

(i) Monetary assets and liabilities have been translated at the exchange rate 

prevailing at the close of year. Non-monetary assets have been carried in 

the books at the historical cost. 

(ii) Income and Expenditure items in respect of Indian branches have been 

translated at the exchange rates on the date of transactions and in respect of 

foreign branches at the exchange rates prevailing at the close of the year. 

(iii) Profit or Loss on foreign currency position including pending forward 

exchange contracts have been accounted for at the exchange rates 

prevailing at the close of the year. 

(b)  Investment: Permanent category investments are valued at cost. Valuation 

of investment in current category depends on the nature of securities. While 

valuation of government securities held as current investments have been made on 

yield to maturity basis, the investments in shares of companies are valued on the 

basis of book value. 

(c)  Advances: Advances due from sick nationalised units under nursing 

programmes and in respect of various sticky, suit filed and decreed accounts have 

been considered good on the basis of– 

(i) Available estimate value of existing and prospective primary and collateral 

securities including personal worth of the borrowers and guarantors. 
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(ii) The claim lodged/to be lodged under various credit guarantee schemes. 

(iii) The claim lodged/to be lodged under various credit guarantee schemes. 

(iv) Pending settlement of claims by Govt. 

Provisions to the satisfaction of auditors have been made and deducted from 

advances. Tax relief available when the advance is written off will be accounted for 

in the year of write-off. 

(d)  Fixed Assets:  The premises and other fixed assets except for foreign branches 

are accounted for at their historical cost. Depreciation has been provided on written 

down value method at the rates specified in the Income Tax Rules, 1962. Depreciation 

in respect of assets of foreign branches has been provided as per the local laws. 

Illustration 2 

From the following information, prepare Profit and Loss A/c of Dimple Bank as on  

31-3-20X3 : 

` ’000  Item ` ’000  

20X1-X2  20X2-X3 

14,27 Interest and Discount 20,45 

1,14 Income from investment 1,12 

1,55 Interest on Balances with RBI 1,77 

7,22 Commission, Exchange and Brokerage 7,12 

12 Profit on sale of investments 1,22 

6,12 Interest on Deposits 8,22 

1,27 Interest to RBI 1,47 

7,27 Payment to and provision for employees 8,55 

1,58 Rent, taxes and lighting 1,79 

1,47 Printing and stationery 2,12 

1,12 Advertisement and publicity 98 

98 Depreciation 98 

1,48 Director’s fees 2,12 

1,10 Auditor’s fees 1,10 

50 Law charges 1,52 

48 Postage, telegrams and telephones 62 

42 Insurance 52 

57 Repair & maintenance 66 
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Also give necessary Schedules. 

Other Information: 

(i) The following items are already adjusted with Interest and Discount (Cr.): 

Tax Provision (’000 `) 1,48 

Provision for Doubtful Debts (’000 `) 92 

Loss on sale of investments (’000 `) 12 

Rebate on Bills discounted (’000 `) 55 

(ii) Appropriations: 

25% of profit is transferred to Statutory Reserves 

5% of profit is transferred to Revenue Reserve. 

Solution 

Dimple Bank 

Profit and Loss Account for the year ended 31-3-20X3 

    (` 000’s ) 

  Schedule Year ended Year ended 

  No. 31-3-20X3 31-3-20X2 

I. Income    

 Interest Earned 13 25,86 16,96 

 Other Income 14 8,22 7,34 

 Total  34,08 24,30 

II. Expenditure    

 Interest Expended 15 9,69 7,39 

 Operating Expenses 16 20,96 16,97 

 Provisions and Contingencies  2,40    

 Total  33,05 24,36 

III. Profit/Loss    

 Net Profit/Loss (—) for the year  1,03 (6) 

 Profit/Loss (—) brought forward  (6)  

 Total  97 (6) 
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IV. Appropriations    

 Transfer to Statutory Reserve  25.75  

 Transfer to Other Reserve, 

Proposed Dividend 

 5.15  

 Balance carried over to Balance 

Sheet 

 66.10  

 Total  97.00  

Schedule 13 - Interest Earned 

   (` 000’s) 

  Year ended Year ended 

  31-3-20X3 31-3-20X2 

I. Interest/Discount 22,97 14,27 

II. Income on Investments 1,12 1,14 

III. Interest on Balances with RBI   

 and other inter-bank fund 1,77 1,55 

IV. Others  − 

 Total 25,86 16,96 

Schedule 14 - Other Income 

   (` 000’s) 

  Year ended Year ended 

  31-3-20X3 31-3-20X2 

I. Commission, Exchange and Brokerage 7,12 7,22 

II. Profit on Sale of Investments     1,22 12 

 Less: Loss on sale of Investments    (12) - 

 Total 8,22 7,34 

Schedule 15 - Interest Expended 

   (` 000’s) 

  Year ended Year ended 

  31-3-20X3 31-3-20X2 

I. Interest on Deposits 8,22 6,12 

II. Interest on RBI/inter-bank borrowings 1,47 1,27 

 Total 9,69 7,39 
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Schedule 16 - Operating Expenses 

   (` 000’s) 

  Year ended Year ended 

  31-3-20X3 31-3-20X2 

I. Payments to and provision for employees 8,55 7,27 

II. Rent, taxes and lighting 1,79 1,58 

III. Printing and stationery 2,12 1,47 

IV. Advertisement and Publicity 98 1,12 

V. Depreciation on the Bank’s Property 98 98 

VI. Director’s fees, allowances and expenses 2,12 1,48 

VII. Auditor’s fees and expenses   

 (including branch auditors) 1,10 1,10 

VIII.  Law charges 1,52 50 

IX. Postage, telegrams, telephones etc. 62 48 

X. Repairs and maintenance 66 57 

XI. Insurance 52 42 

XII. Other Expenditure  − 

 Total 20,96 16,97 

Illustration 3 

From the following information, prepare Profit and Loss A/c of KC Bank for the year 

ended 31st March, 20X1: 

Items  ` 000  

Interest on cash credit 18,20 

Interest on overdraft 7,50 

Interest on term loans 15,40 

Income on investments 8,40 

Interest on balance with RBI 1,50 

Commission on remittances and transfer 75 

Commission on letters of credit 1,18 

Commission on government business 82 

Profit on sale of land and building 27 

Loss on exchange transactions 52 

Interest paid on deposit 27,20 
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Auditors’ fees and allowances 1,20 

Directors’ fees and allowances 2,50 

Advertisements 1,80 

Salaries, allowances and bonus to employees 12,40 

Payment to Provident Fund 2,80 

Printing and stationery 1,40 

Repairs and maintenance 50 

Postage, telegrams, telephones 80 

Other Information: 

(i) Interest on NPA is as follows 

  Earned (` ’000) Collected (` ’000) 

 Cash credit 8,20 4,00 

 Overdraft 450 1,00 

 Term Loans 750 2,50 

(ii) Classification of Non Performing Advances (’000 `) 

 Standard  30,00 

 Sub-standard  11,20 

 Doubtful assets not covered by security  2,00 

 Doubtful assets covered by security for one year  50 

 Loss Assets  2,00 

(iii) Investments  27,50 

Bank should not keep more than 25% of its investment as ‘held-for-maturity’ 

investment. The market value of its rest 75% investment is ` 19,75,000 as on  

31-3-20X1. 

Solution 

KC Bank  

Profit and Loss Account 

For the year ended 31st March, 20X1 

 Particulars Schedule (` ’000’) 

   Year ended 

   31-3-20X1 

I Income   

 Interest earned 13 38,30 
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 Other income 14 2,50 

   40,80 

II Expenditure   

 Interest expended 15 27,20 

 Operating expenses 16 23,40 

 Provisions and Contingencies  6,80 

    57,40 

III Profit/Loss     (16,60) 

IV Appropriations  Nil 

Schedule 13 - Interest Earned 

  Year ended 31-3-20X1 

   (` ’000’) 

I Interest/discount on advances/bills   

 Interest on cash credit `  (18,20-420) 14,00  

 Interest on overdraft ` (750-350) 4,00  

 Interest on term loans ` (15,40-500) 10,40 28,40 

II Income on investments  8,40 

III Interest on Balance with RBI  1,50 

   38,30 

Interest on NPA is recognised on cash basis, hence excess reduced 

Schedule 14 - Other Income 

   Year ended 

31-3-20X1 

   (` ’000’) 

I Commission, Exchange and Brokerage   

 Commission on remittances and transfer 75  

 Commission on letter of credit 1,18  

 Commission on Government business 82 2,75 

II Profit on sale of Land and Building  27 

III Loss on Exchange Transactions  (52) 

   2,50 
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Schedule 15 - Interest Expended 

  Year ended 

  31-3-20X1 

I Interest on Deposits 27,20 

Schedule 16 - Operating Expenses 

   Year 

Ended 

   31-3-

20X1 

I Payment and provision for employees   

 Salaries, allowances and bonus 12,40  

 Provident Fund Contribution 2,80 15,20 

II Printing and Stationery  1,40 

III Advertisement and publicity  1,80 

IV Directors’ fees, allowances and expenses  2,50 

V Auditors’ fees and expenses  1,20 

VI Postage, telegrams, telephones etc.  80 

VII Repairs and maintenance       50 

   23,40 

Working Note: 

Provisions and contingencies   (` ’000) 

Provision for NPA :    

Standard 3,000 × 0.40%  12 

Sub-standard 1,120 × 15%∗  1,68 

Doubtful not covered by security 200 × 100%  2,00 

Doubtful covered by security for one year 50 × 25%  12.5 

Loss Assets 200 × 100%  2,00 

   592.5 

Depreciation on current investments    

 Cost (75% of 27,50)  2,062.50  

 Less : Market value  (1,975.00)     87.5 

   680.00 

                              

∗ It is assumed that sub-standard asset is fully secured. 
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Note: 25% of the total investments are held to maturity. In the case of Held to 

Maturity investments the valuation is done at cost and these are not marked to 

market value generally. Hence, depreciation on investments has been calculated 

only on other investments which can either be Held for Trading (HFT) or Available 

for Sale (AFS) 

Illustration 4 

The following are the ledger balances (in Rupees thousands) extracted from the books 

of Vaishnavi Bank as on March 31, 20X1 : 

 Dr. Cr. 

Share Capital  19,00,00 

Current accounts control  9,70,00 

Employee security deposits  74,20 

Investments in Govt. of India Bonds 9,43,70  

Gold Bullion 1,51,30  

Silver 20,00  

Constituent liabilities for    

acceptances and endorsements 5,65,00 5,65,00 

Borrowings from banks  7,72,30 

Building 6,50,00  

Furniture 50,00  

Money at call and short notice 2,60,00  

Commission & brokerage  2,53,00 

Saving accounts  1,50,00 

Fixed deposits  2,30,50 

Balances with other banks 4,63,50  

Other investments 5,56,30  

Interest accrued on investments 2,46,20  

Reserve Fund  14,00,00 

P & L A/c  65,00 

Bills for collection 4,35,00 4,35,00 

Interest  6,20,00 

Loans 18,10,00  

Bills discounted 1,25,00  

Interest 79,50  

Discounts  4,20,00 

Rents  6,00 

Audit fees 50,00  
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Depreciation reserve (furniture)  2,00 

Salaries 2,12,00  

Rent, rates and taxes 1,20,00  

Cash in hand and with Reserve Bank 7,50,00  

Miscellaneous income  39,00 

Depreciation reserve (building)  8,00 

Directors fees 10,00  

Postage 12,50  

Loss on sale of investments 2,00,00  

Branch adjustments   2,00,00  

 79,10,00 79,10,00 

Other Information: 

The bank’s Profit and Loss Account for the year ended and Balance Sheet as on 31st 

March, 20X1 are required to be prepared in appropriate form. Further information (in 

Rupees thousands) available is as follows — 

(a) Rebate on bills discounted to be provided 40,00 

(b) Depreciation for the year 

 Building 50,00 

 Furniture 5,00 

(c) Included in the current accounts ledger are accounts overdrawn to the extent of 

25,00. 

Solution 

Balance Sheet of Vaishnavi Bank  

as on 31st March, 20X1 

  (` ‘000) 

Capital and Liabilities Schedule As on As on 

  31-3-

20X1 

31-3-20X0 

Capital 1 19,00,00  

Reserves & Surplus 2 20,24,00  

Deposits 3 13,75,50  

Borrowings 4 7,72,30  

Other liabilities and provisions 5 1,14,20  

Total  61,86,00  

© The Institute of Chartered Accountants of India



 

 

 

10.109 

 

FINANCIAL STATEMENTS OF BANKING COMPANIES 

    (` ‘000) 

Assets Schedule As on As on 

  31-3-20X1 31-3-20X0 

Cash and balance with    

Reserve Bank of India 6 7,50,00  

Balances with bank and Money at call 

and short notice 

7 7,23,50  

Investments 8 16,71,30  

Advances 9 19,60,00  

Fixed Assets 10 6,35,00  

Other Assets 11 4,46,20  

Total  61,86,00  

Contingent liabilities 12 5,65,00  

Bills for collection  4,35,00  

 

Vaishnavi Bank  

Profit and Loss Account for the year ended 31-3-20X1 

            (` ‘000) 

I. Income   

        Interest & Discount  13 10,00,00 

        Other income  14 98,00 

   10,98,00 

II. Expenditure   

 Interest Expended 15 79,50 

 Operating Expenses 16 4,59,50 

 Provisions and Contingencies  - 

   5,39,00 

III. Profits/Loss   

 Net profit for the year  5,59,00 

 Profit b/f  65,00 

   6,24,00 
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IV. Appropriations   

 Transfer to Statutory Reserve  1,39,75 

 Balance carried over to Balance Sheet  4,84,25 

   6,24,00 

Schedule 1 - Capital 

    (` ’000) 

  As on 31-3-20X1 

I. For Other Banks  

 Authorised Capital  

 Shares of ` ... each − 

 Issued Capital  

 Shares of ` ... each − 

 Subscribed Capital  

 Shares of ` ... each − 

 Called up capital  

 Shares of ` ... each 19,00,00 

  19,00,00 

Schedule 2 - Reserves & Surplus 

  As on 31-3-20X1 

I. Statutory Reserves  

 Opening Balance 14,00,00 

 Additions during the year    1,39,75 

  15,39,75 

II. Balance in Profit and Loss Account    4,84,25 

 Total 20,24,00 

Note: Transfer to Statutory Reserve should be 25% of the Net Profits for the 

current year 

Schedule 3 - Deposits 

  (` ’000) 

  As on 31-3-20X1 

A. I. Demand Deposits 9,95,00 
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II. Saving Bank Deposits 1,50,00 

III. Term Deposits 2,30,50 

  13,75,50 

Current Accounts Control A/c shows a Credit Balance of ` 9,70,000/-. In the 

additional information it is mentioned that in the above balance an OD of  

` 25,000/- is included. Hence for presentation of the Balance Sheet the entries will 

be as under: 

Current Accounts 9,95,000 to  be shown under deposits 

ODs in Current Accounts To be shown as Advances along with cash credits & T 

Loans 

Schedule 4 - Borrowings 

  As on 31-3-20X1 

I. Borrowings in India  

 (ii) Other banks 7,72,30 

                                Total 7,72,30 

Schedule 5 - Other liabilities and provisions 

  As on 31-3-20X1 

I. Other liabilities including provisions:  

 Rebate on bills discounted 40,00 

 Employees Security Deposit 74,20 

 Total 1,14,20 

Schedule 6 - Cash and Balances with Reserve Bank of India 

  As on 31-3-20X1 

I. Cash in hand (including foreign currency notes) 3,50,00 

II. Balances with Reserve Bank of India:  

 (i) In Current Account 3,20,00 

 (ii) In Other Account 80,00 

 Total 7,50,00 

 (Details are not based on figures given in the question) 
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Schedule 7 - Balances with Banks & Money at Calls & Short Notice 

  As on 31-3-20X1 

I. (i) In India Balances with banks  

(a)     in Current accounts  

(b)     in Other accounts 2,63,50 

(ii) Money at call and short notice 2,00,00 

(a)     with banks 2,30,00 

(b)     with other institutions 30,00 

   

7,23,50  Total (i + ii) 

Schedule 8 - Investments 

    (` ‘000) 

  As on 31-3-20X1 

I. Investments in India in  

 (i) Government securities 9,43,70 

 (ii) Shares (assumed) 5,56,30 

 (iii) Gold 1,51,30 

 (iv) Silver 20,00 

 Total 16,71,30 

Schedule 9 - Advances 

   As on 31-3-20X1 

A

. 

(i) Bills purchased and discounted 1,25,00 

 (ii) Cash credits, overdrafts and loans repayable   

  on demand 18,35,00 

   19,60,00 

B. (i) Secured by tangible assets 12,00,00 

 (ii) Secured by Bank/Govt. Securities 2,00,00 

 (iii) Unsecured 5,60,00 

   19,60,00 
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C. I.  Advances in India  

 (i) Priority sector 8,00,00 

 (ii) Public sector 1,00,00 

 (iii) Banks 20,00 

 (iv) Others 10,40,00 

  Total 19,60,00 

(Details are assumed) 

Schedule 10 - Fixed Assets 

   As on 31-3-20X1 

I. Premises   

 At cost as on 31st March, 20X0 6,42,00  

 Depreciation to date (50,00) 5,92,00 

II. Other fixed articles (including   

 Furniture and Fixture)   

 At cost as on 31st March, 20X0 48,00  

 Depreciation to date (5,00) 43,00 

 Total (I & II)  6,35,00 

Schedule 11 - Other Assets 

  As on31-3-20X1 

I. Inter-office adjustments (net) 2,00,00 

II. Interest accrued 2,46,20 

  4,46,20 

Schedule 12 - Contingent Liabilities 

  Year ended 

  31-3-20X1 

I. Acceptances, endorsements   

 and other obligations 5,65,00 

 Total 5,65,00 
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Schedule 13 - Interest Earned 

  Year ended 

  31-3-20X1 

I. Interest/discount on   

 advances, bills (6,20,00 + 4,20,00 –40,00) 10,00,00 

 Total 10,00,00 

Schedule 14 - Other Income 

   Year ended 

   31-3-20X1 

I. Commission, Exchange and Brokerage 2,53,00  

II. Profit on sale of investments   

 Less : Loss on sale on investments (2,00,00) 53,00 

III. Miscellaneous Income   

 Rent and Other Receipts  45,00 

 Total  98,00 

Schedule 15 - Interest Expended 

  Year ended 

  31-3-20X1 

I. Interest on Deposits 79,50 

 Total 79,50 

Schedule 16 - Operating Expenses 

  Year ended 

  31-3-20X1 

I. Payments to and provisions  

 for employees 2,12,00 

II. Rent, Taxes and Lighting 1,20,00 

III. Depreciation on Bank’s property 55,00 

IV. Director’s fees, allowances and expenses 10,00 

V. Auditor’s fees and expenses 50,00 

VI. Postage, Telegrams, Telephones etc. 12,50 

 Total 4,59,50 
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SUMMARY 

• Banks in India and their activities are regulated by the Banking Regulation Act, 

1949.  

• The book-keeping system of a banking company is substantially different from 

that of a trading or manufacturing enterprise. A bank maintains a large number 

of accounts of various types for its customers. 

• Every bank should maintain a minimum capital adequacy ratio based on capital 

funds and risk assets.  

• As per the prudential norms, all Indian scheduled commercial banks (excluding 

regional rural banks) as well as foreign banks operating in India are required 

to maintain capital adequacy ratio (or capital to Risk Weighted Assets Ratio) 

which is specified by RBI from time to time. 

• Capital is divided into two tiers according to the characteristics/qualities of 

each qualifying instrument.   

• Tier I capital consists mainly of share capital and disclosed reserves and it is a 

bank’s highest quality capital because it is fully available to cover losses. 

• Tier II capital on the other hand consists of certain reserves and certain types 

of subordinated debt. 

• With reference to Bills, a banking company performs the following functions: 

Discounting of bills; Collection of bills; Acceptances on behalf of customers 

• The banks have to classify their advances into four broad groups (i) standard 

assets, (ii) sub-standard assets, (iii) doubtful assets and (iv) loss assets.  

• Rates of Provisioning for Non-Performing Assets  

Category of Advances Revised Rate (%) 

Standard Advances  

(a) direct advances to agricultural and SME  0.25 

(b)  advances to Commercial Real Estate (CRE) Sector  1.00 

(c) all other loans and advances not included in (a) and (b) above  0.40 

 Sub-standard Advances  

(a)  Secured Exposures 15 

(b)  Unsecured Exposures 25 
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(c) Unsecured Exposures in respect of Infrastructure loan  

 accounts where certain safeguards such as escrow  

 accounts are available. 20 

• Doubtful Advances 

(a) Unsecured Portion 100 

(b)  Secured Portion   

 For Doubtful upto 1 year  25 

 For Doubtful > 1 year and upto 3 years  40 

 For Doubtful > 3 years  100 

 Loss Advances  100 

• The secured value of an asset is the realizable value of its security and not its 

face value or book value. 

• The provisions on standard assets should not be reckoned for arriving at net 

NPAs. 

• While preparing financial statements, banks have to follow various guidelines / 

directions given by RBI/Government of India governing the Financial Statements. 

• The provisions towards Standard Assets need not be netted from gross advances 

but shown separately as ‘Contingent Provisions against Standard Assets' under 

'Other Liabilities and Provisions’ in Schedule 5 of the balance sheet. 

TEST YOUR KNOWLEDGE 

MCQs 

1.  A banking company can pay dividend on its shares  

(a) After writing off all its capitalized expenses including preliminary expenses. 

(b) After charging depreciation on its investments. 

(c) After charging bad debts where adequate provisions has been made to the 

satisfaction of the auditor. 

(d) Before charging depreciation on its investments and writing off all its 

capitalized expenses. 

2. On 1.4.20X1 Bills for collection were ` 10,000.  During 20X1-20X2 bills received 

for collection amounted to ` 1,00,000, bills collected were ` 80,000 and bills 
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dishonoured and returned were ` 5,000.  What will be the amount of bills for 

collection (assets) account as on 31.3.20X2? 

(a) 25,000. 

(b) 30,000. 

(c) 35,000. 

(d) None of the above.  

3. Rebate on bill discounted is shown in the 

(a) Assets side of the balance sheet. 

(b) Liabilities side of the balance sheet. 

(c) Income side of the income statement. 

(d) Expense side of the income statement. 

4. Bills for collection are shown 

(a)  On Assets side of the balance sheet. 

(b) On liabilities side of the balance sheet. 

(c)  On the income side of the income statement. 

(d)  As note below the balance sheet. 

5. What percentage of provision is required on standard assets? 

(a) 10 

(b)  40 

(c)  0.40 

(d)  25. 

6.  As per the Banking Regulations Act, 1949, a bank can engage in the following 

banking business 

(a) Borrowing and raising of money. 

(b) Dealing in bills of exchange, hundies, promissory notes etc. 

(c) Carrying on and transacting every kind of guarantee and indemnity 

business. 

(d) All of the above. 
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7. When income is to be recognized on cash basis by Safe Trust Bank, a distinction 

should be made between  

(a) Banking and Non-banking assets. 

(b) Monetary and Non-banking assets. 

(c) Current and Non-current assets. 

(d) Performing and Non-performing assets. 

8. For the year ended 31st March, 20X1 non-performing assets classified as sub-

standard in Centura Bank Ltd. will be classified as doubtful after 

(a) 24 months. 

(b) 18 months. 

(c) 12 months. 

(d) 180 days.  

Theoretical Questions  

Question 1 

Write short notes on Slip system of posting and double voucher system.  

Question 2 

What are the restrictions imposed by the Banking Regulations Act, 1949 on 

payment of dividend in case of banking companies? 

Question 3 

Write short note on Classification of investments by a banking company.  

Question 4 

Write short note on Non-Performing Assets.  

Question 5 

Write short note on Classification of advances in the case of a Banking Company.  

Practical Problems 

Question 1 

From the following information find out the amount of provisions required to be 

made in the Profit & Loss Account of a commercial bank for the year ended 31st 

March, 20X1: 
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(i) Packing credit outstanding from Food Processors `60 lakhs against which the 

bank holds securities worth ` 15 lakhs. 40% of the above advance is covered 

by ECGC. The above advance has remained doubtful for more than 3 years.  

(ii) Other advances:  

Assets classification ` in lakhs 

Standard 3,000 

Sub-standard 2,200 

Doubtful :  

   For one year 900 

   For two years 600 

   For three years 400 

   For more than 3 years 300 

   Loss assets 600 

Question 2 

From the following information find out the amount of provisions to be shown in 

the Profit and Loss Account of a Commercial Bank: 

Assets (` in lakhs) 

Standard 4,000 

Sub-standard 2,000 

Doubtful upto one year 900 

Doubtful upto three years 400 

Doubtful more than three years 300 

Loss Assets 500 

Question 3 

From the following information, compute the amount of provisions to be made in 

the Profit and Loss Account of a Commercial bank: 

 Assets `  in 

lakhs 

(i) Standard (Value of security ` 6,000 lakhs) 7,000 

(ii) Sub-standard 3,000 

(iii) Doubtful  
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 (a) Doubtful for less than one year 

 (Realisable value of security ` 500 lakhs) 

1,000 

 (b) Doubtful for more than one year, but less than 3 years 

 (Realisable value of security ` 300 lakhs) 

500 

 (c) Doubtful for more than 3 years (No security) 300 

Question 4 

ABC bank Ltd. has a balance of ` 40 crores in “Rebate on bills discounted” account 

as on 31st March, 2014. The Bank provides you the following information: 

(i) During the financial year ending 31st March, 2015 ABC Bank Ltd. discounted 

bills of exchange of ` 5,000 crores charging interest @ 14% and the average 

period of discount being 146 days. 

(ii) Bills of exchange of ` 500 crores were due for realization from the 

acceptors/customers after 31st March, 2015. The average period of outstanding 

after 31st March, 2015 being 73 days. These bills of exchange of ` 500 crores 

were discounted charging interest@ 14% p.a.  

You are requested to pass necessary Journal Entries in the books of ABC Bank Ltd. 

for the above transactions.   

Question 5 

How will you disclose the following Ledger balances in the Final accounts of DVD 

bank: 

 ` in lacs 

Current accounts 700 

Saving accounts 500 

Fixed deposits 700 

Cash credits 600 

Term Loans 500 

Bills discounted & purchased 800 

Additional information: 

(i) Included in the current accounts ledger are accounts overdrawn to the extent of ` 

250 lacs. 
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(ii) One of the cash credit account of ` 10 lacs (including interest ` 1 lac) is 

doubtful. 

(iii) 60% of term loans are secured by government guarantees, 20% of cash credits are 

unsecured, other portion is secured by tangible assets.  

Question 6 

The following figures are extracted from the books of KLM Bank Ltd. as on  

31-03-20X2: 

 ` 

Interest and discount received 38,00,160 

Interest paid on deposits 22,95,360 

Issued and subscribed capital 10,00,000 

Salaries and allowances 2,50,000 

Directors Fees and allowances 35,000 

Rent and taxes paid 1,00,000 

Postage and telegrams 65,340 

Statutory reserve fund 8,00,000 

Commission, exchange and brokerage 1,90,000 

Rent received 72,000 

Profit on sale of investment 2,25,800 

Depreciation on assets 40,000 

Statutory expenses 38,000 

Preliminary expenses 30,000 

Auditor's fee 12,000 

The following further information is given: 

(1) A customer to whom a sum of ` 10 lakhs was advanced has become insolvent 

and it is expected only 55% can be recovered from his estate. 

(2) There was also other debts for which a provisions of ` 2,00,000 was found 

necessary. 

(3) Rebate on bill discounted on 31-03-20X1 was ` 15,000 and on 31-03-20X2 was 

` 20,000. 
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(4)  Income tax of ` 2,00,000 is to be provided. 

The directors desire to declare 5% dividend. 

Prepare the Profit and Loss account of KLM Bank Ltd. for the year ended 31-03-

20X2 and also show, how the Profit and Loss account will appear in the Balance 

Sheet if the Profit and Loss account opening balance was NIL as on 31-03-20X1  

ANSWERS/ HINTS 

MCQs  

[Ans. 1. (a),  2. (a), 3. (b), 4. (d), 5. (c), 6. (d), 7. (d), 8. (c),] 

Theoretical Questions 

Answer 1 

Slip system of posting: Under this system used in banking companies, entries in 

the personal ledgers are made directly from vouchers instead of being posted from 

the day book. Pay-in-slips (used by the customers at the time of making deposits) 

and the cheques are used as slips which form the basis of most of the transactions 

directly recorded in the accounts of customers. As the slips are mostly filled by the 

customers themselves, this system saves a lot of time and labour of the bank staff. 

The vouchers entered into different personal ledgers are summarised on summary 

sheets every day, totals of which are posted to the different control accounts which 

are maintained in the general ledger. 

Double voucher system: In a bank, two vouchers are prepared for every 

transaction not involving cash—one debit voucher and another credit voucher. This 

system is called double voucher system. The vouchers are sent to different clerks 

who make entries in books under their charge. This is designed to increase the 

quality of internal check. 

Answer 2 

Refer para 1.7 of unit 1 

Answer 3 

Refer para 4.4 of unit 4 

Answer 4 

Refer para 4.2 of unit 4 
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Answer 5 

Refer para 4.2 of unit 4 

Practical Problems 

Answer 1 

(i)   Packing Credit 

 (`in lakhs) 

Amount outstanding (packing credit) 60  

Less: Realisable value of securities (15)  

 45  

Less: ECGC cover (40%) (18)  

Balance being unsecured portion of packing credits 27  

Required provision :   

Provision for unsecured portion (100%)  27.0 

Provision for secured portion (100%)*  15.0 

  42.0 

(ii) Other advances: 

(` in lakhs) 

Assets Amount % of Provision 

  provision  

Standard 3,000 0.40 12 

Sub-standard 2,200 15 330 

Doubtful :    

 For one year 900 25 225 

 For two years 600 40 240 

 For three years 400 40 160 

 For more than three years 300 100 300 

Loss 600 100 600 

Required provision   1,867 

Note: Sub-standard and Doubtful advances have been assumed as fully 

secured. However, in case, the students assume that no security cover is 
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available for these advances, provision will be made for @ 25% for sub-

standard and 100% for doubtful advances. 

Answer 2 

Computation of provision in the Profit & Loss Account of the Commercial Bank: 

Assets Amount  

(` in lakhs) 

% of 

Provision 

Provision 

 (` in lakhs) 

Standard 4,000 0.40   16 

Sub-standard* 2,000 15 300 

Doubtful upto one year* 900 25 225 

Doubtful upto three years* 400 40 160 

Doubtful more than three years* 300 100 300 

Loss 500 100 500 

   1,501 

* Sub-standard and doubtful assets are assumed as fully secured as it is logical 

for a commercial bank to cover itself by adequate security in the making of 

loans and advances in the ordinary course of business.  

Answer 3 

Statement showing Provisions on various performing and non-performing 

assets 

 Amount % of  Provision 

 ` in lakhs provision ` in lakhs 

Standard 7,000 0.40 28 

Sub-standard 3,000 15 450 

Doubtful (less than one year)    

On secured portion 500 25 125 

On unsecured portion 500 100 500 

Doubtful (more than one year but less 

than three years) 

   

On secured portion 300 40 120 

On unsecured portion 200 100 200 

Doubtful Unsecured (more than three 

years) 

300 100    300 

  

Total provision   1,723 
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Answer  4 

       In the books of ABC Bank Ltd. 

 Journal Entries 

   ` in crores 

Particulars  Debit  Credit  

Rebate on bills discounted A/c Dr. 40  

 To Discount on bills A/c    40 

(Being the transfer of opening balance in ‘Rebate on 

bills discounted A/c’ to ‘Discount on bills A/c’) 

   

Bills purchased and discounted A/c  Dr. 5,000  

 To Discount on bills A/c   280 

 To Clients A/c     4,720 

(Being the discounting of bills of exchange during the 

year) 

   

Discount on bills A/c   Dr. 14  

 To Rebate on bills discounted A/c    14 

(Being the unexpired portion of discount in respect of 

the discounted bills of exchange carried forward) 

   

Discount on bills A/c Dr. 306  

 To Profit and Loss A/c    306 

(Being the amount of income for the year from 

discounting of bills of exchange transferred to Profit 

and loss A/c) 

   

Working Notes: 

1. Discount received on the bills discounted during the year  

 ` 5,000 crores x 14/100 x 146/365 = ` 280 crores  

2. Calculation of rebate on bill discounted  

 ` 500 crores x 14/100 x 73/365 = `14 crores  

3. Income from bills discounted transferred to Profit and Loss A/c would be 

calculated by preparing Discount on bills A/c. 

© The Institute of Chartered Accountants of India



  

 

10.126 ADVANCED ACCOUNTING 

Discount on bills A/c  

   ` in crores 

Date  Particulars Amount  Date Particulars Amount 

31.3.2015 To Rebate on bills 

 discounted    

14 1.4.2014 By Rebate on 

 bills discounted 

       b/d 

40 

” To Profit and Loss 

       A/c (Bal. Fig.) 

 

306 

 2014-15 By Bills purchased 

 and discounted  

 

280 

  320   320 

Answer 5 

Relevant Schedules (forming part of the Balance sheet) of DVD Bank 

Schedule 3: Deposits 

  ` in lacs 

A Demand deposits (700 – 250) 450 

B Saving bank deposits 500 

C Term deposits (Fixed Deposits)    700 

  1,650 

Schedule 9: Advances 

  ` in lacs 

A (i) Bills discounted and purchased 800 

 (ii) Cash credits and overdrafts (600 + 250) 850 

 (iii) Term loans    500 

  2,150 

B. (i) Secured by tangible assets (bal. fig.) 1,730 

 (ii) Secured by Bank/Government guarantees (500 x 60%) 300 

 (iii) Unsecured (600 x 20%)    120 

  2,150 
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Schedule 5: Other Liabilities & Provisions 

  ` in lacs 

 Others (Provision for doubtful debts) 10 

Profit and Loss Account (an extract) 

  ` in lacs 

 Less: Provision for doubtful debts* 10 

Note: The overdrawn extent in Current Accounts will be shown as Overdrafts. 

*Note: It is assumed that the cash credit has been in ‘doubtful’ category for more 

than three years, hence provision made at 100%. 

Answer 6 

  KLM Bank Limited 

Profit and Loss Account for the year ended 31st March, 20X2 

  Schedule Year ended 

31.03.20X2 

   `  

I. Income:   

 Interest earned 13 37,95,160 

 Other income 14 4,87,800 

 Total  42,82,960 

II. Expenditure   

 Interest expended 15 22,95,360 

 Operating expenses 16 5,70,340 

 Provisions  and contingencies    

  (4,50,000+2,00,000+2,00,000)  8,50,000 

 Total  37,15,700 

III. Profits/Losses   

 Net profit for the year  5,67,260 

 Profit brought forward         Nil 

   5,67,260 

IV. Appropriations   

 Transfer to statutory reserve (25% of 5,67,260)  1,41,815 

 Proposed dividend  50,000 

 Balance carried over to balance sheet  3,75,445 

   5,67,260 

© The Institute of Chartered Accountants of India



  

 

10.128 ADVANCED ACCOUNTING 

Profit & Loss Account balance of ` 3,75,445 will appear under the head ‘Reserves and 

Surplus’ in Schedule 2 of the Balance Sheet. 

Year ended 31.3.20X2 (`)  

 Schedule 13 – Interest Earned  

I. Interest/discount on advances/bills (Refer W.N.) 37,95,160 

  37,95,160 

 Schedule 14 – Other Income  

I. Commission, exchange and brokerage 1,90,000 

II. Profit on sale of investment   2,25,800  

III. Rent received    72,000 

  4,87,800 

 Schedule 15 – Interest Expended  

I. Interests paid on deposits 22,95,360 

  22,95,360 

 Schedule 16 – Operating Expenses  

I. Payment to and provisions for employees (salaries & allowances) 2,50,000 

II. Rent, taxes paid 1,00,000 

III. Depreciation on assets  40,000 

IV. Director’s fee, allowances and expenses 35,000 

V. Auditor’s fee 12,000 

VI. Statutory (law) expenses 38,000 

VII. Postage and telegrams 65,340 

VIII. Preliminary expenses∗    30,000 

  5,70,340 

Working Note: 

 `  

Interest and discount received 38,00,160 

Add: Rebate on bills discounted on 31.3. 20X1 15,000 

Less: Rebate on bills discounted on 31.3. 20X2    (20,000) 

 37,95,160 

                              

∗ It is assumed that preliminary expenses have been fully written off during the year. 
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LEARNING OUTCOMES 
After studying this chapter, you will be able to:  

 Learn the definition of Non-Banking Financial Companies and 

their classification.  

 Comeprehend with the regulations governing NBFC in India 

 Familiarize with the requirements of the prudential accounting 

norms for NBFC 
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ADVANCED ACCOUNTING 

CHAPTER OVERVIEW  

 

1. INTRODUCTION 

Non-Banking Financial Companies (NBFC) play a crucial role in broadening access 

to financial services, enhancing competition and diversification of the financial 

sector. They are increasingly being recognized as complementary to the banking 

system, capable of absorbing shocks and spreading risks at times of financial 

distress. Simplified sanction procedures, orientation towards customers, attractive 

rates of return on deposits and flexibility and timeliness in meeting the credit 

needs of specified sectors (like equipment leasing and hire purchase), are some of 

the factors that enhanced the attractiveness of NBFCs. 

2. DEFINITION OF NBFC 

A Non-Banking Financial Company (NBFC) is a company registered under the 

Companies Act 1956/ 2013, engaged in the business of loans and advances, 

acquisition of shares, debentures and other securities, leasing, hire-purchase, 

insurance business and chit business. The term NBFC does not include any 

institution whose principal business is that of agriculture activity, industrial 

activity or sale of any good (other than securities) or providing any services and 

sale/purchase/construction of any immovable property. 

Definition of 
NBFC and  

calssification

Distiction 
between NBFC 

and a Bank

Minimum Net 
Owned Fund 
and Liquid 

Asset 
Requirements

Categories of 
NBFCs

Income 
recognition 

and Prudential 
Accounting 

Norms

Asset 
classification ,  
provisioning 

and Asset 
liability 

Management 

Capital 
adequacy and 
Preparation of 

Financial 
Statements 
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Section 45 I(f) of Reserve Bank of India (Amendment) Act, 1997 defines a non-

banking financial company as:   

(i) A financial institution which is a company; 

(ii) A non-banking institution which is a company with principal business of 

receiving of deposits, under any scheme or arrangement or in any other 

manner, or lending in any manner; 

(iii) Such other non-banking institution or class of such institutions, as the 

Reserve Bank with the previous approval of the Central Government may 

specify by notification in the Official Gazette. 

For purposes of RBI (Reserve Bank of India) Directions relating to Acceptance 

of Public Deposits, non-banking financial company means only the non-

banking institution which is a – “Loan company”, “Investment company”, 

“Hire purchase finance company”, “Equipment leasing company” and 

“Mutual benefit financial company”. 

As per RBI FAQ (Frequently Asked Questions) dated 10 January 2017, Non-

Banking Financial Company (NBFC) 

• is a company registered under the Companies Act, 1956 or 2013; 

• engaged in the business of loans and advances, acquisition of 

shares/stock/bonds/debentures/securities issued by Government or local 

authority or other securities of like marketable nature, leasing, hire-purchase, 

insurance business, chit business; 

• but does not include any institution whose principal business is that of 

agriculture activity, industrial activity, purchase or sale of any goods (other 

than securities) or providing any services and sale/purchase/construction of 

immovable property.  

Residuary non-banking company - A non-banking institution which is a 

company and has its principal business of receiving deposits under any scheme or 

arrangement in one lump sum or in installments by way of contributions or any 

other manner, or lending in any manner is also a non-banking financial company. 

What does conducting financial activity as “principal business” mean?  

Financial activity as principal business is when a company’s financial assets 

constitute more than 50 per cent of the total assets and income from financial 

assets constitute more than 50 per cent of the gross income.  A company which 

fulfils both these criteria will be registered as NBFC by RBI. The term 'principal 
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business' is not defined by the Reserve Bank of India Act.  The Reserve Bank has 

defined it so as to ensure that only companies predominantly engaged in 

financial activity get registered with it and are regulated and supervised by it.  

Hence if there are companies engaged in agricultural operations, industrial 

activity, purchase and sale of goods, providing services or purchase, sale or 

construction of immovable property as their principal business and are doing 

some financial business in a small way, they will not be regulated by the Reserve 

Bank. Interestingly, this test is popularly known as 50-50 test and is applied to 

determine whether or not a company is into financial business. 

3. REGISTRATION OF EVERY NBFC WITH RBI 

In terms of Section 45-IA of the RBI Act, 1934, no Non-banking Financial company 

can commence or carry on business of a non-banking financial institution without 

a) obtaining a certificate of registration from the Bank and without having a Net 

Owned Funds of ₹ 25 lakhs (₹ Two crore since April 1999). However, in terms of 
the powers given to the Bank, to obviate dual regulation, certain categories of 

NBFCs which are regulated by other regulators are exempted from the 

requirement of registration with RBI viz. Venture Capital Fund/Merchant Banking 

companies/Stock broking companies registered with SEBI, Insurance Company 

holding a valid Certificate of Registration issued by IRDA, Nidhi companies as 

notified under Section 620A of the Companies Act, 1956, Chit companies as 

defined in clause (b) of Section 2 of the Chit Funds Act, 1982, Housing Finance 

Companies regulated by National Housing Bank, Stock Exchange or a Mutual 

Benefit company. 

4. DISTINCTION BETWEEN AN NBFC AND A BANK 

NBFCs perform functions similar to that of banks.  However there are following 

few differences: 

S.No. NBFC Bank 

1. An NBFC cannot accept demand 

deposits. 

A Bank can accept demand 

deposits. 

2. An NBFC is not a part of the 

payment and settlement system. 

A Bank is a part of the payment 

and settlement system. 

3. An NBFC cannot issue cheques 

drawn on itself. 

A Bank can issue cheques drawn 

on itself. 
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4. Deposit insurance facility of the 

Deposit Insurance and Credit 

Guarantee Corporation (DICGC) is 

not available for NBFC depositors. 

Deposit insurance facility of the 

Deposit Insurance and Credit 

Guarantee Corporation (DICGC) is 

available for banks. 

5. CLASSIFICATION OF NBFC  

Does the Reserve Bank regulate all financial companies? No.  

A.  Companies exempted from registration under RBI 

Companies that do financial business but are regulated by other regulators are 

given specific exemption by the Reserve Bank from its regulatory requirements for 

avoiding duality of regulation. Following NBFCs have been exempted from the 

requirement of registration under Section 45-IA of the RBI Act, 1934 subject to 

certain conditions. 

 Housing Finance Companies (regulated by National Housing Bank); 

 Merchant Banking Companies (regulated by Securities and Exchange Board of 

India);  

 Stock Exchanges (regulated by Securities and Exchange Board of India); 

 Companies engaged in the business of stock-broking/sub-broking (regulated 

by Securities and Exchange Board of India); 

 Venture Capital Fund Companies (regulated by Securities and Exchange 

Board of India); 

 Nidhi Companies (regulated by Ministry of Corporate Affairs, Government of 

India); 

 Insurance companies (regulated by Insurance Regulatory and Development 

Authority); and  

 Chit Fund Companies (regulated by the respective State Governments). 

It may also be mentioned that Mortgage Guarantee Companies have been 

notified as Non-Banking Financial Companies under Section 45 I(f)(iii) of the RBI 

Act, 1934. 
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Core Investment Companies with asset size of less than ₹ 100 crore, and those 
with asset size of ₹ 100 crore and above but not accessing public funds are 

exempted from registration with the RBI. 

NBFCs not registered with RBI are classified under following categories: 

 

  

NBFCs that do 
not require 

registration with 
RBI 

Venture Capital Fund/Merchant Banking companies / 
Stock broking companies

Insurance Company

Housing Finance 
Companies

Micro Finance Companies

Mutual Benefit 

Companies

Government 
Companies

Others

Nidhi Companies

Chit Companies

Securitisation company or 
Reconstruction company

Core Investment Company which is not 
a Systemically Important Core 

Investment Company
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B.  NBFCs mandated to register under RBI 

NBFCs requiring registration with RBI are classified under following categories: 

 

NBFCs registered with RBI are categorized as follows: 

a) in terms of the type of liabilities into Deposit and Non-Deposit accepting 

NBFCs; 

b) non deposit taking NBFCs by their size into systemically important and other 

non-deposit holding companies (NBFC-NDSI and NBFC-ND); and  

c) by the kind of activity they conduct.  

Types of 
NBFCs

Asset Finance 
Company (AFC)

Investment 
Company (IC)

Loan Company 
(LC)

Infrastructure 
Finance 

Company (IFC)

Core 
Investment 

Company (CIC)Infrastructure 
Debt Fund-

Non- Banking 
Financial 

Company (IDF-
NBFC)

Non-Banking 
Financial 

Company -
Micro Finance 

Institution 
(NBFC-MFI)

Non-Banking 
Financial 

Company –
Factors (NBFC-

Factors)

Mortgage 
Guarantee 
Companies 

(MGC)

NBFC- Non-
Operative 
Financial 
Holding 

Company 
(NOFHC) 
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Within the categorization mentioned in (c) above, (i.e. by the kind of activity they 

conduct) the different types of NBFCs are as follows: 

1. Asset Finance Company (AFC)  

(i) AFC would be defined as any company which is a financial institution carrying 

on as its principal business the financing of physical assets supporting 

productive/ economic activity, such as automobiles, tractors, lathe machines, 

generator sets, earth moving and material handling equipments, moving on 

own power and general purpose industrial machines.  

(ii) Principal business for this purpose is defined as aggregate of financing 

real/physical assets supporting economic activity and income arising there 

from is not less than 60% of its total assets and total income respectively.  

2. Investment Company (IC): It means a company which is a financial 

institution carrying on as its main business of the acquisition of securities. 

3. Loan Company (LC): It means any company which is a financial institution 

carrying on as its main business by providing finance whether by making loans or 

advances or otherwise for any activity other than its own but does not include an 

Asset Finance Company. 

4. Infrastructure Finance Company (IFC): An IFC is defined as non-deposit 

taking NBFC that fulfills the criteria mentioned below: 

i. a minimum of 75 per cent of its total assets should be deployed in 

infrastructure loans as defined in Para 2(viii) of the Non Banking Financial 

(Non Deposit Accepting or Holding) Companies Prudential Norms (Reserve 

Bank) Directions, 2007; 

ii. has a net owned funds of ` 300 crore or above; 

iii. has obtained a minimum credit rating 'A' or equivalent of CRISIL, FITCH, 

CARE, ICRA, Brickwork Ratings India Pvt. Ltd. or equivalent rating by any 

other crediting rating agency accredited by RBI; 

iv. has a Capital to Risk Asset Ratio (CRAR) of 15 percent (with a minimum Tier I 

capital of 10 percent). 

5. Systemically Important Core Investment Companies (CICs-ND-SI): Core 

Investment Company means an NBFC carrying on the business of acquisition of 

shares and securities which satisfies the following conditions: 

i. it holds not less than 90% of its Total Assets in the form of investment in 

equity shares, preference shares, debt or loans in group companies;  
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ii. its investments in the equity shares (including instruments compulsorily 

convertible into equity shares within a period not exceeding 10 years from 

the date of issue) in group companies constitutes not less than 60% of its 

Total Assets; 

iii. it does not trade in its investments in shares, debt or loans in group 

companies except through block sale for the purpose of dilution or 

disinvestment; 

iv. it does not carry on any other financial activity referred to in section 45-I(c) 

and 45-I(f) of the RBI Act, 1934 except investment in bank deposits, money 

market instruments, government securities, loans and investments in debt 

issuances of group companies or guarantees issued on behalf of group 

companies. 

v. it accepts public funds. 

vi. Core Investment Companies (CIC) with an asset size of less than ` 100 crores. 

vii. Core Investment Companies (CIC) with total assets size of ` 100 crores or 

more either individually or in aggregate along with other Core Investment 

Companies in the groups and raises or holds public funds will be regarded as 

Systemically Important Core Investment Companies (CICs-ND-SI). 

viii. NBFCs whose asset size is of ₹ 500 cr or more as per last audited balance 
sheet are considered as systemically important NBFCs. Systemically Important 

Core Investment Companies will be required to get themselves registered 

with Reserve Bank of India. 

A CIC-ND-SI which fulfills the following conditions, will not be required to meet 

the requirement for maintaining Net Owned Funds & capital adequacy and 

exposure norms as required under Non-Banking Financial (Non-Deposit 

Accepting or holding) Companies Prudential Norms (Reserve Bank) Directions, 

2007: 

ix. Maintenance of minimum Capital Ratio where Adjusted Net Worth shall not 

be less than 30% of its Aggregate Risk Weighted Assets on Balance Sheet and 

risk adjusted value off-balance sheet items as on the date of the last audited 

Balance Sheet at the end of the financial year. 

x. Ensuring that it’s outside liabilities at all times doesn’t not exceed 2.5 times of 

the Adjusted Net Worth as on last audited Balance Sheet date. 

The above mentioned categories may further have the following sub-categories 

depending upon their business functions: 
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(i) Equipment leasing company (EL) engaged in equipment leasing or financing 

of such activity. 

(ii) Hire purchase finance company engaged in hire purchase transaction or 

financing of such transactions. 

(iii) Investment company engaged in acquisition of securities and trading in such 

securities to earn a profit. 

(iv) Loan company engaged in providing finance by making loans or advances, or 

otherwise for any activity other than its own; excludes EL/HP/Housing finance 

Companies (HFCs). 

6. Infrastructure Debt Fund - Non- Banking Financial Company (IDF-

NBFC): “Infrastructure Finance Company” means a non-deposit taking NBFC that 

fulfills the following criteria :  

(a) a minimum of 75 per cent of its total assets deployed in “infrastructure 

loans”; 

(b)  Net owned funds of ` 300 crore or above; 

(c)  minimum credit rating 'A' or equivalent of CRISIL, FITCH, CARE, ICRA, 

Brickwork Rating India Pvt. Ltd. (Brickwork) or equivalent rating by any other 

credit rating agency accredited by the Bank;  

(d)  CRAR of 15 percent (with a minimum Tier I capital of 10 percent). 

It invests only in Public Private Partnerships (PPP) and post commencement 

operations date (COD) infrastructure projects which have completed at least one 

year of satisfactory commercial operation and becomes a party to a Tripartite 

Agreement. 

Infrastructure Debt Funds - Non- Banking Financial Company (IDFs-NBFC) 

facilitate the flow of long-term debt into infrastructure projects. The IDF-NBFC 

will be set up either as trust or as a company.  A trust based IDF would normally 

be a mutual fund while a company based IDF would normally be a NBFC i.e. IDF-

NBFC.  IDF-NBFC would raise resources through issue of either Rupee or Dollar 

denominated bonds of minimum 5 year maturity.  The investors would be 

primarily domestic and off-shore institutional investors, especially insurance and 

pension funds which would have long term resources.  IDF-NBFC would be 

regulated by the Reserve Bank. 

7. Non-Banking Financial Company – Micro Finance Institution 

(NBFC-MFI): The Reserve Bank of India having considered it necessary in the 
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public interest and being satisfied that for the purpose of enabling the Bank to 

regulate the credit system to the advantage of the country, gave the directions 

for the Non-Banking Financial Company-Micro Finance Institutions (Reserve Bank) 

Directions, 2011. 

An NBFC-MFI is defined as a non-deposit taking NBFC (other than a company 

licensed under Section 25 of the Indian Companies Act, 1956 or Section 8 of the 

Companies Act, 2013)  which satisfy the following criteria: 

i.  Minimum Net Owned Funds of ` 5 crore. (For NBFC-MFIs registered in the 

North Eastern Region of the country, the minimum NOF requirement shall 

stand at ` 2 crore). 

ii.  Not less than 85% of its net assets are in the nature of “qualifying assets.” 

 For the purpose of ii above,  

“Net assets” are defined as total assets other than cash and bank balances and 

money market instruments. 

“Qualifying asset” shall mean a loan which satisfies the following criteria:-  

a. loan disbursed by an NBFC-MFI to a borrower with a rural household annual 

income not exceeding ` 1,00,000 or urban and semi-urban household income 

not exceeding ` 1,60,000;  

b. loan amount does not exceed ` 50,000 in the first cycle and ` 1,00,000 in 

subsequent cycles;  

c. total indebtedness of the borrower does not exceed ` 1,00,000;  

d. tenure of the loan not to be less than 24 months for loan amount in excess of  

` 15,000 with prepayment without penalty;  

e. loan to be extended without collateral;  

f. aggregate amount of loans, given for income generation, is not less than 50 

per cent of the total loans given by the MFIs;  

g. loan is repayable on weekly, fortnightly or monthly installments at the choice 

of the borrower.  

8. Non-Banking Financial Company–Factors (NBFC-Factors): NBFC-

Factor is a non-deposit taking NBFC engaged in the principal business of 

factoring.  The financial assets in the factoring business should constitute at least 

50 percent of its total assets and its income derived from factoring business 

should not be less than 50 percent of its gross income. 
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9. Mortgage Guarantee Companies (MGC): MGC are financial institutions 

for which at least 90% of the business turnover is mortgage guarantee business or 

at least 90% of the gross income is from mortgage guarantee business and net 

owned fund is ₹ 100 crore. 

10. NBFC-Non-Operative Financial Holding Company (NOFHC) is 

financial institution through which promoter / promoter groups will be permitted 

to set up a new bank.  It’s a wholly-owned Non-Operative Financial Holding 

Company (NOFHC) which will hold the bank as well as all other financial services 

companies regulated by RBI or other financial sector regulators, to the extent 

permissible under the applicable regulatory prescriptions.  

6. REGISTRATION AND REGULATION OF NBFC 

Under Section 45–IA of the Reserve Bank of India (Amendment) Act, 1997, no 

non-banking financial company is allowed to commence or carry on the business 

of a non-banking financial institution without obtaining a certificate of 

registration issued by the Reserve Bank of India.  

A company incorporated under the Companies Act, 1956 and desirous of 

commencing business of non-banking financial institution as defined under 

Section 45 I(a) of the RBI Act, 1934 should comply with the following: 

i. it should be a company registered under Section 3 of the companies Act, 1956 

ii. It should have a minimum net owned fund of ₹ 200 lakh.  
They can apply to Reserve Bank of India in prescribed form along with necessary 

documents for registration. The RBI issues Certificate of Registration after 

satisfying itself that the conditions as enumerated in Section 45-IA of the RBI Act, 

1934 are satisfied. 

However, to obviate dual regulation, certain categories of NBFCs which are 

regulated by other regulators are exempted from the requirement of registration 

with RBI  

The Reserve Bank of India has issued directions to non-banking financial 

companies on acceptance of public deposits, prudential norms like capital 

adequacy, income recognition, asset classification, provision for bad and doubtful 

debts, risk exposure norms and other measures to monitor the financial solvency 

and reporting by NBFCs. Directions were also issued to auditors to report non-

compliance with the RBI Act and regulations to the Reserve Bank, Board of 

Directors and shareholders. RBI has also issued Fair Practices Code to be adopted 
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by all NBFCs while doing lending business. The guidelines inter alia, covered 

general principles on adequate disclosures on the terms and conditions of a loan 

and also adopting a non-coercive recovery method.  

7. RESIDUARY NON-BANKING COMPANIES (RNBCS) 

Residuary Non-Banking Company is a class of NBFC which is a company and has 

as its principal business the receiving of deposits, under any scheme or 

arrangement or in any other manner and not being Investment, Asset Financing, 

Loan Company. These companies are required to maintain investments as per 

directions of RBI, in addition to liquid assets. The functioning of these companies 

is different from those of NBFCs in terms of method of mobilization of deposits 

and requirement of deployment of depositors' funds as per Directions. Besides, 

Prudential Norms Directions are applicable to these companies also. 

The minimum interest an RNBC should pay on deposits should be 5% (to be 

compounded annually) on the amount deposited in lump sum or at monthly or 

longer intervals; and 3.5% (to be compounded annually) on the amount deposited 

under daily deposit scheme.  Interest here includes premium, bonus or any other 

advantage, that an RNBC promises to the depositor by way of return.  An RNBC 

can accept deposits for a minimum period of 12 months and maximum period of 

84 months from the date of receipt of such deposit. They cannot accept deposits 

repayable on demand. However, at present, the only RNBCs in existence (Peerless) 

has been directed by the Reserve Bank to stop collecting deposits, repay the 

deposits to the depositor and wind up their RNBC business as their business 

model is inherently unviable.  

8. MINIMUM NET OWNED FUND 

On registration of NBFC with RBI, all NBFCs have to comply with certain 

requirements like maintenance of the minimum Net Owned Fund (NOF), creation 

of reserve fund, compulsory transfer of certain percentage of net profit etc.  

NOF requirement for new companies applying for grant of CoR to commence 

business of an NBFC is stipulated at ` 200 lakh.  

As per the definition:  

Owned Fund = Aggregate of the paid-up equity capital, preference shares which 

are compulsorily convertible into equity, free reserves, balance in share premium 

account and capital reserves representing surplus arising out of sale proceeds of 
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asset, excluding reserves created by revaluation of asset, after deducting 

therefrom accumulated balance of loss, deferred revenue expenditure and other 

intangible assets.  

Net Owned Fund = Owned Fund – Investments in shares of subsidiaries/ 

companies in same group/Other NBFC – Book value of debentures, bonds, 

outstanding loans and advances including hire purchase and lease finance made 

to and deposits with subsidiaries and companies in the same group (to the extent 

such sum exceeds 10% of owned fund) 

In terms of Section 45-IC of the RBI Act, NBFCs are required to create a reserve 

fund and transfer therein a sum not less than twenty per cent of its net profit 

every year. 

9. LIQUID ASSET REQUIREMENTS  

In terms of Section 45-IB of the RBI Act, 1934 the minimum level of liquid asset to 

be maintained by NBFCs is 15 per cent of public deposits outstanding as on the 

last working day of the second preceding quarter. Of the 15%, NBFCs are required 

to invest not less than 10% in approved securities and the remaining 5% can be in 

unencumbered term deposits with any scheduled commercial bank. Thus, the 

liquid assets may consist of government securities, government guaranteed 

bonds and term deposits with any scheduled commercial bank. 

The investment in government securities should be in dematerialised form which 

can be maintained in Constituents' Subsidiary General Ledger (CSGL) Account 

with a scheduled commercial bank (SCB) / Stock Holding Corporation of India 

Limited (SHICL). In case of Government guaranteed bonds the same may be kept 

in dematerialised form with SCB/SHCIL or in a dematerialised account with 

depositories [National Securities Depository Ltd. (NSDL)/Central Depository 

Services (India) Ltd. (CDSL)] through a depository participant registered with 

Securities & Exchange Board of India (SEBI). However in case there are 

Government bonds which are in physical form the same may be kept in safe 

custody of SCB/SHCIL. 

NBFCs have been directed to maintain the mandated liquid asset securities in a 

dematerialised form with the entities stated above at a place where the registered 

office of the company is situated. However, if a NBFC intends to entrust the 

securities at a place other than the place at which its registered office is located, it 

may do so after obtaining in writing the permission of RBI. It may be noted that 

the liquid assets in approved securities will have to be maintained in 
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dematerialised form only. The liquid assets maintained as above are to be utilised 

for payment of claims of depositors. However, deposit being unsecured in nature 

depositors do not have direct claim on liquid assets. 

10. CATEGORIES OF NBFCS 

The Non-Banking Finance Company sector has evolved considerably in terms of 

its size, operations, technological sophistication, and entry into newer areas of 

financial services and products. NBFCs are now deeply interconnected with the 

entities in the financial sector, on both sides of their balance sheets. Being 

financial entities, they are as exposed to risks arising out of counterparty failures, 

funding and asset concentration, interest rate movement and risks pertaining to 

liquidity and solvency, as any other financial sector player. At the same time there 

are segments within the sector that do not pose any significant risks to the 

system.  

Accordingly, NBFCs are categorized into following three groups for the purpose 

of administering prudential regulations: 

1. Deposits taking NBFCs (NBFCs-D); 

2. Non-deposit taking NBFCs (NBFCs-ND) (those with assets of less than ` 500 

crore); and 

3. Non–deposit taking systemically important NBFCs (NBFCs-ND-SI) (those 

with assets of ` 500 crore and above),  

11. PRUDENTIAL ACCOUNTING NORMS 

In order to ensure that NBFCs function on sound and healthy lines and make 

adequate disclosures in their financial reports, the Reserve Bank has issued 

prudential norms for all the Non-banking Financial Companies. The current 

prudential regulation mainly comprises the following elements:  

a)  Norms relating to Income Recognition, Asset Classification and Provisioning 

norms;  

b) Capital to Risk Weighted Assets Ratio (CRAR); and  

c) Credit Concentration Norms  

Note: [Above mentioned norms in points (b) and (c) are applicable to only NBFCs–

D and NBFCs-ND-SI]. 

Currently, there are following two sets of Directions for prudential norms:  
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1. "Non-Banking Financial Company–Non-Systemically Important Non-Deposit 

taking Company (Reserve Bank) Directions, 2016"  

The provisions of “Non-Banking Financial Company – Non-Systemically 

Important Non-Deposit taking Company (Reserve Bank) Directions, 2016”, 

shall apply to  

(i)  every non-banking financial company not accepting / holding public 

deposits which is not systemically important (as defined in paragraph 3 

(xxviii) of the Directions;  

(ii)  every NBFC-Factor registered with the Bank under section 3 of the 

Factoring Regulation Act, 2011 and having an asset size of below ` 500 

crore;  

(iii)  every Non-Banking Finance Company – Micro Finance Institution (NBFC-

MFI) registered with the Bank under the provisions of RBI Act, 1934 and 

having an asset size of below ` 500 crore;  

(iv)  every Non-Banking Finance Company - Infrastructure Finance Company 

(NBFC-IFC) registered with the Bank under the provisions of RBI Act, 1934 

and having an asset size of below ` 500 crore. 

2. “Non-Banking Financial Company - Systemically Important Non-Deposit 

taking Company and Deposit taking Company (Reserve Bank) Directions, 

2016”  

The provisions of “Non-Banking Financial Company - Systemically Important 

Non-Deposit taking Company and Deposit taking Company (Reserve Bank) 

Directions, 2016” shall apply to: 

(i)  every Systemically Important Non-Deposit taking Non-Banking Financial 

Company (NBFC-ND-SI) registered with the Bank under the provisions of 

RBI Act, 1934; 

(ii)  every Deposit taking Non-Banking Financial Company (NBFC-D) 

registered with the Bank under the provisions of RBI Act, 1934; 

(iii)  every NBFC-Factor registered with the Bank under section 3 of the 

Factoring Regulation Act, 2011 and having an asset size of ` 500 crore 

and above; 

(iv)  every Infrastructure Debt Fund –Non-Banking Finance Company(IDF-

NBFC) registered with the Bank under the provisions of RBI Act, 1934; 
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(v)  every Non-Banking Finance Company –Micro Finance Institutions (NBFC-

MFIs) registered with the Bank under the provisions of RBI Act, 1934 and 

having an asset size of ` 500 crore and above;  

(vi)  every Non-Banking Finance Company - Infrastructure Finance Company 

(NBFC-IFC) registered with the Bank under the provisions of RBI Act, 1934 

and having an asset size of ` 500 crore and above. 

12. IMPORTANT DEFINITIONS 

Break-up value means the equity capital and reserves as reduced by intangible 

assets and revaluation reserves, divided by the number of equity shares of the 

investee company. 

Carrying cost means book value of the assets and interest accrued thereon but 

not received. 

Earning value means the value of an equity share computed by taking the 

average of profits after tax as reduced by the preference dividend and adjusted 

for extra-ordinary and non-recurring items, for the immediately preceding three 

years and further divided by the number of equity shares of the investee company 

and capitalized at the following rate: 

(a)  in case of predominantly manufacturing company, eight per cent; 

(b)  in case of predominantly trading company, ten per cent; and 

(c) in case of any other company, including non-banking financial company, 

twelve per cent; 

Note: If an investee company is a loss making company the earning value will be 

taken at zero. 

Fair value means the mean of the earning value and the break-up value. 

Net book value means: 

(a)  in the case of hire purchase asset, the aggregate of overdue and future 

instalments receivable as reduced by the balance of unmatured finance charges 

and further reduced by the provisions made as per paragraph 9(2)(i) of these 

Directions; 

(b)  in the case of leased asset, aggregate of capital portion of overdue lease 

rentals accounted as receivable and depreciated book value of the lease asset as 

adjusted by the balance of lease adjustment account. 
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Infrastructure Finance Company means a non-banking finance company which 

deploys at least 75 per cent of its total assets in infrastructure loans” 

Subordinated debt means an instrument, which is fully paid up, is unsecured and 

is subordinated to the claims of other creditors and is free from restrictive clauses 

and is not redeemable at the instance of the holder or without the consent of the 

supervisory authority of the non-banking financial company. The book value of 

such instrument shall be subjected to discounting as provided hereunder: 

Remaining Maturity of the instruments Rate of discount 

(a)  Upto one year 100% 

(b)  More than one year but upto two years 80% 

(c)  More than two years but upto three years 60% 

(d)  More than three years but upto four years 40% 

(e)  More than four years but upto five years 20% 

to the extent such discounted value does not exceed fifty per cent of Tier I capital. 

Substantial interest means holding of a beneficial interest by an individual or his 

spouse or minor child, whether singly or taken together in the shares of a 

company, the amount paid up on which exceeds ten per cent of the paid up 

capital of the company; or the capital subscribed by all the partners of a 

partnership firm. 

Systemically important non-deposit taking non-banking financial company 

means a non-banking financial company not accepting / holding public deposits 

and having total assets of ` 500 crore and above as shown in the last audited 

balance sheet. 

13. INCOME RECOGNITION  

(1)  The income recognition shall be based on recognised accounting principles.  

(2)  Income including interest/ discount or any other charges on NPA shall be 

recognised only when it is actually realised. Any such income recognised before 

the asset became non-performing and remaining unrealised shall be reversed. 

(3) In respect of hire purchase assets, where instalments are overdue for more than 

12 months, income shall be recognised only when hire charges are actually 

received. Any such income taken to the credit of profit and loss account before 

the asset became nonperforming and remaining unrealized, shall be reversed. 

© The Institute of Chartered Accountants of India



 

 

11.19 

 

NON-BANKING FINANCIAL COMPANIES 

(4)  In respect of lease assets, where lease rentals are overdue for more than 12 

months, the income shall be recognised only when lease rentals are actually 

received. The net lease rentals taken to the credit of profit and loss account 

before the asset became non-performing and remaining unrealised shall be 

reversed. 

Explanation 

For the purpose of this paragraph, ‘net lease rentals’ mean gross lease rentals as 

adjusted by the lease adjustment account debited/credited to the profit and loss 

account and as reduced by depreciation at the rate applicable under Schedule XIV of 

the Companies Act, 1956 (1 of 1956)/ 2013. 

14. INCOME FROM INVESTMENT 

(1)  Income from dividend on shares of corporate bodies and units of mutual 

funds shall be taken into account on cash basis; provided that the income 

from dividend on shares of corporate bodies shall be taken into account on 

accrual basis when such dividend has been declared by the corporate body in 

its annual general meeting and the applicable NBFC’s right to receive 

payment is established. 

(2)  Income from bonds and debentures of corporate bodies and from 

Government securities/bonds shall be taken into account on accrual basis; 

provided that the interest rate on these instruments is pre-determined and 

interest is serviced regularly and is not in arrears.  

(3)  Income on securities of corporate bodies or public sector undertakings, the 

payment of interest and repayment of principal of which have been guaranteed 

by Central Government or a State Government shall be taken into account on 

accrual basis. 

15. ACCOUNTING FOR INVESTMENTS  

1. (a) The Board of Directors of every non-banking financial company shall 

frame investment policy for the company and implement the same;  

(b) The criteria to classify the investments into current and long term 

investments shall be spelt out by the Board of the company in the 

investment policy;  

(c) Investments in securities shall be classified into current and long term, at 

the time of making each investment;  
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(d) (i) There shall be no inter-class transfer on ad-hoc basis;  

(ii) The inter-class transfer, if warranted, shall be effected only at the 

beginning of each half year, on April 1 or October 1, with the 

approval of the Board;  

(iii) The investments shall be transferred scrip-wise, from current to long-

term or vice-versa, at book value or market value, whichever is lower;  

(iv) The depreciation, if any, in each scrip shall be fully provided for and 

appreciation, if any, shall be ignored;  

(v) The depreciation in one scrip shall not be set off against appreciation 

in another scrip, at the time of such inter-class transfer, even in 

respect of the scrips of the same category.  

2.  Quoted current investments shall, for the purposes of valuation, be grouped 

into the following categories, viz.,  

(a) equity shares,  

(b) preference shares,  

(c)  debentures and bonds,  

(d)  Government securities including treasury bills,  

(e)  units of mutual fund, and  

(f)  others.  

 Quoted current investments for each category shall be valued at cost or 

market value whichever is lower. For this purpose, the investments in each 

category shall be considered scrip-wise and the cost and market value 

aggregated for all investments in each category.  If the aggregate market 

value for the category is less than the aggregate cost for that category, the 

net depreciation shall be provided for or charged to the profit and loss 

account.  If the aggregate market value for the category exceeds the 

aggregate cost for the category, the net appreciation shall be ignored.  

Depreciation in one category of investments shall not be set off against 

appreciation in another category.  

3. Unquoted equity shares in the nature of current investments shall be valued 

at cost or break-up value, whichever is lower.  However, non-banking 

financial companies may substitute fair value for the break-up value of the 

shares, if considered necessary.  Where the balance sheet of the investee 

company is not available for two years, such shares shall be valued at one 

Rupee only.  
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4. Unquoted preference shares in the nature of current investments shall be 

valued at cost or face value, whichever is lower.  

5. Investments in unquoted Government securities or Government guaranteed 

bonds shall be valued at carrying cost.  

6. Unquoted investments in the units of mutual funds in the nature of current 

investments shall be valued at the net asset value declared by the mutual 

fund in respect of each particular scheme.  

7. Commercial papers shall be valued at carrying cost.  

8. A long term investment shall be valued in accordance with the Accounting 

Standard issued by ICAI.  

Note: Unquoted debentures shall be treated as term loans or other type of credit 

facilities depending upon the tenure of such debentures for the purpose of 

income recognition and asset classification.  

16. APPLICABILITY OF PRUDENTIAL NORMS  

One of the main objectives of prudential regulation is to address systemic risks.  

The systemic risks posed by NBFCs functioning exclusively out of their own funds 

and NBFCs accessing public funds cannot be equated and hence cannot be 

subjected to the same level of regulation. Hence, as a principle, enhanced 

prudential regulations has been made applicable to NBFCs wherever public funds 

are accepted and conduct of business regulations are made applicable wherever 

customer interface is involved. 

Accordingly, the regulatory approach in respect of NBFCs-ND with an asset size of 

less than ` 500 crore is as under: 

(i)  They shall not be subjected to any regulation either prudential or conduct of 

business regulations viz., Fair Practices Code (FPC), KYC, etc., if they have not 

accessed any public funds and do not have a customer interface. 

(ii)  Those having customer interface will be subjected only to conduct of 

business regulations including FPC, KYC etc., if they are not accessing public 

funds. 

(iii)  Those accepting public funds will be subjected to limited prudential 

regulations but not conduct of business regulations if they have no customer 

interface. 
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(iv)  Where both public funds are accepted and customer interface exist, such 

companies will be subjected both to limited prudential regulations and conduct 

of business regulations. 

All NBFCs-ND with assets of ` 500 crore and above, irrespective of whether they 

have accessed public funds or not, has to comply with prudential regulations as 

applicable to NBFCs-ND-SI. They has to also comply with conduct of business 

regulations if customer interface exists. 

Note: For this purpose, the term ‘public funds’ includes “funds raised directly or 

indirectly through public deposits, commercial papers, debentures, inter-

corporate deposits and bank finance, but excludes funds raised by issue of 

instruments compulsorily convertible into equity shares within a period not 

exceeding 5 years from the date of issue”. 

17. ASSET CLASSIFICATION  

Every NBFC shall, after taking into account the degree of well-defined credit 

weaknesses and extent of dependence on collateral security for realization, 

classify its lease/hire purchase assets, loans and advances and any other forms of 

credit into the following classes namely, -  

(a) Standard assets;  

(b) Sub-standard assets;  

(c) Doubtful assets; and  

(d) Loss assets.  

(a) Standard asset means an asset in respect of which, no default in repayment 

of principal or payment of interest is perceived and which does not disclose 

any problem nor carry more than normal risk attached to the business. 

(b) Sub-standard asset : As per Non-Banking Financial Company - Systemically 

Important Non-Deposit taking Company and Deposit taking Company 

(Reserve Bank) Directions, 2016, sub-standard asset means (a) an asset which 

has been classified as non-performing asset for a period not exceeding 14 

months for the financial year ending March 31, 2017; (b) an asset where the 

terms of the agreement regarding interest and / or principal have been 

renegotiated or rescheduled or restructured after commencement of 

operations, until the expiry of one year of satisfactory performance under the 

renegotiated or rescheduled or restructured terms.  
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For the existing loans, a one-time adjustment of the repayment schedule, 

which shall not amount to restructuring will, however, be permitted. 

Note:  The above 14 months criteria for classification of sub-standard asset 

is till the financial year ending March 31, 2017.  However, in future, for all 

loan and hire-purchase and lease assets, sub-standard asset would mean an 

asset that has been classified as NPA for a period not exceeding 12 months 

for the financial year ending March 31, 2018 and thereafter.  

However, as per Non-Banking Financial Company – Non-Systemically 

Important Non-Deposit taking Company (Reserve Bank) Directions, 2016, 

sub-standard asset shall mean: 

(a)  an asset which has been classified as non-performing asset for a period 

not exceeding 18 months; 

(b)  an asset where the terms of the agreement regarding interest and / or 

principal have been renegotiated or rescheduled or restructured after 

commencement of operations, until the expiry of one year of satisfactory 

performance under the renegotiated or rescheduled or restructured 

terms 

(c) Doubtful asset : As per Non-Banking Financial Company - Systemically 

Important Non-Deposit taking Company and Deposit taking Company (Reserve 

Bank) Directions, 2016, doubtful asset means (a) a term loan, or (b) a lease asset, 

or (c) a hire purchase asset, or (d) any other asset, which remains a sub-standard 

asset for a period exceeding 14 months for the financial year ending March 31, 

2017;  

Note:  The above 14 months criteria for classification of doubtful asset is till 

the financial year ending March 31, 2017.  However, in future, for all loan and 

hire-purchase and lease assets, doubtful asset would mean an asset that has 

remained sub-standard for a period exceeding 12 months for the financial 

year ending March 31, 2018 and thereafter. 

However, as per Non-Banking Financial Company – Non-Systemically 

Important Non-Deposit taking Company (Reserve Bank) Directions, 2016, 

"doubtful asset" shall mean (a) a term loan, or (b) a lease asset, or (c) a hire 

purchase asset, or (d) any other asset, which remains a sub-standard asset for 

a period exceeding 18 months. 

(d) Loss asset means (i) an asset which has been identified as loss asset by the NBFC 

or its internal or external auditor or by the Reserve Bank during the inspection of 
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the NBFC, to the extent it is not written off by the NBFC; and (ii) an asset which is 

adversely affected by a potential threat of non-recoverability due to either 

erosion in the value of security or non-availability of security or due to any 

fraudulent act or omission on the part of the borrower.  

The class of assets referred to above shall not be upgraded merely as a result of 

rescheduling, unless it satisfies the conditions required for the up gradation. 

18. NON-PERFORMING ASSET (NPA) 

‘Non-performing asset’ means:  

(a)  an asset, in respect of which, interest has remained overdue for a period of 

six months or more;  

(b)  a term loan inclusive of unpaid interest, when the instalment is overdue for a 

period of six months or more or on which interest amount remained overdue 

for a period of six months or more;  

(c)  a demand or call loan, which remained overdue for a period of six months or 

more from the date of demand or call or on which interest amount remained 

overdue for a period of six months or more;  

(d)  a bill which remains overdue for a period of six months or more;  

(e)  the interest in respect of a debt or the income on receivables under the head 

‘other current assets’ in the nature of short term loans/advances, which 

facility remained overdue for a period of six months or more;  

(f)  any dues on account of sale of assets or services rendered or reimbursement 

of expenses incurred, which remained overdue for a period of six months or 

more;  

Note : As per Non-Banking Financial Company - Systemically Important Non-

Deposit taking Company and Deposit taking Company (Reserve Bank) Directions, 

2016, the above six months criteria for the assets covered under (a) to (f) is 4 

months for the financial year ending March 31, 2017; and from next year ending 

March 31, 2018 and thereafter it will be 3 months. 

It implies that as per Non-Banking Financial Company – Non-Systemically 

Important Non-Deposit taking Company (Reserve Bank) Directions, 2016, the 

criteria is 6 months only. 

(g)  the lease rental and hire purchase instalment, which has become overdue for 

a period of twelve months or more;  
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Note:  The above twelve months criteria for the assets covered under (g) is 6 

months for the financial year ending March 31, 2017 and from next year ending 

March 31, 2018 and thereafter it will be 3 months.  

(h)  in respect of loans, advances and other credit facilities (including bills 

purchased and discounted), the balance outstanding under the credit 

facilities (including accrued interest) made available to the same 

borrower/beneficiary when any of the above credit facilities becomes non-

performing asset:  

Provided that in the case of lease and hire purchase transactions, a non-banking 

financial company may classify each such account on the basis of its record of 

recovery;  

19. PROVISIONING REQUIREMENTS 

Every NBFC shall, after taking into account the time lag between an account 

becoming non-performing, its recognition as such, the realization of the security 

and the erosion over time in the value of security charged, make provision against 

sub-standard assets, doubtful assets and loss assets as provided hereunder: 

A. Loans, advances and other credit facilities including bills purchased and 

discounted  

The provisioning requirement in respect of loans, advances and other credit 

facilities including bills purchased and discounted shall be as under: 

1. Loss Assets 

The entire asset shall be written off. If the assets are permitted to remain in 

the books for any reason, 100% of the outstanding should be provided for. 

2. Doubtful Assets 

 (a) 100% provision to the extent to which the advance is not covered by the 

realisable value of the security to which the NBFC has a valid recourse 

shall be made. The realisable value is to be estimated on a realistic basis. 

 (b) In addition to item (a) above, depending upon the period for which the 

asset has remained doubtful, provision to the extent of 20% to 50% of 

the secured portion (i.e. estimated realisable value of the outstanding) 

shall be made on the following basis: - 
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Period for which the asset has been considered as 

doubtful 

% of provision 

Up to one year 20 

One to three years 30 

More than three years 50 

3. Sub-standard asset 

A general provision of 10% of total outstanding shall be made. 

4. Standard asset 

A general provision at 0.35 per cent of the outstanding standard assets shall be 

made by the end of March 2017. The provision for standard assets as per Non-

Banking Financial Company - Systemically Important Non-Deposit taking 

Company and Deposit taking Company (Reserve Bank) Directions, 2016, is being 

increased to 0.40% by the end of March 2018.  

Note: As per Non-Banking Financial Company – Non-Systemically Important 

Non-Deposit taking Company (Reserve Bank) Directions, 2016, every 

applicable NBFC shall make provision for standard assets at 0.25 percent of 

the outstanding amount.  

The provisions on standard assets should not be reckoned for arriving at net 

NPAs.  The provisions towards Standard Assets need not be netted from 

gross advances but shown separately as 'Contingent Provisions against 

Standard Assets' in the balance sheet.   

B. Lease and hire purchase assets  

The provisioning requirements in respect of hire purchase and leased assets shall 

be as under:  

Hire purchase assets  

(i)  In respect of hire purchase assets, the total dues (overdue and future 

installments taken together) as reduced by  

(a) the finance charges not credited to the profit and loss account and 

carried forward as unmatured finance charges; and  

(b)  the depreciated value of the underlying asset,  

 shall be provided for.  
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Explanation:  

For the purpose of this paragraph,  

(a) the depreciated value of the asset shall be notionally computed as the 

original cost of the asset to be reduced by depreciation at the rate of twenty 

per cent per annum on a straight line method; and  

(b)  in the case of second hand asset, the original cost shall be the actual cost 

incurred for acquisition of such second hand asset.  

Additional provision for hire purchase and leased assets  

(ii)  In respect of hire purchase and leased assets, additional provision shall be 

made as under:  

(a) Where hire charges or lease rentals are 

overdue upto 12 months    

 

Nil 

(b) where hire charges or lease rentals are 

overdue for more than 12 months but upto 

24 months 

10 percent of the net book 

value 

(c) where hire charges or lease rentals are 

overdue for more than 24 months but upto 

36 months 

40 percent of the net book 

value 

(d) where hire charges or lease rentals are 

overdue for more than 36 months but upto 

48 months  

70 percent of the net book 

value 

(e) where hire charges or lease rentals are 

overdue for more than 48 months  

100 percent of the net book 

value 

(iii)  On expiry of a period of 12 months after the due date of the last installment 

of hire purchase/leased asset, the entire net book value shall be fully 

provided for.  

Here, ‘Net book value’ means 

(a) in the case of hire purchase asset, the aggregate of overdue and future 

instalments receivable as reduced by the balance of unmatured finance 

charges and further reduced by the provisions made as per paragraph 9(2)(i) 

of these Directions; 
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(b) in the case of leased asset, aggregate of capital portion of overdue lease 

rentals accounted as receivable and depreciated book value of the lease asset 

as adjusted by the balance of lease adjustment account. 

Notes: 

(1)  The amount of caution money/margin money or security deposits kept by the 

borrower with the non-banking financial company in pursuance of the hire 

purchase agreement may be deducted against the provisions stipulated 

under clause (i) above, if not already taken into account while arriving at the 

equated monthly installments under the agreement. The value of any other 

security available in pursuance to the hire purchase agreement may be 

deducted only against the provisions stipulated under clause (ii) above.  

(2)  The amount of security deposits kept by the borrower with the non-banking 

financial company in pursuance to the lease agreement together with the 

value of any other security available in pursuance to the lease agreement 

may be deducted only against the provisions stipulated under clause (ii) 

above. 

(3)  It is clarified that income recognition on and provisioning against NPAs are 

two different aspects of prudential norms and provisions as per the norms 

are required to be made on NPAs on total outstanding balances including 

the depreciated book value of the leased asset under reference after 

adjusting the balance, if any, in the lease adjustment account. The fact that 

income on an NPA has not been recognised cannot be taken as reason for 

not making provision. 

(4)  An asset which has been renegotiated or rescheduled as referred to in 

paragraph (2) (1) (xvi) (b) of these Directions shall be a sub-standard asset or 

continue to remain in the same category in which it was prior to its 

renegotiation or reschedulement as a doubtful asset or a loss asset as the 

case may be. Necessary provision is required to be made as applicable to 

such asset till it is upgraded. 

(5)  The balance sheet to be prepared by the non-banking financial company may 

be in accordance with the provisions contained in sub-paragraph (2) of 

paragraph 10. 

(6)  All financial leases written on or after April 1, 2001 attract the provisioning 

requirements as applicable to hire purchase assets. 
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(7)  In case of NBFC-MFIs, if the advance covered by Credit Risk Guarantee Fund 

Trust for Low Income Housing (CRGFTLIH) guarantee becomes non-

performing, no provision need be made towards the guaranteed portion. The 

amount outstanding in excess of the guaranteed portion should be provided 

for as per the extant guidelines on provisioning for non-performing 

advances. 

20. DISCLOSURE IN THE BALANCE SHEET  

Every non-banking financial company shall finalize its balance sheet within a 

period of 3 months from the date to which it pertains.  

(a) Every NBFC shall, separately disclose in its balance sheet the provisions made 

as per requirements without netting them from the income or against the 

value of assets.  

(b) The provisions shall be distinctly indicated under separate heads of accounts 

as (i) provisions for bad and doubtful debts and (ii) provisions for 

depreciation in investments. 

(c) Such provisions shall not be appropriated from the general provisions and 

loss reserves held, if any, by the NBFC.  

(d) Such provisions for each year shall be debited to the profit and loss account. 

The excess of provisions, if any, held under the heads general Provisions and 

loss reserves may be written back without making adjustment against them.  

(e)  Every systemically important non-deposit taking non-banking financial 

company shall disclose the following particulars in its Balance Sheet: 

i. Capital to Risk Assets Ratio (CRAR); 
ii. Exposure to real estate sector, both direct and indirect; and 

iii. Maturity pattern of assets and liabilities. 

21. ACCOUNTING YEAR 

Every non-banking financial company shall prepare its balance sheet and profit 

and loss account as on March 31 every year.  Whenever a non-banking financial 

company intends to extend the date of its balance sheet as per provisions of the 

Companies Act, it should take prior approval of the Reserve Bank of India before 

approaching the Registrar of Companies for this purpose. 
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Further, even in cases where the Bank and the Registrar of Companies grant 

extension of time, the non-banking financial company shall furnish to the Bank a 

proforma balance sheet (unaudited) as on March 31 of the year and the statutory 

returns due on the said date.  Every non-banking financial company shall finalise 

its balance sheet within a period of 3 months from the date to which it pertains. 

22. PREPARATION OF FINANCIAL STATEMENTS OF NBFCS 

All NBFCs should comply with the Accounting Standards and Guidance Notes 

issued by the Institute of Chartered Accountants of India, so far as these are not 

inconsistent with the prudential norms directions of the Reserve Bank of India.   

On 30th March, 2016 the Ministry of Corporate Affairs of India (MCA) has issued 

the roadmap for implementation of Ind AS by Non-Banking Financial Companies; 

As per the notification  

(a) The following NBFCs shall comply with the Indian Accounting Standards (Ind 

AS) for accounting periods beginning on or after the 1st April, 2018, with 

comparatives for the periods ending on 31st March, 2018, or thereafter— 

(A)  NBFCs having net worth of rupees five hundred crore or more; 

(B)  holding, subsidiary, joint venture or associate companies of companies 

covered under item (A),  

(b)  The following NBFCs shall comply with the Indian Accounting Standards (Ind 

AS) for accounting periods beginning on or after the 1st April, 2019, with 

comparatives for the periods ending on 31st March, 2019, or thereafter— 

(A)  NBFCs whose equity or debt securities are listed or in the process of listing 

on any stock exchange in India or outside India and having net worth less 

than rupees five hundred crore; 

(B)  NBFCs, that are unlisted companies, having net worth of rupees two-

hundred and fifty crore or more but less than rupees five hundred crore; 

and 

(C)  holding, subsidiary, joint venture or associate companies of companies 

covered under item (A) or item (B) of sub-clause (b),  

Other NBFCs shall prepare their financial statements based on the Companies 

(Accounting Standards) Rules, 2006. 
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23. REQUIREMENT AS TO CAPITAL ADEQUACY  

NBFCs-ND with asset size of less than ` 500 crore, are exempted from the 

requirement of maintaining CRAR and complying with Credit Concentration 

Norms. 

A leverage ratio of 7 is being introduced for all such NBFCs-ND to link their asset 

growth with the capital they hold.  For this purpose, leverage ratio is defined as 

Total Outside Liabilities / Owned Funds. 

At present, all NBFCs-D and NBFCs-ND-SI are required to have minimum CRAR of 

15%. Consequently, Tier 1 capital cannot be less than 10%.  For Infrastructure 

Finance Companies (IFCs), however, Tier 1 capital cannot be less than 10%.  

Similarly, NBFCs primarily engaged in lending against gold jewellery have to 

maintain a minimum Tier 1 capital of 12% w.e.f. April 01, 2014.   

The minimum Tier 1 capital requirement for NBFCs primarily engaged in lending 

against gold jewellery remains unchanged for the present. 

The total of Tier II capital, at any point of time, shall not exceed one hundred 

percent of Tier I capital.  

“Tier I Capital” means owned fund as reduced by investment in shares of other 

non-banking financial companies and in shares, debentures, bonds, outstanding 

loans and advances including hire purchase and lease finance made to and 

deposits with subsidiaries and companies in the same group exceeding, in 

aggregate, ten per cent of the owned fund;  

“Tier II capital” includes the following:  

(a)  preference shares other than those which are compulsorily convertible into 

equity;  

(b)  revaluation reserves at discounted rate of fifty five percent;  

(c)  general provisions and loss reserves to the extent these are not attributable 

to actual diminution in value or identifiable potential loss in any specific asset 

and are available to meet unexpected losses, to the extent of one and one 

fourth percent of risk weighted assets;  

(d)  hybrid debt capital instruments; and  

(e)  subordinated debt  
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(f) perpetual debt instruments issued by a Systemically important non-

deposit taking non-banking financial company which is in excess of what 

qualifies for Tier I Capital 

to the extent the aggregate does not exceed Tier I capital. 

"Subordinated debt" means an instrument, which is fully paid up and is unsecured 

and is subordinated to the claims of other creditors and is free from restrictive 

clauses and is not redeemable at the instance of the holder or without the 

consent of the supervisory authority of non-banking financial company. The book 

value of such instrument shall be subjected to discounting as provided hereunder:  

 Remaining Maturity of the instruments Rate of discount 

(a)   Upto  one year 100% 

(b)   More than one year but upto  two years 80% 

(c)   More than two years but upto  three years 60% 

(d)   More than three years but upto  four years 40% 

(e)   More than four years but upto  five years 20% 

to the extent such discounted value does not exceed fifty per cent of Tier I capital. 

Every systemically important non-deposit taking non-banking financial company 

shall maintain, with effect from April 1, 2007, a minimum capital ratio consisting of 

Tier I and Tier II capital which shall not be less than ten per cent of its aggregate risk 

weighted assets on balance sheet and of risk adjusted value of off balance sheet 

items.  

On balance sheet assets - Degrees of credit risk expressed as percentage 

weightages have been assigned to balance sheet assets.  Hence, the value of each 

asset/item requires to be multiplied by the relevant risk weights to arrive at risk 

adjusted value of assets. The aggregate shall be taken into account for reckoning 

the minimum capital ratio. The risk weighted asset shall be calculated as the 

weighted aggregate of funded items as detailed hereunder: 

Weighted risk assets – On-Balance Sheet items Percentage 

weight 

(i)  Cash and bank balances including fixed deposits and 

certificates of deposits with banks 

0 

(ii)  Investments   

 (a) Approved securities [Except at (c) below] 0 
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(b)  Bonds of public sector banks 20 

(c) Fixed deposits/certificates of deposits/bonds of 

public financial institutions 

100 

(d) Shares of all companies and 

debentures/bonds/commercial papers of all 

companies and units of all mutual funds 

100 

(e)  All assets covering PPP and post commercial 

operations date (COD) infrastructure projects in 

existence over a year of commercial operation 

50 

(iii)  Current assets   

(a) Stock on hire (net book value) 100 

(b) Inter-corporate loans/deposits 100 

(c) Loans and advances fully secured against deposits 

held by the company itself 

0 

(d) Loans to staff 0 

(e) Other secured loans and advances considered good 100 

 (f) Bills purchased/discounted 100 

 (g) Others (To be specified) 100 

(iv)  Fixed Assets (net of depreciation)   

 (a) Assets leased out (net book value) 100 

 (b) Premises 100 

 (c) Furniture & Fixtures 100 

(v) Other assets   

 (a) Income tax deducted at source (net of provision) 0 

 (b) Advance tax paid (net of provision) 0 

 (c) Interest due on Government securities 0 

 (d) Others (to be specified) 100 

(vi) Domestic Sovereign  

(a) fund based claims on the Central Government 0 

(b) Direct loan / credit / overdraft exposure and 

investment in State Government securities 

0 

 (c) Central Government guaranteed claims 0 
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(d) State Government guaranteed claims, which have 

not remained in default/ which are in default for a 

period not more than 90 days 

20 

(e) State Government guaranteed claims, which have 

remained in default for a period of more than 90 

days 

100 

Notes: 

(1)  Netting may be done only in respect of assets where provisions for 

depreciation or for bad and doubtful debts have been made. 

(2)  Assets which have been deducted from owned fund to arrive at net owned 

fund shall have a weightage of ` zero’. 

(3)  While calculating the aggregate of funded exposure of a borrower for the 

purpose of assignment of risk weight, non-banking financial companies may 

net off the amount of cash margin / caution money/security deposits (against 

which right to set-off is available) held as collateral against the advances out 

of the total outstanding exposure of the borrower. 

(4)  For loans guaranteed by Credit Risk Guarantee Fund Trust for Low Income 

Housing (CRGFTLIH) NBFC-MFIs may assign zero risk weight for the 

guaranteed portion. The balance outstanding in excess of the guaranteed 

portion would attract a risk-weight as per extant guidelines. 

Off-Balance Sheet Items - It has been considered necessary to expand the off-

balance sheet regulatory framework to introduce greater granularity in the risk 

weights and credit conversion factors for different types of off balance sheet 

items. For this purpose, NBFCs will need to calculate the total risk weighted off-

balance sheet credit exposure as the sum of the risk-weighted amount of the 

market related and non-market related off-balance sheet items. The risk-weighted 

amount of an off-balance sheet item that gives rise to credit exposure will be 

calculated by means of a two-step process:  

(a)  the notional amount of the transaction is converted into a credit equivalent 

amount, by multiplying the amount by the specified credit conversion factor 

or by applying the current exposure method; and  

(b)  the resulting credit equivalent amount is multiplied by the risk weight 

applicable viz; zero percent for exposure to Central Government/State 

Governments, 20 percent for exposure to banks and 100 percent for others.  
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(1) Non-market-related off- balance sheet items  

i.  The credit equivalent amount in relation to a non-market related off-balance 

sheet item will be determined by multiplying the contracted amount of that 

particular transaction by the relevant credit conversion factor (CCF).  

Sr. 

No.  

Instruments  Credit 

Conversion 

Factor 

i.  Financial & other guarantees  100  

ii.  Share/debenture underwriting obligations  50  

iii.  Partly-paid shares/debentures  100  

iv.  Bills discounted/rediscounted  100  

v.  Lease contracts entered into but yet to be executed  100  

vi.  Sale and repurchase agreement and asset sales with 

recourse, where the credit risk remains with the NBFC.  

100  

vii.  Forward asset purchases, forward deposits and partly 

paid shares and securities, which represent commitments 

with certain draw down.  

100  

viii.  Lending of NBFC securities or posting of securities as 

collateral by NBFC, including instances where these arise 

out of repo style transactions  

100  

ix.  Other commitments (e.g., formal standby facilities and 

credit lines) with an original maturity of  

up to one year  

over one year  

 

 

20  

50  

x.  Similar commitments that are unconditionally cancellable 

at any time by the NBFC without prior notice or that 

effectively provide for automatic cancellation due to 

deterioration in a borrower’s credit worthiness’. 

0  

xi.  Take-out Finance in the books of taking-over institution   

(i)  Unconditional take-out finance  100 

(ii)  Conditional take-out finance  50  

 Note: As the counter-party exposure will determine 

the risk weight, it will be 100 percent in respect of 

all borrowers or zero percent if covered by 
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Government guarantee. 

xii.  Commitment to provide liquidity facility for 

securitization of standard asset transactions  

100  

xiii.  Second loss credit enhancement for securitization of 

standard asset transactions provided by third party  

100  

xiv.  Other contingent liabilities (To be specified)  50  

xv Non-fund based claims on the Central Government 0 

 Note:  

i.  Cash margins/deposits shall be deducted before applying the conversion 

factor  

ii.  Where the non-market related off-balance sheet item is an undrawn or 

partially undrawn fund-based facility, the amount of undrawn 

commitment to be included in calculating the off-balance sheet non-

market related credit exposures is the maximum unused portion of the 

commitment that could be drawn during the remaining period to 

maturity. Any drawn portion of a commitment forms a part of NBFC’s on-

balance sheet credit exposure.  

For example: 

A term loan of ` 700 cr is sanctioned for a large project which can be drawn 

down in stages over a three year period. The terms of sanction allow draw 

down in three stages – ` 150 cr in Stage I, ` 200 cr in Stage II and ` 350 cr in 

Stage III, where the borrower needs the NBFC’s explicit approval for draw 

downunder Stages II and III after completion of certain formalities. If the 

borrower has drawn already ` 50 cr under Stage I, then the undrawn portion 

would be computed with reference to Stage I alone i.e., it will be ` 100 cr. If 

Stage I is scheduled to be completed within one year, the CCF will be 20 per 

cent and if it is more than one year then the applicable CCF will be 50 per 

cent’. 

(2) Market Related Off-Balance Sheet Items  

i.  NBFCs should take into account all market related off-balance sheet items 

(OTC derivatives and Securities Financing Transactions such as repo / reverse 

repo/ CBLO etc.) while calculating the risk weighted off-balance sheet credit 

exposures.  
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ii.  The credit risk on market related off-balance sheet items is the cost to an 

NBFC of replacing the cash flow specified by the contract in the event of 

counterparty default. This would depend, among other things, upon the 

maturity of the contract and on the volatility of rates underlying the type of 

instrument.  

iii.  Market related off-balance sheet items would include:  

a.  interest rate contracts - including single currency interest rate swaps, 

basis swaps, forward rate agreements, and interest rate futures;  

b.  foreign exchange contracts, including contracts involving gold, - includes 

cross currency swaps (including cross currency interest rate swaps), 

forward foreign exchange contracts, currency futures, currency options;  

c.  Credit Default Swaps; and  

d.  any other market related contracts specifically allowed by the Reserve 

Bank which give rise to credit risk. 

iv.  Exemption from capital requirements is permitted for -  

a.  foreign exchange (except gold) contracts which have an original maturity 

of 14 calendar days or less; and  

b.  instruments traded on futures and options exchanges which are subject 

to daily mark-to-market and margin payments.  

v.  The exposures to Central Counter Parties (CCPs), on account of derivatives 

trading and securities financing transactions (e.g. Collateralised Borrowing 

and Lending Obligations – CBLOs, Repos) outstanding against them will be 

assigned zero exposure value for counterparty credit risk, as it is presumed 

that the CCPs' exposures to their counterparties are fully collateralised on a 

daily basis, thereby providing protection for the CCP's credit risk exposures.  

vi.  A CCF of 100 per cent will be applied to the corporate securities posted as 

collaterals with CCPs and the resultant off-balance sheet exposure will be 

assigned risk weights appropriate to the nature of the CCPs. In the case of 

Clearing Corporation of India Limited (CCIL), the risk weight will be 20 per 

cent and for other CCPs, the risk weight will be 50 percent.  

vii.  The total credit exposure to counterparty in respect of derivative transactions 

should be calculated according to the current exposure method as explained 

below: 
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Current Exposure Method: 

The credit equivalent amount of a market related off-balance sheet transaction 

calculated using the current exposure method is the sum of a) current credit 

exposure and b) potential future credit exposure of the contract.  

a)  Current credit exposure is defined as the sum of the gross positive mark-to-

market value of all contracts with respect to a single counterparty (positive 

and negative marked-to-market values of various contracts with the same 

counterparty should not be netted). The Current Exposure Method requires 

periodical calculation of the current credit exposure by marking these 

contracts to market. 

b)  Potential future credit exposure is determined by multiplying the notional 

principal amount of each of these contracts, irrespective of whether the 

contract has a zero, positive or negative mark-to-market value by the relevant 

add-on factor indicated below according to the nature and residual maturity 

of the instrument. 

Credit Conversion Factors for interest rate related, exchange rate 

related and gold related derivatives  

Credit Conversion Factors (%) 

Interest Rate Contracts Exchange Rate Contracts & Gold  

One year or less  0.50  2.00  

Over one year to five 

years  

1.00  10.00  

Over five years  3.00  15.00  

i.  For contracts with multiple exchanges of principal, the add-on factors are 

to be multiplied by the number of remaining payments in the contract.  

ii.  For contracts that are structured to settle outstanding exposure following 

specified payment dates and where the terms are reset such that the 

market value of the contract is zero on these specified dates, the residual 

maturity would be set equal to the time until the next reset date. 

However, in the case of interest rate contracts which have residual 

maturities of more than one year and meet the above criteria, the CCF or 

add-on factor is subject to a floor of 1.0 per cent.  

iii.  No potential future credit exposure would be calculated for single 

currency floating / floating interest rate swaps; the credit exposure on 
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these contracts would be evaluated solely on the basis of their mark-to-

market value. 

iv.  Potential future exposures should be based on 'effective' rather than 

'apparent notional amounts'. In the event that the 'stated notional 

amount' is leveraged or enhanced by the structure of the transaction, the 

'effective notional amount' must be used for determining potential future 

exposure. For example, a stated notional amount of USD 1 million with 

payments based on an internal rate of two times the lending rate of the 

NBFC would have an effective notional amount of USD 2 million.  

Credit conversion factors for Credit Default Swaps (CDS): 

 NBFCs are only permitted to buy credit protection to hedge their credit risk on 

corporate bonds they hold. The bonds may be held in current category or 

permanent category. The capital charge for these exposures will be as under: 

(i)  For corporate bonds held in current category and hedged by CDS where 

there is no mismatch between the CDS and the hedged bond, the credit 

protection will be permitted to be recognised to a maximum of 80% of the 

exposure hedged. Therefore, the NBFC will continue to maintain capital 

charge for the corporate bond to the extent of 20% of the applicable capital 

charge. This can be achieved by taking the exposure value at 20% of the 

market value of the bond and then multiplying that with the risk weight of 

the issuing entity. In addition to this, the bought CDS position will attract a 

capital charge for counterparty risk which will be calculated by applying a 

credit conversion factor of 100 percent and a risk weight as applicable to the 

protection seller i.e. 20 per cent for banks and 100 per cent for others. 

(ii) For corporate bonds held in permanent category and hedged by CDS where 

there is no mismatch between the CDS and the hedged bond, NBFCs can 

recognise full credit protection for the underlying asset and no capital will be 

required to be maintained thereon. The exposure will stand fully substituted 

by the exposure to the protection seller and attract risk weight as applicable 

to the protection seller i.e. 20 per cent for banks and 100 per cent for others.  

24. ASSET-LIABILITY MANAGEMENT (ALM) 

ALM is a risk management tool that helps a bank/NBFC to manage its liquidity risk 

and interest rate risk.  This is a powerful tool that helps banks/NBFCs plan long term 

financial, funding, and capital strategy using present value analysis.  With ALM, a 

bank/NBFC can model interest income and expenses for analysis and re-price assets 
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and liabilities.  Based on ALM position, banks/NBFCs can also model effect of 

competitive pricing to create innovative and imaginative new banking products. ALM 

also helps regulatory compliance for banks/NBFCs by through appropriate 

investment / disinvestment decisions to maintain the required statutory liquidity ratio 

(SLR), credit reserve ratio (CRR) and other ratios as per Reserve Bank of India (RBI) 

guidelines. ALM involves the analysis of Structural Liquidity Gap Analysis, Interest 

Rate Gap Analysis, Net Interest Income (NII) Analysis, Net Interest Margin (NIM) 

Analysis, Tolerance Analysis, Cost to Close Analysis, Duration Gap Analysis, Trend 

Analysis, Comparative Analysis, Present Value Analysis, Forward Analysis and Scenario 

Analysis The Reserve Bank of India has announced its ALM guidelines for NBFCs for 

effective risk management. The NBFCs covered under the system are required to 

submit ALM returns comprising of statements on structural liquidity, short-term 

dynamic liquidity and interest rate sensitivity, to the Reserve Bank of India.  

Miscellaneous Illustrations 

Illustration 1 

Templeton Finance Ltd. is a non-banking finance company. The extracts of its 

balance sheet are given below:  

Liabilities  Amount Assets  Amount 

 ` in 000  ` in 000 

Paid-up equity capital  100  Leased out assets  800  

Free reserves  500  Investment:   

Loans  400  In shares of subsidiaries 

and  

 

Deposits  400  group companies  100  

  In debentures of 

subsidiaries and group 

Companies 

 

100 

  Cash and bank balances  200  

   Deferred expenditure    200  

 1,400   1,400  

You are required to compute 'Net owned Fund' of Templeton Finance Ltd. as per 

Non-Banking Financial Company - Systemically Important Non-Deposit taking 

Company and Deposit taking Company (Reserve Bank) Directions, 2016. 
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Solution 

Statement showing computation of 'Net Owned Fund' 

  ` in 000 

Paid up Equity Capital   100 

Free Reserves  500 

  600 

Less: Deferred expenditure  (200) 

 A   400 

Investments   

In shares of subsidiaries and group companies  100 

In debentures of subsidiaries and group companies  100 

 B 200 

10% of A  40 

Excess of Investment over 10% of A (200-40) C 160 

Net Owned Fund [(A) - (C)] (400-160)  240 

Illustration 2 

Bright Finance Ltd. is a non-banking financial company. It provides you with the 

following information regarding its outstanding amount, ` 200 lakhs of which 

installments are overdue on 200 accounts for last two months (amount overdue ` 

40 lakhs), on 24 accounts for three months (amount overdue ` 24 Iakhs), on 10 

accounts for more than 30 months (amount overdue ` 20 lakhs) and on 4 accounts 

for more than three years (amount over due ` 20 lakhs-already identified as sub-

standard assets) and one account of ` 10 lakhs which has been identified as non-

recoverable by the management.  Out of 10 accounts overdue for more than 30 

months, 6 accounts are already identified as sub-standard (amount ` 6 lakhs) for 

more than fourteen months and other are identified as sub-standard asset for a 

period of less than fourteen months.  

Classify the assets of the company in line with Non-Banking Financial Company - 

Systemically Important Non-Deposit taking Company and Deposit taking Company 

(Reserve Bank) Directions, 2016.  
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Solution 

Statement showing classification as per Non-Banking Financial Company - 

Systemically Important Non-Deposit taking Company and Deposit taking 

Company (Reserve Bank) Directions, 2016 

 (`  in lakhs) 

Standard Assets   

Accounts (Balancing figure)       86.00  

200 accounts overdue for a period for 2 months  40.00  

24 accounts overdue for a period by 3 months   24.00 150.00 

Sub-Standard Assets  

4 accounts identified as sub-standard asset for a period less 

than 14 months 

14.00 

Doubtful Debts  

6 accounts identified as sub-standard for a period more than 14 

months 

6.00 

4 accounts identified as sub-standard for a period more than 3 

years 

20.00 

Loss Assets  

1 account identified by management as loss asset  10.00 

Total overdue  200.00 

Illustration 3 

While closing its books of account on 31st March, 2017 a Non-Banking Finance 

Company has its advances classified as follows:  

  ` in lakhs 

Standard assets 16,800 

Sub-standard assets 1,340 

Secured portions of doubtful debts:  

− upto one year 320 

− one year to three years 90 

− more than three years 30 

Unsecured portions of doubtful debts  97 

Loss assets 48 
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Calculate the amount of provision, which must be made against the Advances as 

per  

(i) the Non-Banking Financial Company – Non-Systemically Important Non-

Deposit taking Company (Reserve Bank) Directions, 2016; and 

(ii) Non-Banking Financial Company - Systemically Important Non-Deposit taking 

Company and Deposit taking Company (Reserve Bank) Directions, 2016. 

Answer  

Calculation of provision required on advances as on 31st March, 2017 as per 

the Non-Banking Financial Company – Non-Systemically Important Non-

Deposit taking Company (Reserve Bank) Directions, 2016 

 Amount 

` in lakhs 

Percentage 

of provision 

Provision  

` in lakhs 

Standard assets 16,800 0.25 42.00 

Sub-standard assets 1,340 10 134.00 

Secured portions of doubtful debts−    

 − upto one year 320 20 64.00 

 − one year to three years 90 30 27.00 

 − more than three years 30 50 15.00 

Unsecured portions of doubtful 

debts 

97 100 97.00 

Loss assets 48 100   48.00 

   427.00 

Calculation of provision required on advances as on 31st March, 2017 as per 

the Non-Banking Financial Company - Systemically Important Non-Deposit 

taking Company and Deposit taking Company (Reserve Bank) Directions, 

2016 

 Amount 

` in lakhs 

Percentage 

of provision 

Provision  

` in lakhs 

Standard assets 16,800 0.35 58.80 

Sub-standard assets 1,340 10 134.00 

Secured portions of doubtful debts−    

 − upto one year 320 20 64.00 

 − one year to three years 90 30 27.00 
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 − more than three years 30 50 15.00 

Unsecured portions of doubtful 

debts 

97 100 97.00 

Loss assets 48 100   48.00 

   443.80 

SUMMARY 

• The term NBFC does not include any institution whose principal business is 

that of agriculture activity, industrial activity or sale/purchase/construction of 

immovable property.  For purposes of RBI Directions relating to Acceptance 

of Public Deposits, non-banking financial company means only the non-

banking institution which is a – Loan company, Investment company, Hire 

purchase finance company, Equipment leasing company and Mutual benefit 

financial company”.   

•   No non-banking financial company is allowed to commence or carry on the 

business of a non-banking financial institution without obtaining a certificate 

of registration issued by the Reserve Bank of India.  

•   Functions of Non-Banking Financial Companies are similar to banks.  

However, there are a few differences: 

(a) A NBFC cannot accept demand deposits; 

(b) Non-Banking Financial Companies do not take part in the payment and 

settlement system and hence cannot issue cheques to its customers; and 

(c) Deposit Insurance and Credit Guarantee Corporation (DICGC) does not 

insure the NBFC deposits.  

• Owned fund” means paid up equity capital, preference shares which are 

compulsorily convertible into equity, free reserves, balance in share premium 

account and capital reserves representing surplus arising out of sale proceeds 

of asset, excluding reserves created by revaluation of asset, as reduced by 

accumulated loss balance, book value of intangible assets and deferred 

revenue expenditure, if any;  

• Net Owned Fund = Owned Fund – Investments in shares of subsidiaries/ 

companies in same group/Other NBFC. – Book value of debentures, bonds, 

outstanding loans and advances made to and deposits with subsidiaries and 

companies in the same group (to the extent such sum exceeds 10% of owned 

fund). 
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•  Revised Regulatory Framework for NBFCs: RBI vide notification no. DNBR 

(PD)CC.No. 002/03.10.001/2014-15 dated November 10, 2014 has revised the 

regulatory provisions relating to the functioning of NBFCs (except primary 

dealers) in India.   The changes introduced to the regulatory framework are 

delineated below. 

a. Requirement of Minimum NOF of ` 200 lakh 

Although the requirement of minimum NOF stands at ` 200 lakh, the 

minimum NOF for companies that were already in existence before April 

21, 1999 was retained at ` 25 lakh. but the revised regulatory framework 

has mandated all NBFCs to attain a minimum NOF of ` 200 lakh by the 

end of March 2017, as per the milestones given below: 

` 100 lakh by the end of March 2016 

` 200 lakh by the end of March 2017 

b.  Deposit Acceptance 

As per extant NBFCs Acceptance of Public Deposit (Reserve Bank) 

Directions, 1998, an unrated Asset Finance Company (AFC) having NOF of 

` 25 lakh or more, complying with all the prudential norms and 

maintaining capital adequacy ratio of not less than fifteen per cent, is 

allowed to accept or renew public deposits not exceeding one and half 

times of its NOF or up to ` 10 crore, whichever is lower. AFCs which are 

rated and complying with all the prudential regulations are allowed to 

accept deposits up to 4 times of their NOF. 

c.  Systemic Significance 

The threshold for defining systemic significance for NBFCs-ND has been 

revised in the light of the overall increase in the growth of the NBFC 

sector with asset size of ` 500 crore and above as per the last audited 

balance sheet. With this revision in the threshold for systemic 

significance, NBFCs-ND shall be categorized into two broad categories 

viz., i. NBFCs-ND (those with assets of less than ` 500 crore) and 

ii.BFCs-ND-SI (those with assets of ` 500 crore and above).  

d. Multiple NBFCs 

NBFCs that are part of a corporate group or are floated by a common set 

of promoters will not be viewed on a standalone basis.  The total assets 

of NBFCs in a group including deposit taking NBFCs, if any, will be 
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aggregated to determine if such consolidation falls within the asset sizes 

of the above two categories.  

e. Prudential Norms 

The regulatory approach in respect of NBFCs-ND with an asset size of 

less than ` 500 crore will be as under: 

(i)  They shall not be subjected to any regulation either prudential or 

conduct of business regulations if they have not accessed any public 

funds and do not have a customer interface. 

(ii)  Those having customer interface will be subjected only to conduct of 

business regulations if they are not accessing public funds. 

(iii)  Those accepting public funds will be subjected to limited prudential 

regulations but not conduct of business regulations if they have no 

customer interface. 

(iv)  Where both public funds are accepted and customer interface exist, 

such companies will be subjected both to limited prudential 

regulations and conduct of business regulations. 

(v)  Registration under Section 45 IA of the RBI Act will be mandatory. 

Prudential Regulations Applicable to NBFCs-ND with Assets less than ` 500 

crore 

NBFCs-ND with asset size of less than ` 500 crore are exempted from the 

requirement of maintaining CRAR and complying with Credit Concentration 

Norms. A leverage ratio of 7 is being introduced for all such NBFCs-ND to link 

their asset growth with the capital they hold.  For this purpose, leverage ratio is 

defined as Total Outside Liabilities / Owned Funds. 

Prudential Regulations Applicable to NBFCs-ND-SI (asset of ` 500 crore and 

above) and all NBFCs-D 

Tier 1 Capital 

All NBFCs-ND which have an asset size of ` 500 crore and above, and all NBFCs-D, 

shall maintain minimum Tier 1 Capital of 10%. The compliance to the revised Tier 

1 capital will be phased in as follows: 8.5% by end of March 2016 and  10% by 

end of March 2017. 

“Tier I Capital” means owned fund as reduced by investment in shares of other 

non-banking financial companies and in shares, debentures, bonds, outstanding 

loans and advances including hire purchase and lease finance made to and 
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deposits with subsidiaries and companies in the same group exceeding, in 

aggregate, ten per cent of the owned fund; 

“Tier II capital” includes the following:  

(a)  preference shares other than those which are compulsorily convertible into 

equity;  

(b)  revaluation reserves at discounted rate of fifty five percent;  

(c)  general provisions and loss reserves to the extent these are not attributable 

to actual diminution in value or identifiable potential loss in any specific asset 

and are available to meet unexpected losses, to the extent of one and one 

fourth percent of risk weighted assets;  

(d)  hybrid debt capital instruments; and  

(e)  subordinated debt to the extent the aggregate does not exceed Tier I capital.  

Asset Classification 

In the interest of harmonization, the asset classification norms for NBFCs-ND-SI 

and NBFCs-D are being brought in line with that of banks, in a phased manner, as 

given below. 

Lease Rental and Hire-Purchase Assets shall become NPA: 

i. if they become overdue for 9 months (currently 12 months) for the financial 

year ending March 31, 2016; 

ii. if overdue for 6 months for the financial year ending March 31, 2017; and 

iii. if overdue for 3 months for the financial year ending March 31, 2018 and 

thereafter.  

Assets other than Lease Rental and Hire-Purchase Assets shall become NPA: 

i. if they become overdue for 5 months for the financial year ending March 31, 

2016; 

ii. if overdue for 4 months for the financial year ending March 31, 2017; and 

iii. if overdue for 3 months for the financial year ending March 31, 2018 and 

thereafter.  

For all loan and hire-purchase and lease assets, sub-standard asset would 

mean: 

i. an asset that has been classified as NPA for a period not exceeding 16 

months (currently 18 months) for the financial year ending March 31, 2016; 
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ii. an asset that has been classified as NPA for a period not exceeding 14 

months for the financial year ending March 31, 2017; and 

iii. an asset that has been classified as NPA for a period not exceeding 12 

months for the financial year ending March 31, 2018 and thereafter. 

For all loan and hire-purchase and lease assets, doubtful asset would mean: 

i. an asset that has remained sub-standard for a period exceeding 16 months 

(currently 18 months) for the financial year ending March 31, 2016; 

ii. an asset that has remained sub-standard for a period exceeding 14 months 

for the financial year ending March 31, 2017; and 

iii. an asset that has remained sub-standard for a period exceeding 12 months 

for the financial year ending March 31, 2018 and thereafter. 

For the existing loans, a one-time adjustment of the repayment schedule, which 

shall not amount to restructuring will, however, be permitted. 

• Income from dividend on shares of corporate bodies and units of mutual 

funds shall be taken into account on cash basis.  

• However, income from dividend on shares of corporate bodies may be taken 

into account on accrual basis when such dividend has been declared by the 

corporate body in its annual general meeting and the NBFC's right to receive 

payment is established. Income from bonds and debentures of corporate 

bodies and from Government securities/bonds may be taken into account on 

accrual basis. 

• Income on securities of corporate bodies or public sector undertakings, the 

payment of interest and repayment of principal of which have been 

guaranteed by Central Government or a State Government may be taken into 

account on accrual basis.  

The assets are classified as:  

(a) Standard assets;  (b) Sub-standard assets;  (c) Doubtful assets; and 

(d)  Loss assets.  

Provisioning Requirements 

Loss Assets 

100% of the outstanding should be provided for. 

Doubtful Assets 

(a) 100% provision to the extent to which the advance is not covered by the 
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realisable value of the security to which the NBFC has a valid recourse shall 

be made.  

(b) In addition to item (a) above, depending upon the period for which the asset 

has remained doubtful, provision to the extent of 20% to 50% of the secured 

portion (i.e. estimated realisable value of the outstanding) shall be made on 

the following basis:  

Period for which the asset has been considered as 

doubtful 

% of provision 

Upto one year 20 

One to three years 30 

More than three years 50 

Sub-standard asset 

A general provision of 10% of total outstanding shall be made. 

Standard Assets 

The provision for standard assets for NBFCs-ND-SI and for all NBFCs-D has being 

increased to 0.40% (at present 0.25%).  The compliance to the revised norm will 

be phased in as given below: 

• 0.30% by the end of March 2016 

• 0.35% by the end of March 2017 

• 0.40% by the end of March 2018  

This provision towards standard asset need not be netted from gross advances 

but shown separately as ‘Contingent provision against standard assets’ in the 

Balance Sheet.  

TEST YOUR KNOWLEDGE 

MCQs 

1.  For the purpose of RBI Directions relating to Acceptance of Public 

Deposits, non-banking financial company means the non-banking 

institution which is a 

(a) Loan company or investment company. 

(b) Hire-purchase finance company or equipment leasing company. 
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(c) Both (a) and (b). 

2.  For Sub-standard assets in the case of NBFC, a general provision of  

(a) 5% of total outstanding shall be made. 

(b) 10% of total outstanding shall be made. 

(c) 15% of total outstanding shall be made.  

3. “Owned fund”  excludes 

(a) paid up capital. 

(b) free reserves, balance in share premium account.  

(c) reserves created by revaluation of asset. 

Theoretical Questions 

Question 1  

Write short notes on:  

(i) “Non-Performing Assets” as per NBFC Prudential Norms (RBI) directions.  

(ii) Earning value (Equity share). 

Practical Questions 

Question 1 

While closing its books of account on 31st March, 2017 a Non-Banking Finance 

Company has its advances classified as follows:  

  ` in lakhs 

Standard assets 16,800 

Sub-standard assets 1,340 

Secured portions of doubtful debts:  

− upto one year 320 

− one year to three years 90 

− more than three years 30 

Unsecured portions of doubtful debts  97 

Loss assets 48 

Calculate the amount of provision, which must be made against the aadvances as 

per  
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(i) the Non-Banking Financial Company – Non-Systemically Important Non-

Deposit taking Company (Reserve Bank) Directions, 2016; and 

(ii) Non-Banking Financial Company - Systemically Important Non-Deposit 

taking Company and Deposit taking Company (Reserve Bank) Directions, 

2016. 

Question 2 

Peoples Financiers Ltd. is an NBFC providing Hire Purchase Solutions for acquiring 

consumer durables. The following information is extracted from its books for the year 

ended 31st March, 2017: 

Asset Funded 

Interest Overdue but recognized in 

Profit & loss Net Book Value of 

Assets outstanding 
Period Overdue Interest Amount 

  (` in crore) (` in crore) 

LCD Televisions Upto 12 months 480.00 20,123.00 

Washing 

Machines 

For 24 months 102.00 2,410.00 

Refrigerators For 30 months 50.50 1,280.00 

Air 

Conditioners 

For 45 months 26.75 647.00 

You are required to calculate the amount of provision to be made. 

ANSWERS/ HINTS 

MCQs 

[1.(c); 2. (b); 3. (c)]  

Theoretical Questions 

Answer 1 

(i)  Refer para 18  

(ii) Refer para 12 
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Practical Questions 

Answer  1 

Calculation of provision required on advances as on 31st March, 2017 as per 

the Non-Banking Financial Company – Non-Systemically Important Non-

Deposit taking Company (Reserve Bank) Directions, 2016 

 Amount 

` in lakhs 

Percentage 

of provision 

Provision  

` in lakhs 

Standard assets 16,800 0.25 42.00 

Sub-standard assets 1,340 10 134.00 

Secured portions of doubtful debts−    

 − upto one year 320 20 64.00 

 − one year to three years 90 30 27.00 

 − more than three years 30 50 15.00 

Unsecured portions of doubtful debts 97 100 97.00 

Loss assets 48 100   48.00 

   427.00 

Calculation of provision required on advances as on 31st March, 2017 as per 

the Non-Banking Financial Company - Systemically Important Non-Deposit 

taking Company and Deposit taking Company (Reserve Bank) Directions, 

2016 

 Amount 

` in lakhs 

Percentage 

of provision 

Provision  

` in lakhs 

Standard assets 16,800 0.35 58.80 

Sub-standard assets 1,340 10 134.00 

Secured portions of doubtful debts−    

 − upto one year 320 20 64.00 

 − one year to three years 90 30 27.00 

 − more than three years 30 50 15.00 

Unsecured portions of doubtful 

debts 

97 100 97.00 

Loss assets 48 100   48.00 

   443.80 
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Answer 2 

On the basis of the information given, in respect of hire purchase and leased 

assets, additional provision shall be made as under:  

(` in crore) 

(a)  Where hire charges are overdue 

upto 12 months    

Nil - 

(b)  Where hire charges are overdue 

for more than 12 months but upto 

24 months 

10% of the net book value 

10% x 2,410 

241 

(c)  Where hire charges are overdue 

for more than 24 months but upto 

36 months 

40 percent of the net book 

value 

40% x 1,280 

512 

(d)  Where hire charges or lease 

rentals are overdue for more than 

36 months but upto 48 months  

70 percent of the net book 

value 

70% x 647 

452.90 

 Total 1,205.90 
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LEARNING OUTCOMES 

After studying this chapter, you will be able to:  

• Learn the definition of Mutual Funds and their history 

• Comprehend with the regulations governing mutual 

funds in India 

• Familiarize with the types of mutual funds 

• Compute the net asset value (NAV) of mutual funds 

• Understand the requirements for the annual report and 

annual statement of accounts of the schemes and the 

Mutual Funds 

 

 

Note: This chapter is also discussed in Paper 2: Strategic Financial 

Management of Final Course Study Material.  In Advanced Accounting Paper, 

students should emphasize upon accounting aspects of Mutual Funds only.  

Strategic Financial Management Paper deals with financial aspects of mutual 

funds.  

CHAPTER 12 
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CHAPTER OVERVIEW 

In India, Mutual Funds are regulated by SEBI (Mutual Funds) Regulations, 1996. 

According to the SEBI (Mutual Funds) Regulations, 1996, a ‘mutual fund’ means a 

fund established in the form of a trust to raise monies through the sale of units to 

the public under one or more schemes for investing in securities including money 

market instruments or gold or gold related instruments or real estate assets.  

A mutual fund should be registered with SEBI. 

Types of Mutual Funds 

On the basis of Structure- The mutual fund schemes can be classified as open 

ended and close ended. The open-ended schemes permit entry by subscription or 

exit by sale of units on a continuous basis. Close-ended scheme means any scheme 

of a mutual fund in which the period of the maturity of the scheme is specified. 

On the basis of Investors Objectives - In terms of investment objectives, mutual 

fund schemes can be classified as the growth funds and income funds.  

Mutual funds sell their shares to public and redeem them at current Net Asset Value 

(NAV) which is calculated as under – 

Total  market  value  of  all  MF  holdings - All  MF liabilities

Unit  size
 

The net asset value of a mutual fund scheme is basically the per unit market value 

of all the assets of the scheme. 

Every mutual fund is required to prepare in respect of each financial year an annual 

report and annual statement of accounts of the schemes and the fund as specified 

in Eleventh Schedule of SEBI (Mutual Funds) Regulations, 1996. 

1. INTRODUCTION 

A Mutual Fund is a trust that pools the savings of a number of investors who share 

a common financial goal. The money thus collected is then invested in capital 

market instruments such as shares, debentures and other securities. The income 

earned through these investments and the capital appreciation realized is shared 

by its unit holders in proportion to the number of units owned by them. 
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Different investment avenues are available to investors. Mutual funds also offer 

good investment opportunities to the investors. Like all investments, they also carry 

certain risks. The investors should compare the risks and expected yields after 

adjustment of tax on various instruments while taking investment decisions.  

Investments in securities are spread across a wide cross-section of industries and 

sectors and thus the risk is reduced. Diversification reduces the risk because all 

stocks may not move in the same direction in the same proportion at the same 

time. Mutual fund issues units to the investors in accordance with quantum of 

money invested by them. Investors of mutual funds are known as unitholders. 

The profits or losses are shared by the investors in proportion to their investments. 

The mutual funds normally come out with a number of schemes with different 

investment objectives which are launched from time to time. A mutual fund is 

required to be registered with Securities and Exchange Board of India (SEBI) which 

regulates securities markets before it can collect funds from the public. 

As per section 2(q) of Securities and Exchange Board of India (SEBI) (Mutual Funds) 

Regulations, 1996, "Mutual Fund" means a fund established in the form of a trust 

to raise monies through the sale of units to the public or a section of the public 

under one or more schemes for investing in securities, including money market 

instruments or gold or gold related instruments or real estate assets. 

The following flow chart describes broadly the working of a mutual fund:  

 

Investors pool money with Fund  Manager

Fund Manager invest money in Securities

Returns from Securities are passed to 
investors
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2. HISTORY OF MUTUAL FUNDS IN INDIA AND ROLE OF 

SEBI IN MUTUALFUNDS INDUSTRY 

Unit Trust of India was the first mutual fund set up in India in the year 1963. In early 

1990s, Government allowed public sector banks and institutions to set up mutual 

funds.  In the year 1992, Securities and exchange Board of India (SEBI) Act was 

passed.  The objectives of SEBI are to protect the interest of investors in securities 

and to promote the development of and to regulate the securities market.  

As far as mutual funds are concerned, SEBI formulates policies and regulates the 

mutual funds to protect the interest of the investors. SEBI notified regulations for 

the mutual funds in 1993. Thereafter, mutual funds sponsored by private sector 

entities were allowed to enter the capital market. The regulations were fully revised 

in 1996 and have been amended thereafter from time to time. SEBI has also issued 

guidelines to the mutual funds from time to time to protect the interests of 

investors. 

All mutual funds whether promoted by public sector or private sector entities 

including those promoted by foreign entities are governed by the same set of 

Regulations. There is no distinction in regulatory requirements for these mutual 

funds and all are subject to monitoring and inspections by SEBI. The risks associated 

with the schemes launched by the mutual funds sponsored by these entities are of 

similar type. 

3. ORGANISATION OF MUTUAL FUNDS 

In India, mutual funds are regulated by SEBI (Mutual Funds) Regulations, 1996.  A 

mutual fund is set up in the form of a trust, which has sponsor, trustees, asset 

management company (AMC) and custodian. The trust is established by a sponsor 

or more than one sponsor who is like promoter of a company. The trustees of the 

mutual fund hold its property for the benefit of the unitholders. Asset Management 

Company (AMC) approved by SEBI manages the funds by making investments in 

various types of securities.  Custodian, who is registered with SEBI, holds the 

securities of various schemes of the fund in its custody. The trustees are vested with 

the general power of superintendence and direction over AMC. They monitor the 

performance and compliance of SEBI Regulations by the mutual fund. 

SEBI Regulations require that at least two thirds of the directors of trustee company 

or board of trustees must be independent i.e. they should not be associated with 

the sponsors. Also, 50% of the directors of AMC must be independent. All mutual 
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funds are required to be registered with SEBI before they launch any scheme. 

 

 

 

 

 

 

 

 

 

 

 

 

 

“Asset management company” means a company formed and registered under the 

Companies Act, 1956 or 2013 and approved as such by the Securities and Exchange 

Board of India to manage the funds of a mutual fund. 

“Unit” means the interest of the unit holders in a scheme, which consists of each 

unit representing one undivided share in the assets of a scheme; 

Money market instruments provide for borrowers' short-term needs and give 

needed liquidity to lenders. Money market instruments include commercial papers, 

commercial bills, treasury bills, Government securities having an unexpired maturity 

up to one year, call or notice money, certificate of deposit, usance bills, and any 

other like instruments as specified by the Reserve Bank of India from time to time. 

4. NET ASSET VALUE (NAV) OF A SCHEME 

The performance of a particular scheme of a mutual fund is denoted by Net Asset 

Value (NAV).   

Mutual funds invest the money collected from the investors in securities markets. 

In simple words, Net Asset Value is the market value of the securities held by the 

scheme.  Since market value of securities changes every day, NAV of a scheme also 

Unit holders 

Sponsors 

Trustees  AMC 

Mutual Fund Transfer Agent 

SEBI 

Custodian 
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varies on day to day basis.  The NAV per unit is the market value of securities of a 

scheme divided by the total number of units of the scheme on any particular date. 

For example, if the market value of securities of a mutual fund scheme is Rs. 200 

lakhs and the mutual fund has issued 10 lakhs units of Rs. 10 each to the investors, 

then the NAV per unit of the fund is Rs.20.  NAV is required to be disclosed by the 

mutual funds on a regular basis - daily or weekly - depending on the type of 

scheme. 

5. TYPES OF MUTUAL FUND SCHEMES 

Wide variety of Mutual Fund Schemes exists to cater to the needs of the investors.  

There are over hundreds of mutual funds scheme to choose from. The charts given 

below will give an overview of various types of schemes: 

 

T
yp

es
 o

f M
ut

ua
l F

un
d 

S
ch

em
es

By Maturity period

Open-ended Schemes

Close -ended Schemes

By Investment 
Objective

Growth /Equity  Schemes

Income /Debt Schemes

Balanced Fund

Money Market or Liquid Funds

Gilt Fund

Other Schemes

Tax Saving Schemes

Index Fund

Sector Specific  Schemes
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All the above mentioned schemes have been discussed in brief in the succeeding 

paragraphs. 

By Maturity Period 

A mutual fund scheme can be classified into open-ended scheme or close-ended 

scheme depending on its maturity period: 

1. Open - Ended Schemes:  An open-end fund is one that is available for 

subscription and repurchase all through the year.  These do not have a fixed 

maturity. Investors can conveniently buy and sell units at Net Asset Value ("NAV") 

related prices which are declared on a daily basis.  The key feature of open-end 

schemes is liquidity. 

2 Close - Ended Schemes: These schemes have a pre-specified maturity period. 

One can invest directly in the scheme at the time of the initial issue. Depending on 

the structure of the scheme there are two exit options available to an investor after 

the initial offer period closes. Investors can transact (buy or sell) the units of the 

scheme on the stock exchanges where they are listed. The market price at the stock 

exchanges could vary from the net asset value (NAV) of the scheme on account of 

demand and supply situation, expectations of unit holder and other market factors. 

Alternatively some close-ended schemes provide an additional option of selling the 

units directly to the Mutual Fund through periodic repurchase at the schemes NAV; 

however one cannot buy units and can only sell units during the liquidity window. 

SEBI Regulations ensure that at least one of the two exit routes is provided to the 

investor. 

3. Interval Schemes: Interval Schemes are that scheme, which combine the 

features of open-ended and close-ended schemes. The units may be traded on the 

stock exchange or may be open for sale or redemption during pre-determined 

intervals at NAV related prices. 

By Nature

Equity Fund Debt fund

Gilt funds Income Funds MIPs Short Term Plans 
(STPs)

Liquid Funds

Balanced Funds
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By Investment objective 

A scheme can also be classified as growth scheme, income scheme, or balanced 

scheme considering its investment objective. Such schemes may be open-ended or 

close-ended schemes as described earlier. Such schemes may be classified mainly 

as follows: 

1. Equity fund: The aim of growth funds is to provide capital appreciation over 

the medium to long- term.  Such schemes normally invest a major part of their 

corpus in equities.  Such funds have comparatively high risks.  These schemes 

provide different options to the investors like dividend option, capital appreciation, 

etc. and the investors may choose an option depending on their preferences.  The 

investors must indicate the option in the application form.  The mutual funds also 

allow the investors to change the options at a later date.  Growth schemes are good 

for investors having a long-term outlook seeking appreciation over a period of 

time.  The Equity Funds are sub-classified depending upon their investment 

objective, as follows: 

• Diversified Equity Funds 

• Mid-Cap Funds 

• Sector Specific Funds 

• Tax Savings Funds (ELSS) 

Equity investments are meant for a longer time horizon, thus Equity funds rank high 

on the risk-return matrix. Growth Schemes are also known as equity schemes. The 

aim of these schemes is to provide capital appreciation over medium to long term. 

These schemes normally invest a major part of their fund in equities and are willing 

to bear short-term decline in value for possible future appreciation. 

• Income Schemes: Income Schemes are also known as debt schemes. The aim 

of these schemes is to provide regular and steady income to investors. These 

schemes generally invest in fixed income securities such as bonds and corporate 

debentures. Capital appreciation in such schemes may be limited. 

• Balanced Schemes: Balanced Schemes aim to provide both growth and income 

by periodically distributing a part of the income and capital gains they earn. 

These schemes invest in both shares and fixed income securities, in the 

proportion indicated in their offer documents (normally 50:50). 

• Money Market Schemes: Money Market Schemes aim to provide easy liquidity, 

preservation of capital and moderate income. These schemes generally invest 
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in safer, short-term instruments, such as treasury bills, certificates of deposit, 

commercial paper and inter-bank call money. 

2. Debt funds: The objective of these Funds is to invest in debt papers. Government 

authorities, private companies, banks and financial institutions are some of the major 

issuers of debt papers. By investing in debt instruments, these funds ensure low risk 

and provide stable income to the investors. These funds are not affected because of 

fluctuations in equity markets. However, opportunities of capital appreciation are also 

limited in such funds. The NAVs of such funds are affected because of change in 

interest rates in the country. If the interest rates fall, NAVs of such funds are likely to 

increase in the short run and vice versa. However, long term investors may not bother 

about these fluctuations.  Debt funds are further classified as: 

• Income Funds: Invest a major portion into various debt instruments such as 

bonds, corporate debentures and Government securities. 

• Monthly Income Plans (MIPs): Invests maximum of their total corpus in debt 

instruments while they take minimum exposure in equities. It gets benefit of 

both equity and debt market. These scheme ranks slightly high on the risk-

return matrix when compared with other debt schemes. 

• Short Term Plans (STPs): Meant for investment horizon for three to six 

months. These funds primarily invest in short term papers like Certificate of 

Deposits (CDs) and Commercial Papers (CPs). Some portion of the corpus is 

also invested in corporate debentures. 

• Liquid Funds: Also known as Money Market Schemes, These funds provide 

easy liquidity and preservation of capital. These schemes invest in short-term 

instruments like Treasury Bills, inter-bank call money market, CPs and CDs. 

These funds are meant for short-term cash management of corporate houses 

and are meant for an investment horizon of 1 day to 3 months. These schemes 

rank low on risk-return matrix and are considered to be the safest amongst all 

categories of mutual funds. 

3. Balanced funds: As the name suggest they, are a mix of both equity and debt 

funds.  They invest in both equities and fixed income securities, which are in line 

with pre-defined investment objective of the scheme.  These schemes aim to 

provide investors with the best of both the worlds.  Equity part provides growth 

and the debt part provides stability in returns.  They generally invest 40-60% in 

equity and debt instruments.  These funds are also affected because of fluctuations 

in share prices in the stock markets.  However, NAVs of such funds are likely to be 

less volatile compared to pure equity funds. 
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4.  Money Market or Liquid Fund: These funds are also income funds and their 

aim is to provide easy liquidity, preservation of capital and moderate income. These 

schemes invest exclusively in safer short-term instruments such as treasury bills, 

certificates of deposit, commercial paper and inter-bank call money, government 

securities, etc. Returns on these schemes fluctuate much less compared to other 

funds. These funds are appropriate for corporate and individual investors as a 

means to park their surplus funds for short periods. 

5. Gilt Funds: These funds invest exclusively in government securities. 

Government securities have no default risk. NAVs of these schemes also fluctuate 

due to change in interest rates and other economic factors as is the case with 

income or debt oriented schemes. 

By Other Schemes 

1. Tax Saving Schemes: Tax-saving schemes offer tax rebates to the investors 

under tax laws prescribed from time to time. Under Sec. 80C (2) of the Income Tax 

Act, contributions made to any notified Equity Linked Savings Scheme (ELSS) are 

eligible for deduction.  Pension schemes launched by the mutual funds also offer 

tax benefits. These schemes are growth oriented and invest pre-dominantly in 

equities. Their growth opportunities and risks associated are like any equity-

oriented scheme. 

2. Index Schemes: Index schemes attempt to replicate the performance of a 

particular index such as the BSE Sensex or the NSE 50. The portfolio of these 

schemes will consist of only those stocks that constitute the index. The percentage 

of each stock to the total holding will be identical to the stocks index weightage. 

And hence, the returns from such schemes would be more or less equivalent to 

those of the Index. 

3. Sector Specific Schemes: These are the funds/schemes which invest in the 

securities of only those sectors or industries as specified in the offer documents. 

e.g. Pharmaceuticals, Software, Fast Moving Consumer Goods (FMCG), Petroleum 

stocks, etc. The returns in these funds are dependent on the performance of the 

respective sectors/industries. While these funds may give higher returns, they are 

riskier compared to diversified funds. Investors need to keep a watch on the 

performance of those sectors/industries and must exit at an appropriate time. 

6. FUND OF FUNDS (FOF) SCHEME 

A scheme that invests primarily in other schemes of the same mutual fund or other 

mutual funds is known as a FoF scheme. An FoF scheme enables the investors to 
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achieve greater diversification through one scheme. It spreads risks across a greater 

universe. 

7. LOAD OR NO-LOAD FUND 

A Load Fund is one that charges a percentage of NAV for entry or exit. That is, each 

time one buys or sells units in the fund, a charge will be payable.  This charge is 

used by the mutual fund for marketing and distribution expenses.  Suppose the 

NAV per unit is Rs.10. If the entry as well as exit load charged is 1%, then the 

investors who buy would be required to pay Rs.10.10 and those who offer their 

units for repurchase of the mutual fund will get only Rs.9.90 per unit.  The investors 

should take the loads into consideration while making investment as these affect 

their yields/returns.  However, the investors should also consider the performance 

track record and service standards of the mutual fund which are more important. 

Efficient funds may give higher returns in spite of loads.  

A no-load fund is one that does not charge for entry or exit. It means the investors 

can enter the fund/scheme at NAV and no additional charges are payable on 

purchase or sale of units.  

8. FREQUENTLY USED TERMS 

Net Asset Value (NAV): Net asset value is the market value of the assets of the 

scheme minus its liabilities. The per unit NAV is the net asset value of the scheme 

divided by the number of units outstanding on the valuation date. 

Sale Price (SP):  It is the price you pay when you invest in a scheme; also called 

offer price. It may include a sales load. 

Repurchase Price: It is the price at which units under open-ended schemes are 

repurchased by the Mutual Fund. Such prices are NAV related. 

Redemption Price: It is the price at which close-ended schemes redeem their units 

on maturity. Such prices are NAV related. 

Sales Load: It is a charge collected by a scheme when it sells the units.  Also called 

‘Front-end’ load. Schemes that do not charge a load are called ‘No Load’ schemes. 

Repurchase or ‘Back-end’ Load: It is a charge collected by a scheme when it buys 

back the units from the unit holders. 

The Association of Mutual Funds in India (AMFI): The Association is dedicated 

to developing the Indian Mutual Fund Industry on professional, healthy and ethical 
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lines and to enhance and maintain standards in all areas with a view to protecting 

and promoting the interests of mutual funds and their unit holders. 

9. SEBI GUIDELINES FOR MUTUAL FUNDS IN INDIA 

Application for registration An application for registration of a mutual fund shall 

be made to the Board in Form A by the sponsor.  

Furnishing information  

The Board may require the sponsor to furnish such further information or 

clarification as may be required by it.  

Eligibility criteria  

(a) For the purpose of grant of a certificate of registration, the applicant has to 

fulfill the following, namely, the sponsor should have a sound track record and 

general reputation of fairness and integrity in all his business transactions;  

Explanation: For the purposes of this clause "sound track record" shall mean 

the sponsor should,-  

(i) be carrying on business in financial services for a period of not less than 

five years; and the net worth is positive in all the immediately preceding 

five years; and the net worth in the immediately preceding year is more 

than the capital contribution of the sponsor in the asset management 

company; and  

(ii) the sponsor has profits after providing for depreciation, interest and tax in 

three out of the immediately preceding five years, including the fifth year.  

(b)  applicant is a fit and proper person.  

(c)  in the case of an existing mutual fund, such fund is in the form of a trust and 

the trust deed has been approved by the Board;  

(d)  the sponsor has contributed or contributes at least 40% to the net worth of the 

asset management company;  

Provided that any person who holds 40% or more of the net worth of an asset 

management company shall be deemed to be a sponsor and will be required 

to fulfill the eligibility criteria specified in these regulations;  

(e)  the sponsor or any of its directors or the principal officer to be employed by 

the mutual fund should not have been guilty of fraud or has not been convicted 

of an offense involving moral turpitude or has not been found guilty of any 

economic offence.  
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(f)  appointment of trustees to act as trustees for the mutual fund in accordance 

with the provisions of the regulations;  

(g)  appointment of asset management company to manage the mutual fund and 

operate the scheme of such funds in accordance with the provisions of these 

regulations;  

(h)  Appointment of a custodian in order to keep custody of the securities and carry 

out the custodian activities as may be authorized by the trustees.  

The Board may register the mutual fund and grant a certificate in Form B on the 

applicant paying the registration fee as specified.  

Trust Deed to be registered under the Registration Act  

A mutual fund shall be constituted in the form of a trust and the instrument of trust 

shall be in the form of a deed, duly registered under the provisions of the Indian 

Registration Act, 1908 (16 of 1908) executed by the sponsor in favour of the 

trustees named in such an instrument.  

Approval of the Board for appointment of trustee  

No trustee shall initially or any time thereafter be appointed without prior approval 

of the Board.  The existing trustees of any mutual fund may form a trustee company 

to act as a trustee with the prior approval of the Board. 

Rights and obligations of the trustees 

The trustees and the asset management company shall with the prior approval of 

the Board enter into an investment management agreement. The trustees shall 

ensure before the launch of any scheme that the asset management company has;-  

(a) systems in place for its back office, dealing room and accounting;  

(b)  appointed all key personnel including fund manager(s) for the scheme(s) and 

submitted their bio-data which shall contain the educational qualifications, 

past experience in the securities market with the trustees, within 15 days of 

their appointment;  

(c)  appointed auditors to audit its accounts;  

(d)  appointed a compliance officer to comply with regulatory requirement and to 

redress investor grievances;  

(e)  appointed registrars and laid down parameters for their supervision;  

(f)  prepared a compliance manual and designed internal control mechanisms  

including internal audit systems;  
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(g)  specified norms for empanelment of brokers and marketing agents. 

The trustees shall ensure that an asset management company has been diligent in 

empanelling the brokers, in monitoring securities transactions with brokers and 

avoiding undue concentration of business with any broker. 

Each trustee shall file the details of his transactions of dealing in securities with the 

Mutual Fund on a quarterly basis. 

The trustees shall be accountable for, and be the custodian of, the funds and 

Trustees shall exercise due diligence as under:  

1. The Trustees shall be discerning in the appointment of the directors on the 

Board of the asset management company.  

2. The trustee shall ensure that the trust property is properly protected, held and 

administered by proper persons and by a proper number of such persons.  

3. The trustee shall ensure that all service providers are holding appropriate 

registrations from the Board or concerned regulatory authority.  

4. The Trustees shall arrange for test checks of service contracts.  

5. Trustees shall immediately report to Board of any special developments in the 

mutual fund.  

6. The Trustees shall: obtain internal audit reports at regular intervals from 

independent auditors appointed by the Trustees.  

7. Obtain compliance certificates at regular intervals from the asset management 

company.  

8. Hold meeting of trustees more frequently to review the operation of the AMC 

function and auditor’s report in order to take appropriate action.  

10. ANNUAL REPORT 

Every mutual fund or the asset management company is required to prepare in 

respect of each financial year an annual report and annual statement of accounts 

of the schemes and the fund as specified in Eleventh Schedule to the SEBI (Mutual 

Funds) Regulations, 1996. 

As per Regulation 51, the financial year, for all the schemes, shall end as of March 

31st of each year. 

The scheme wise Annual Report of a mutual fund or an abridged summary thereof 

shall be mailed to all the unit holders as soon as may be but not later than four 
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months from the date of closure of the relevant accounts year. 

According to Eleventh Schedule, the annual report shall contain – 

(i) Report of the board of Trustees on the operations of the various schemes of 

the fund and the fund as a whole during the year and the future outlook of the 

fund; 

(ii) Balance Sheet and Revenue Account in accordance with paras 2, 3 and 4, 

respectively of this Schedule; 

(iii) Auditor’s Report in accordance with paragraph 5 of this Schedule; 

(iv) Brief statement of the Board of Trustees on the following aspects, namely:- 

(a) Liabilities and responsibilities of the Trustees and the Settlor; 

(b) Investment objective of each scheme; 

(c) Basis and policy of investment underlying the scheme; 

(d) If the scheme permits investment partly or wholly in shares, bonds, 

debentures and other scrips or securities whose value can fluctuate, a 

statement on the following lines: 

“The price and redemption value of the units, and income from them, can 

go up as well as down with the fluctuations in the market value of its 

underlying investments in securities or fair value in underlying real estate 

asset, as the case may be.” 

(e) Comments of the Trustees on the performance of the scheme, with full 

justification. 

(v) Statement giving relevant perspective historical ‘per unit’ statistics in 

accordance with paragraph 6 of this Schedule; 

(vi) Statement on the following lines: 

 “On written request, present and prospective unit holders /investors can obtain 

copy of the trust deed, the annual report [at a price] and the text of the relevant 

scheme.” 

11. RESTRICTION ON INVESTMENTS 

As per Seventh Schedule to the SEBI (Mutual Funds) Regulations, 1996, a mutual 

fund scheme shall not invest more than 10% of its NAV in debt instruments issued 

by a single issuer which are rated not below investment grade by a credit rating 

agency authorised to carry out such activity under the Act. Such investment limit 
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may be extended to 12% of the NAV of the scheme with the prior approval of the 

Board of Trustees and the Board of asset management company.  Provided that 

such limit shall not be applicable for investments in government securities and 

money market instruments.  

1.  A mutual fund scheme shall not invest more than 10% of its NAV in unrated 

debt instruments issued by a single issuer and the total investment in such 

instruments shall not exceed 25% of the NAV of the scheme. All such 

investments shall be made with the prior approval of the Board of Trustees and 

the Board of asset management company. 

2.  No mutual fund under all its schemes should own more than ten per cent of 

any company's paid up capital carrying voting rights.  

3.  Transfers of investments from one scheme to another scheme in the same 

mutual fund shall be allowed only if, -  

(a)  such transfers are done at the prevailing market price for quoted 

instruments on spot basis.  

 [Explanation - "spot basis" shall have same meaning as specified by stock 

exchange for spot transactions.]  

(b)  the securities so transferred shall be in conformity with the investment 

objective of the scheme to which such transfer has been made.  

4.  A scheme may invest in another scheme under the same asset management 

company or any other mutual fund without charging any fees, provided that 

aggregate inter scheme investment made by all schemes under the same 

management or in schemes under the management of any other asset 

management company shall not exceed 5% of the net asset value of the mutual 

fund.  

5.  Every mutual fund shall buy and sell securities on the basis of deliveries and 

shall in all cases of purchases, take delivery of relevant securities and in all 

cases of sale, deliver the securities.   

Provided that a mutual fund may engage in short selling of securities in 

accordance with the framework relating to short selling and securities lending 

and borrowing specified by the Board.  

Provided further that a mutual fund may enter into derivatives transactions in 

a recognized stock exchange, subject to the framework specified by the Board.   
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Provided further that sale of government security already contracted for 

purchase shall be permitted in accordance with the guidelines issued by the 

Reserve Bank of India in this regard. 

6.  Every mutual fund shall, get the securities purchased or transferred in the name 

of the mutual fund on account of the concerned scheme, wherever investments 

are intended to be of long term nature.  

7.  Pending deployment of funds of a scheme in securities in terms of investment 

objectives of the scheme a mutual fund may invest them in short term deposits 

of scheduled commercial banks.  

8.  No mutual fund [scheme] shall make any investment in;  

(a)  any unlisted security of an associate or group company of the sponsor; or  

(b)  any security issued by way of private placement by an associate or group 

company of the sponsor; or  

(c) the listed securities of group companies of the sponsor which is in excess 

of 25% of the net assets.  

9.  No mutual fund scheme shall invest more than 10 per cent of its NAV in the 

equity shares or equity related instruments of any company.  

 Provided that, the limit of 10 per cent shall not be applicable for investments 

[in case of] index fund or sector or industry specific scheme.  

10. A mutual fund scheme shall not invest more than 5% of its NAV in the unlisted 

equity shares or equity related instruments in case of open ended scheme and 

10% of its NAV in case of close ended scheme.  

11.  A fund of funds scheme shall be subject to the following investment 

restrictions:  

a.  A fund of funds scheme shall not invest in any other fund or funds scheme;  

b.  A fund of funds scheme shall not invest its assets other than in schemes of 

mutual funds, except to the extent of funds required for meeting the 

liquidity requirements for the purpose of repurchases or redemptions, as 

disclosed in the offer document of fund of funds scheme.  

12.  COST OF INVESTMENTS 

According to Ninth Schedule of SEBI (Mutual Fund) Regulations, 1996, cost of 

investments acquired or purchased should include brokerage, stamp charges and 
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any charge customarily included in the broker’s bought note. In respect of privately 

placed debt instruments any front – end discount offered should be deducted from 

the cost of the investment. 

As per the Eleventh Schedule of the SEBI Regulations, in respect of all interest – 

bearing investments, income must be accrued on a day-to-day basis as it is earned.  

Therefore, when such investments are purchased, interest paid for the period from 

the last interest due date upto the date of purchase must not be treated as a cost 

of purchase but must be debited to Interest Recoverable Account.  Similarly, 

interest received at the time of sale for the period from the last interest due date 

upto the date of sale must not be treated as an addition to sale value but must be 

credited to Interest Recoverable Account. 

In determining the holding cost of investments and the gains or loss on sale of 

investments, the “average cost” method must be followed. As per Regulation 51A, 

the exit load charged, if any, shall be credited to the scheme. 

13.  INVESTMENT VALUATION NORMS 

Eight Schedule of the SEBI (Mutual Fund) Regulations, 1996 states the Investment 

Valuation Norms.  NAV of a scheme is determined by dividing the net assets of the 

scheme by the number of outstanding units on the valuation date.  

1.  Traded Securities:-  

(i)  The securities shall be valued at the last quoted closing price on the recognized 

stock exchange.  

(ii)  When the securities are traded on more than one recognised stock exchange, 

the securities shall be valued at the last quoted closing price on the stock exchange 

where the security is principally traded. It would be left to the asset management 

company to select the appropriate stock exchange, but the reasons for the selection 

should be recorded in writing. There should however be no objection for all scrips 

being valued at the prices quoted on the stock exchange where a majority in value 

of the investments is principally traded.  

(iii)  Once a stock exchange has been selected for valuation of a particular security, 

reasons for change of the exchange shall be recorded in writing by the asset 

management company. 

(iv)  When on a particular valuation day, a security has not been traded on the 

selected stock exchange, the value at which it is traded on another stock exchange 

may be used.  
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(v)  When a security is not traded on any stock exchange on a particular valuation 

day, the value at which it was traded on the selected stock exchange or any other 

stock exchange, as the case may be, on the earliest previous day may be used 

provided such date is not more than sixty days prior to the valuation date.  

2. ‘Non-traded Securities’:-  

(i)  When a security is not traded on any stock exchange for a period of thirty days 

prior to the valuation date, the scrip must be treated as a ‘non-traded' scrip.  

(ii)  Non-traded securities shall be valued "in-good faith" by the asset management 

company on the basis of appropriate valuation methods based on the principles 

approved by the Board of the asset management company.  

[For example, non-traded debt and money market securities of short term 

maturities, as may be specified by the Board from time to time, may be valued on 

amortization basis provided that such valuation shall be reflective of the fair value 

of the securities and all investors are treated fairly.]   

Such decision of the Board must be documented in the Board minute and the 

supporting data in respect of each security so valued must be preserved. The 

methods used to arrive at values "in-good faith" shall be periodically reviewed by 

the trustees and reported upon by the auditors as "fair and reasonable" in their 

report on the annual accounts of the fund. For the purpose of valuation of non-

traded securities, the following principles should be adopted:-  

(a)  Equity instruments shall generally be valued on the basis of capitalization of 

earnings solely or in combination with the net asset value, using for the 

purposes of capitalization, the price or earning ratios of comparable traded 

securities and with an appropriate discount for lower liquidity;  

(b)  Debt instruments shall generally be valued on a yield to maturity basis, the 

capitalization factor being determined for comparable traded securities and 

with an appropriate discount for lower liquidity;  

(c)  Investments in call money, bills purchased under rediscounting scheme and 

short term deposits with banks shall be valued at cost plus accrual; other 

money market instruments shall be valued at the yield at which they are 

currently traded. For this purpose, non-traded instruments that is instruments 

not traded for a period of seven days will be valued at cost plus interest accrued 

till the beginning of the day plus the difference between the redemption value 

and the cost spread uniformly over the remaining maturity period of the 
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instruments; Government securities will be valued at yield to maturity based 

on the prevailing market rate.  

(d)  In respect of convertible debentures and bonds, the non-convertible and 

convertible components shall be valued separately. The non-convertible 

component should be valued on the same basis as would be applicable to a 

debt instrument. The convertible component should be valued on the same 

basis as would be applicable to an equity instrument. If, after conversion the 

resultant equity instrument would be traded pari passu with an existing 

instrument which is traded, the value of the latter instrument can be adopted 

after an appropriate discount for the non-tradability of the instrument during 

the period preceding the conversion. While valuing such instruments, the fact 

whether the conversion is optional should also be factored in;  

(e)  In respect of warrants to subscribe for shares attached to instruments, the 

warrants can be valued at the value of the share which would be obtained on 

exercise of the warrant as reduced by the amount which would be payable on 

exercise of the warrant. A discount similar to the discount to be determined in 

respect of convertible debentures (as referred to in sub-paragraph (d) above) 

must be deducted to account for the period which must elapse before the 

warrant can be exercised;  

(f)  Where instruments have been bought on ` repo' basis, the instrument must be 

valued at the resale price after deduction of applicable interest upto date of 

resale. Where an instrument has been sold on a ` repo' basis, adjustment must 

be made for the difference between the repurchase price (after deduction of 

applicable interest upto date of repurchase) and the value of the instrument. If 

the repurchase price exceeds the value, the depreciation must be provided for 

and if the repurchase price is lower than the value, credit must be taken for the 

appreciation.  

3. Until they are traded, the value of the "rights" shares should be calculated as:  

Vr =  n/m x (Pex – Pof)  

where  Vr  =  Value of rights  

n = no. of rights offered  

m = no.of original shares held  

Pex = Ex-rights price  

Pof  =  Rights Offer Price  
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Where the rights are not treated pari passu with the existing shares, suitable 

adjustment should be made to the value of rights. Where it is decided not to 

subscribe for the rights but to renounce them and renunciations are being traded, 

the rights can be valued at the renunciation value.  

Value of Gold:  

The gold held by a gold exchange traded fund scheme shall be valued at the AM 

fixing price of London Bullion Market Association (LBMA) in US dollars per troy 

ounce for gold having a fineness of 995.0 parts per thousand, subject to the 

following: 

(a) adjustment for conversion to metric measure as per standard conversion rates; 

(b) adjustment for conversion of US dollars into Indian rupees as per the RBI 

reference rate declared by the Foreign Exchange Dealers Association of India 

(FEDAI); and 

(c)  Addition of- 

(i)  transportation and other charges that may be normally incurred in 

bringing such gold from London to the place where it is actually stored on 

behalf of the mutual fund; and 

(ii)  notional customs duty and other applicable taxes and levies that may be 

normally incurred to bring the gold from the London to the place where it 

is actually stored on behalf of the mutual fund.  Provided that the 

adjustment under clause (c) above may be made on the basis of a notional 

premium that is usually charged for delivery of gold to the place where it 

is stored on behalf of the mutual fund.  Provided further that where the 

gold held by a gold exchange traded fund scheme has a greater fineness, 

the relevant LBMA (London Bullion Market Association) prices of AM fixing 

shall be taken as the reference price under this sub-paragraph. 

If the gold acquired by the gold exchange traded fund scheme is not in the form 

of standard bars, it shall be assayed and converted into standard bars which comply 

with the good delivery norms of the LBMA and thereafter valued in terms of sub-

paragraph (1). 

All expenses and incomes accrued upto the valuation date shall be considered for 

computation of net asset value. For this purpose, while major expenses like 

management fees and other periodic expenses should be accrued on a day to day 

basis, other minor expenses and income need not be so accrued, provided the non-

accrual does not affect the NAV calculations by more than 1%.  
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Any changes in securities and in the number of units be recorded in the books not 

later than the first valuation date following the date of transaction. If this is not 

possible given the frequency of the Net Asset Value disclosure, the recording may 

be delayed upto a period of seven days following the date of the transaction, 

provided that as a result of the non-recording, the Net Asset Value calculations 

shall not be affected by more than 1%. 

In case the Net Asset Value of a scheme differs by more than 1%, due to non-

recording of the transactions, the investors or scheme/s as the case may be, shall 

be paid the difference in amount as follows: 

(i) If the investors are allotted units at a price higher than Net Asset Value or are 

given a price lower than Net Asset Value at the time of sale of their units, they 

shall be paid the difference in amount by the scheme. 

(ii)  If the investors are charged lower Net Asset Value at the time of purchase of 

their units or are given higher Net Asset Value at the time of sale of their units, 

asset management company shall pay the difference in amount to the scheme. 

The asset management company may recover the difference from the 

investors. 

Thinly traded securities as defined in the guidelines shall be valued in the manner 

as specified in the guidelines issued by the Board. 

The aggregate value of illiquid securities as defined in the guidelines shall not 

exceed 15 per cent of the total assets of the scheme and any illiquid securities held 

above 15 per cent of the total assets shall be valued in the manner as specified in 

the guidelines issued by Board. 

14. MARKING INVESTMENTS TO MARKET 

For the purposes of the financial statements, mutual funds shall mark all 

investments to market and carry investments in the balance sheet at market value. 

However, since the unrealized gain arising out of appreciation on investments 

cannot be distributed, provision has to be made for exclusion of this item when 

arriving at distributable income.  

15. PRICING OF UNITS 

As per Regulation 49 of the SEBI (Mutual Funds) Regulations, 1996: 

(1)  The price at which the units may be subscribed or sold and the price at which 

such units may at any time be repurchased by the mutual fund shall be made 
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available to the investors.  

(2)  The mutual fund, in case of open ended scheme, shall at least once a week 

publish in a daily newspaper of all India circulation, the sale and repurchase price 

of units.  

(3)  While determining the prices of the units, the mutual fund shall ensure that the 

repurchase price is not lower than 93% of the Net Asset Value and the sale price is 

not higher than 107% of the Net Asset Value.  

Provided that the repurchase price of the units of a close ended scheme shall not 

be lower than 95% of the Net Asset Value:  

Provided further that the difference between the repurchase price and the sale price 

of the unit shall not exceed 7% calculated on the sale price.  

(3A)  Where a mutual fund repurchases units in a close ended scheme launched 

prior to the commencement of the SEBI (Mutual Funds) (Amendment) Regulations, 

2009 which fulfils the conditions mentioned in sub-regulation (3B), it shall deduct 

an amount representing proportionate initial issue expenses or part thereof 

remaining unamortized, from the repurchase proceeds. 

Explanation: 

The term ―proportionate initial issue expenses or part thereof remaining 
unamortised refers to such proportion of the expenses of the scheme as are 

attributable to the units being repurchased. 

(3B)  The conditions referred to in sub-regulation (3A) are the following: 

(a)  the scheme is launched after the commencement of the Securities and 

Exchange Board of India (Mutual Funds) (Second Amendment) Regulations, 2006 

and prior to commencement of the Securities and Exchange Board of India (Mutual 

Funds) (Amendment) Regulations, 2008; 

(b)  initial issue expenses in respect of the scheme are accounted in the books of 

accounts of the scheme in accordance with Tenth Schedule. 

(3C)  The amount recovered under sub-regulation (3A) shall be credited to the 

unamortized initial issue expenses of the scheme. 

(4)  The price of units shall be determined with reference to the last determined 

Net Asset Value as mentioned in sub-regulation (3) unless,  

(a)  the scheme announces the Net Asset Value on a daily basis; and  
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(b)  the sale price is determined with or without a fixed premium added to the 

future net asset value which is declared in advance. 

16.  LIMITATION ON FEES AND EXPENSES ON ISSUE OF 

SCHEMES  

As per Regulation 52 of SEBI (Mutual Funds) Regulations, 1996, all expenses should 

be clearly identified and appropriated in the individual schemes. The asset 

management company may charge the scheme with investment and advisory fees 

which shall be fully disclosed in the offer document. 

In addition to the above, the asset management company may charge the scheme 

with certain recurring expenses as mentioned in sub regulation 4 of Regulation 52.   

Any other expense shall be borne by the asset management company or trustee or 

sponsors.  

The total expenses of the scheme excluding issue or redemption expenses, whether 

initially borne by the mutual fund or by the asset management company, but 

including the investment management and advisory fee shall be subject to the 

following limits:— 

(a)  in case of a fund of funds scheme, the total expenses of the scheme including 

weighted average of charges levied by the underlying schemes shall not exceed 

2.50 per cent of the daily net assets of the scheme.    

(b)  in case of an index fund scheme or exchange traded fund, the total expenses 

of the scheme including the investment and advisory fees shall not exceed one and 

one half percent (1.5%) of the daily net assets;  

(c)  in case of any other scheme-  

(i)  on the first ` 100 crores of the daily net assets 2.5%;  

(ii)  on the next ` 300 crores of the daily net assets 2.25%;  

(iii)  on the next ` 300 crores of the daily net assets 2.0%; 

(iv)  on the balance of the assets 1.75%:  

In addition to the limits specified above, the following costs or expenses may be 

charged to the scheme, namely - 

(a)  brokerage and transaction costs which are incurred for the purpose of 

execution of trade and is included in the cost of investment, not exceeding 0.12 per 

cent in case of cash market transactions and 0.05 per cent in case of derivatives 
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transactions;  

(b)  expenses not exceeding of 0.30 per cent of daily net assets,  if the new inflows 

from such cities as specified by the Board from time to time are at least -  

(i)  30 per cent of gross new inflows in the scheme, or;  

(ii)  15 per cent of the average assets under management (year to date) of the 

scheme,   

whichever is higher:  

(c)  additional expenses, incurred towards different heads mentioned under sub 

regulations (2) and (4),  not exceeding 0.20 per cent of daily net assets of the 

scheme  

Any expenditure in excess of the limits specified shall be borne by the asset 

management company or by the trustee or sponsors.  

17. ACCOUNTING POLICIES FOR INVESTMENT IN SECURITIES 

As per Regulation 50(3) of SEBI (Mutual Funds) Regulations, 1996, the Asset 

Management Companies are required to follow the accounting policies and 

standards specified in the Ninth Schedule of the Regulations so as to provide 

appropriate details of the scheme-wise disposition of the assets of the fund at the 

relevant accounting date and the performance during that period together with 

information regarding distribution or accumulation of income accruing to the 

unitholder in a fair and true manner. 

Following accounting policies shall be followed by Mutual Funds for the 

preparation of accounts: 

a.  For the purposes of the financial statements, mutual fund shall mark all 

investments to market and carry investments in the balance sheet at market 

value. However since the unrealized gain arising out of appreciation on 

investments cannot be distributed, provision has to be made for exclusion of 

this item when arriving at distributable income. 

b.  Dividend income earned by a scheme should be recognized, not on the date 

the dividend is declared, but on the date the share is quoted on an ex-dividend 

basis. For investments which are not quoted on the stock exchange, dividend 

income must be recognised on the date of declaration.  

c.  In respect of all interest-bearing investments, income must be accrued on a 

day to day basis as it is earned. Therefore when such investments are 
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purchased, interest paid for the period from the last interest due date up to 

the date of purchase must not be treated as a cost of purchase but must be 

debited to Interest Recoverable Account. Similarly, interest received at the time 

of sale for the period from the last interest due date up to the date of sale must 

not be treated as an addition to sale value but must be credited to Interest 

Recoverable Account.  

d.  In determining the holding cost of investments and the gains or losses on sale 

of investments, the "average cost" method must be followed. 

e.  Transactions for purchase or sale of investments should be recognised as of 

the trade date and not as of the settlement date, so that the effect of all 

investments traded during a financial year are recorded and reflected in the 

financial statements for that year. Where investment transactions take place 

outside the stock market, for example, acquisitions through private placement 

or purchases or sales through private treaty, the transaction should be 

recorded, in the event of a purchase, as of the date on which the scheme 

obtains in enforceable obligation to pay the price or, in the event of a sale, 

when the scheme obtains an enforceable right to collect the proceeds of sale 

or an enforceable obligation to deliver the instruments sold.  

f.  Bonus shares to which the scheme becomes entitled should be recognised only 

when the original shares on which the bonus entitlement accrues are traded 

on the stock exchange on an ex-bonus basis. Similarly, rights entitlements 

should be recognised only when the original shares on which the right 

entitlement accrues are traded on the stock exchange on an ex-rights basis.  

g.  Where income receivable on investments has accrued but has not been 

received for the period specified in the guidelines issued by the Board, 

provision shall be made by debiting to the revenue account the income so 

accrued in the manner specified by guidelines issued by the Board.  

h.  When in the case of an open-ended scheme units are sold, the difference 

between the sale price and the face value of the unit, if positive, should be 

credited to reserves and if negative is debited to reserve, the face value being 

credited to Capital Account. Similarly, when in respect of such a scheme, units 

are repurchased the difference between the purchase price and face value of 

the unit, if positive should be debited to reserves and, if negative, should be 

credited to reserves, the face value being debited to the capital account.  

i.  In the case of an open-ended scheme, when units are sold an appropriate part 

of the sale proceeds should be credited to an Equalization Account and when 
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units are repurchased an appropriate amount should be debited to 

Equalization Account. The net balance on this account should be credited or 

debited to the Revenue Account. The balance on the Equalization Account 

debited or credited to the Revenue Account should not decrease or increase 

the net income of the fund but is only an adjustment to the distributable 

surplus. It should therefore be reflected in the Revenue Account only after the 

net income of the fund is determined.  

j.  In a close-ended scheme which provide to the unit holders the option for an 

early redemption or repurchase their own units, the par value of the unit has 

to be debited to Capital Account and the difference between the purchase 

price and the par value, if positive, should be credited to reserves and, if 

negative, should be debited to reserves.  A proportionate part of the 

unamortized initial issue expenses should also be transferred to the reserves 

so that the balance carried forward on that account is proportional to the 

number of units remaining outstanding.  

k.  The cost of investments acquired or purchased should include brokerage, 

stamp charges and any charge customarily included in the broker's bought 

note. In respect of privately placed debt instruments any front-end discount 

offered should be reduced from the cost of the investment.  

l. Underwriting commission should be recognised as revenue only when there is 

no devolvement on the scheme. Where there is devolvement on the scheme, 

the full underwriting commission received and not merely the portion 

applicable to the devolvement should be reduced from the cost of the 

investment.  

m. In case of real estate mutual fund scheme, investments in unlisted equity 

shares shall be valued as per the norms specified in this regard.  

18. ACCOUNTING POLICIES FOR DIRECT INVESTMENT IN 

REAL ESTATE ASSET  

A real estate asset that is held by a real estate mutual fund scheme shall be valued 

at fair value.  Where a portion of the real estate asset is held to earn rentals or for 

capital appreciation and if the portions can be sold or leased separately, the real 

estate mutual fund scheme shall account for the portions separately. 
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Initial Recognition 

A real estate mutual fund scheme shall recognise a real estate asset if (a) it is 

probable that the future economic benefits that are associated with the real estate 

asset will flow to the real estate mutual fund scheme; and (b) the cost of the asset 

can be measured reliably.  

A real estate mutual fund scheme shall evaluate all its real estate asset costs 

including those incurred initially to acquire a real estate asset and those incurred 

subsequently to add to, replace part of, or service a real estate asset, at the time 

they are incurred.  Provided that a real estate mutual fund scheme shall not 

recognise in the carrying amount of a real estate asset the costs of the day-to-day 

servicing of such an asset and such costs shall be recognised in the revenue account 

as incurred. 

A real estate mutual fund scheme may acquire parts of real estate assets through 

replacement.  For example, the interior walls may be replacements of original walls.  

Under the recognition principle, a real estate mutual fund scheme shall recognise 

in the carrying amount of a real estate asset, the cost of replacing part of an existing 

real estate asset at the time that cost is incurred if the recognition criteria are met.  

The carrying amount of those parts that are replaced shall be derecognised. 

The real estate asset shall be recognized on the date of completion of the process 

of transfer of ownership i.e. the date on which the real estate mutual fund scheme 

obtains an enforceable right including all significant risks and rewards of 

ownership. 

Measurement at Initial Recognition 

A real estate asset shall be measured initially at cost. Such cost shall comprise 

purchase price and any other directly attributable expenditure such as professional 

fees for legal services, registration expenses and asset transfer taxes.  

If the payment for a real estate asset is deferred, its cost is the cash price equivalent. 

A real estate mutual fund scheme shall recognise the difference between this 

amount and the total payments as interest expense over the period of credit. 

A real estate mutual fund scheme may acquire one or more real estate assets in 

exchange for a non-monetary asset or assets, or a combination of monetary and 

non-monetary assets.  The cost of such a real estate asset shall be measured at fair 

value unless (a) the exchange transaction lacks commercial substance or (b) the fair 

value of neither the asset received nor the asset given up is reliably measurable. 

The acquired real estate asset shall be measured in this manner even if a real estate 
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mutual fund scheme cannot immediately derecognize the asset given up. If the 

acquired real estate asset cannot be measured at fair value, its cost shall be 

measured at the carrying amount of the asset given up. 

A real estate mutual fund scheme determines whether an exchange transaction has 

commercial substance by considering the extent to which its future cash flows are 

expected to change as a result of the transaction. 

For the purpose of determining whether an exchange transaction has commercial 

substance, the real estate mutual fund scheme-specific value of the portion of the 

real estate mutual fund scheme’s operations affected by the transaction should 

reflect post-tax cash flows.   

If the real estate mutual fund scheme is able to determine reliably the fair value of 

either the asset received or the asset given up, then the fair value of the asset given 

up is used to measure cost unless the fair value of the asset received is more clearly 

evident. 

Subsequent Measurement 

After initial recognition, a real estate asset held by a real estate mutual fund scheme 

shall be measured at its fair value. A gain or loss arising from a change in the fair 

value of the real estate asset shall be recognised in the Revenue Account for the 

period in which it arises. The gain that arises from the appreciation in the value of 

real estate asset is an unrealised gain and thus the same cannot be distributed. 

Where the fair value of the asset is not reliably determinable on a continuing basis, 

a real estate mutual fund scheme shall measure that real estate asset at cost as per 

Revised Accounting Standard 10 (Revised AS 10). The residual value of the real 

estate asset shall be assumed to be zero. The real estate mutual fund scheme shall 

apply Revised AS 10 until disposal of the investment asset. In determining the fair 

value of the real estate asset, it shall be ensured that there is no double-counting 

of assets or liabilities. 

Explanation: 

(a)  equipment such as lifts or air-conditioning is often an integral part of a 

building and is generally included in the fair value of the real estate asset, rather 

than recognised separately as asset, plant and equipment.  

(b)  if an office is leased on a furnished basis, the fair value of the office generally 

includes the fair value of the furniture, because the rental income relates to the 

furnished office.  When furniture is included in the fair value of real estate asset, a 
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real estate mutual fund scheme shall not recognise that furniture as a separate 

asset. 

(c)  the fair value of real estate asset shall exclude prepaid or accrued operating 

lease income, because the real estate mutual fund scheme would recognise it as a 

separate liability or asset. 

(d)  The fair value of real estate asset held under a lease reflects expected cash 

flows (including contingent rent that is expected to become payable). Accordingly, 

if a valuation obtained for an asset is net of all payments expected to be made, it 

will be necessary to add back any recognised lease liability, to arrive at the fair value 

of the real estate asset for accounting purposes. 

Where a real estate mutual fund scheme expects that the present value of its 

payments relating to a real estate asset (other than payments relating to recognised 

liabilities) will exceed the present value of the related cash receipts it shall apply AS 

29, Provisions, Contingent Liabilities and Contingent Assets to determine whether 

to recognise a liability and, if so, how to measure it.  

To determine the fair value of a real estate asset in accordance with the above-

mentioned paragraphs, a real estate mutual fund scheme is required to use the 

services of two independent and approved valuers having recent experience in 

category of the real estate asset being valued and use the lower of the two 

valuations. 

For accounting for rental income on real estate asset, AS 19, Leases, shall be 

followed. Such income shall be accrued on a daily basis, till the currency of the 

lease agreements. 

Where the rental income receivable by a real estate mutual fund scheme in respect 

of real estate asset, has accrued but has not been received for the period specified 

by the Board. Further, provision shall be made by debiting to the revenue account 

the income so accrued in the manner as may be specified by the Board. 

Derecognition of Real Estate Asset 

A real estate mutual fund scheme shall derecognise a real estate asset on disposal 

or when the asset is permanently withdrawn from use and no future economic 

benefits are expected from its disposal. 

In determining the date of disposal for real estate asset by way of sale, a real estate 

mutual fund scheme shall apply the criteria in AS 9, Revenue Recognition, for 

recognising revenue from the sale of goods and consider the related guidance AS 

9, Revenue. 
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Gains or losses arising from the disposal or retirement of real estate asset shall be 

determined as the difference between the net disposal proceeds and the carrying 

amount of the real estate asset and shall be recognised in the Revenue Account in 

the period of the disposal or retirement. 

The consideration receivable on disposal of a real estate asset is to be recognised 

initially at fair value. In particular, if payment for a real estate asset is deferred, the 

consideration received is recognized initially at the cash price equivalent. The 

difference between the nominal amount of the consideration and the cash price 

equivalent should be recognised as interest revenue over the period of credit.  

19. CONTENTS OF BALANCE SHEET AND REVENUE ACCOUNT 

The annual report of a mutual fund consists of (a) Balance Sheet (b) Revenue 

Account (c) Report of the Board of Trustees (d) Auditor’s Report and (e) Brief 

statement of the Board of Trustees on specified matters. 

Contents of Balance Sheet 

(i)  The Balance Sheet shall give scheme wise particulars of its assets and liabilities. 

It shall also disclose, inter alia, accounting policies relating to valuation of 

investments and other important areas. 

(ii)  If investments are carried at costs or written down cost, their aggregate market 

value shall be stated separately in respect of each type of investment, such as 

equity shares, preference shares, convertible debentures listed on recognized 

stock exchange, non-convertible debentures or bonds further differentiating 

between those listed on recognised stock exchange and those privately placed. 

(iii)  The Balance Sheet shall disclose under each type of investment the aggregate 

carrying value and market value of non-performing investments. An investment 

shall be regarded as non-performing if it has provided no returns in the form 

of dividend or interest for a period specified in the guidelines issued by the 

Board. 

(iv)  The Balance Sheet shall indicate the extent of provision made in the Revenue 

Account for the depreciation/loss in the value of non-performing investments. 

However if the investments are valued at marked to market, provisions for 

depreciation shall not be necessary. 

(v)  The Balance Sheet shall disclose the per-unit net asset value (NAV) as at the 

end of the accounting year. 

© The Institute of Chartered Accountants of India



 

 

12.32 

 

ADVANCED ACCOUNTING 

(vi)  As in case of companies, the Balance Sheet shall give against each item, the 

corresponding figures as at the end of the preceding accounting year. 

(vii)  The notes to the balance sheet should disclose the following information 

regarding investments:- 

(a) all investments shall be grouped under the major classification given in the 

balance sheet; 

(b) under each major classification, the total value of investments falling under 

each major industry group (which constitutes not less than 5% of the total 

investment in the major classification) shall be disclosed together with the 

percentage thereof in relation to the total investment within the classification; 

(c) a full list of investments of the scheme shall be made available for 

inspection with the Asset Management Company; 

(d) the basis on which management fees have been paid to the Asset 

Management Company and the computation thereof; 

(e) if brokerage, custodial fees or any other payment for services are paid to 

or payable to any entity in which the Asset Management Company or its 

major shareholders have a substantial interest (being not less than 10% of 

the equity capital), the amounts debited to the revenue account or 

amounts treated as cost of investments in respect of such services shall be 

separately disclosed together with details of the interest of the Asset 

Management Company or its major shareholders; 

(f) aggregate value of purchases and sales of investments during the year and 

expressed as a percentage of average weekly net asset value; 

(g) where the non-traded investments which have been valued “in good faith” 

exceed 5% of the NAV at the end of the year, the aggregate value of such 

investments; and 

(h) movement in unit capital should be stated. 

An example of the manner in which the movement in unit capital may be 

disclosed is given below: 

  No. of units  (` in lakhs) 

Balance as on 1st April, 2016 1250,00,000 12,500.00 

Units sold during the year 127,50,000 1,275.00 

Units repurchased during the year     (15,40,000)     (154.00) 

  1362,10,000 13,621.00 
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(i) the name of the company including the amount of investment made in 

each company of the group by each scheme and the aggregate 

investments made by all schemes in the group companies of the sponsor; 

(j) if the investments are marked to market, the total income of the scheme 

shall include unrealised depreciation or appreciation on investment.  There 

should be disclosure and unrealised appreciation deducted before arriving 

at the distributable income in the following manner, e.g. 

 `  in lakh `  in lakh 

Net income as per Revenue Account 100  

Add: Balance of undistributed income   

 as at 1st April, 2016 brought forward   20 120 

Less: Unrealised appreciation on 

investments 

  

  As on 31st March, 2017 30  

  As on 1st April, 2016 15 (15) 

  105 

Less: Distributed to unit holders 80  

         Transfer to reserve    5 (85) 

     20 

(viii) Provisions for doubtful deposits, doubtful debts and for doubtful outstandings 

and accrued income shall not be included under provisions on the liability side 

of the balance sheet, but shall be shown as a deduction from the aggregate 

value of the relevant asset. 

(ix) Disclosure shall be made of all contingent liabilities showing separately 

underwriting commitments, uncalled liability on partly paid shares and other 

commitments with specifying details. 

Contents of Revenue Account  

(i) The Revenue Account shall give scheme wise particulars of the income, 

expenditure and surplus of the mutual fund. These particulars shall contain 

information enumerated in Annexure 2 of Eleventh Schedule of SEBI (Mutual 

Funds) Regulations, 1996. 

(ii)  If profit on sale of investments shown in the Revenue Account includes 

profit/loss on inter-scheme transfer of investments within the same mutual 
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fund the aggregate of such profit recognised as realised, shall be disclosed 

separately without being clubbed with the profit/loss on sale of investments to 

third parties.   

(iii)  Unprovided depreciation in value of investments representing the difference 

between their aggregate market value and their carrying cost shall be disclosed 

by way of a note forming part of the Revenue Account. Conversely, unrealised 

profit on investment representing the difference between their aggregate 

market value and carrying cost, shall be disclosed by way of note to accounts. 

The Revenue Account shall indicate the appropriation of surplus by way of 

transfer to reserves and dividend distributed. However, if investments are 

marked to market, depreciation may not be provided. 

(iv) The Revenue Account shall indicate the appropriation of surplus by way of 

transfer to reserves and dividend distributed. 

(v) The following disclosures shall also be made in the revenue accounts: 

(a) provision for aggregate value of doubtful deposits, debts and outstanding 

and accrued income; 

(b) profit or loss in sale and redemption of investment may be shown on a net 

basis; 

(c) custodian and registrar fees; 

(d) total income and expenditure expressed as a percentage of average net 

assets, calculated on a weekly basis. 

The layout of Balance sheet and Revenue account as per SEBI regulation is 

given as an annexure at the end of the chapter.   

20. EVALUATION OF MUTUAL FUNDS 

Mutual funds sell their shares to public and redeem them at current Net Assets 

Value (NAV) which is calculated as under – 

Unit  size

ities MF liabilngs - All  MF  holdi  of  all ket  valueTotal  mar
 

The net asset value of a mutual fund scheme is basically the per unit market value 

of all the assets of the scheme.  

To illustrate this better, a simple example will help. 

Scheme name : XYZ 

Scheme size : `  50,00,00,000 (Rupees Fifty crores) 
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Face value of units : `  10 

No. of units : 5,00,00,000  

   
units  of  value  Face

size  Scheme
 

Investments : In shares 

Market value of shares : `  75,00,00,000 (Rupees seventy five crores) 

  =  
units  of  No.

sinvestment  of  valueMarket  
 = 

 000,00,00,5 

 000,00,00,75 `
= `  15 

Thus, each unit with face value of ` 10 has a market value of ` 15. 

Simply stated, NAV is the value of the assets of each unit of the scheme, or even 

simpler value of one unit of the scheme. Thus, if the NAV is more than the face 

value (` 10), it means your money has appreciated and vice versa. 

NAV also includes dividends, interest accruals and reduction of liabilities and 

expenses, besides market value of investments. The Net Asset Value (NAV) is the 

value of net assets under a mutual fund scheme. The NAV per unit is NAV of the 

scheme divided by number of units outstanding. NAV of a scheme keep on 

changing with change in market value of portfolio under the scheme. The day of 

valuation of NAV is called the valuation day.  

As per Regulation 48 (2) of SEBI (Mutual Funds) Regulations, 1996, NAV of the 

scheme shall be calculated on daily basis. 

Illustration 1 

Sparrow Holdings is a SEBI Registered Mutual Fund which made its maiden N.F.O (New Fund 

Offer) on 10th April, 2016 at `  10 face value per unit. Subscription was received for 90 lakhs 

units. An underwriting arrangement was also entered into with Affinity Capital Markets Ltd., 

that agreed to underwrite the entire NFO of 100 lakh units on a commission of 1.5%. 

Out of the monies received ̀   892.50 lakhs was invested in various capital market instruments. 

The marketing expenses for the N.F.O amounted to `  11.25 lakhs. During the financial year 

ended March 2013 the Fund sold securities having cost of ` 127.25 lakh (FV `  54.36 lakhs) 

for `  141.25 lakhs.  The fund in turn purchased securities for `  130 lakhs. The management 

expenses of the fund are regulated by SEBI stipulations which state that the same shall not 

exceed 0.25% of the average funds invested during the year. The actual amount spent towards 

management expenses was `  2.47 lakhs of which `  47,000 was in arrear.  The dividends 

earned on the investments held amounted to `  2.51 lakhs of which a sum of `  25,000 is yet 

to be collected. The fund distributed 80% of realized earnings. The closing market value of 

the portfolio was `  1120.23 lakhs. 

You are required to determine the closing per unit NAV of the fund. 
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Solution 

Calculation of Closing per unit of NAV of the fund 

 ` in lakhs 

Net Assets of Sparrow holding  

Closing cash balance (W.N.2) 79.99 

Closing Market Value of Investments 1,120.23 

Accrued Dividends (collectable)      0.25 

 1,200.47 

Less: Current Liabilities  

  Outstanding Management Fee (payable) (0.47) 

Closing Net Assets (A) 1,200.00 

Units outstanding (in lakhs) (B) 100.00 

NAV per unit (A/B) 12.00 

Working Notes: 

  `  in lakhs 

1. Computation of opening cash balance   

 Proceeds of NFO in full including underwriters 

 commitment 

 1000.00 

 Less: Initial Purchase of Securities  (892.50) 

  107.50 

 Less: Underwriting Commission 15.00  

      Marketing Expenses 11.25 (26.25) 

 Opening Cash Balance  81.25 

2. Computation of Closing cash balance 

 Opening bank balance (W.N.1) 

  

81.25 

 Add:  Proceeds from sale of securities 141.25  

      Dividends received on investment     2.26 143.51 

  224.76 

 Less: Cost of Securities purchased 130.00  

      Management Expenses (W.N.3) 1.76  

      Capital Gains Distributed `  (141.25 - 127.25 x 80%) 11.20  

      Dividends Distributed `  (2.26 x 80%) 1.81 (144.77) 
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 Closing cash balance      79.99 

3. Computation of Management Expenses Chargeable   

  Actual Expense Incurred [A]  2.47 

  Opening Investment Made 892.50  

  Closing Funds Invested (892.50 - 127.25 + 130)  895.25  

     Total 1,787.75  

  Average Funds Invested (1,787.75/2) 893.875  

  0.25% of Average Funds Invested [B]  2.23 

  Lower of A or B  2.23 

  Less: Amount unpaid  (0.47) 

  Management expenses paid  1.76 

Illustration 2      

Calculate the year-end NAV of the Mutual Fund scheme on the basis of the information given 

below: 

(i) UTI launched a new Fund scheme for `  6,000 crore. 

(ii) Underwriting Commission is 1% of the fund shared equally by SBI, PNB, Syndicate Bank 

and UTI Bank. 

(iii) The Fund was launched on 1.4.2016 with a face value of `  1000 per unit.  

(iv) Underwriting Commission was paid in full. 

(vi) Management Expense was allowed by SEBI @ 1% of the Fund raised.  However, during 

the year management expense was of `  45 crore only.  The management decided to 

defer the payment of `  5 crore to the next financial year. 

(vii) On 1.5.2016, the total fund received was invested after deduction of underwriting 

commission and `  100 crore to meet the day to day management expenses. The investment 

fund received yielded 10% interest per annum. The interest was received for 3 quarters and 

the interest of last quarter is yet to be received. The interest realized in cash has been 

distributed to the unit holders @ 80%. The financial year runs from April to March. The 

quarter starts from the date of investment i.e. 1.5.2016. 

Solution 

Calculation of Net Asset Value of a fund 

 `  in crores 

Total Assets: 

 

 

Investment (6,000 - 60 -100)  5,840.00  
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Add: Closing Cash Balance (Refer W.N.) 147.60  

Add: Interest for two months due to be received      97.33 6,084.93 

 
 
 
 

2

12
5,840×10%×  

  

Less: Outstanding Management Expenses      (5.00) 

Total value of the fund  6,079.93 

No. of Units =   
` 6,000 crores

=6 crore units
1,000

   
  

NAV per unit =  
crore 6

crores 6079.93 `
=  ` 1,013.32 per unit 

Working Note: 

Calculation of year-end cash/bank balance of the fund 

 `  in crores 

Cash received during the year for the fund   

Sale of units   6,000 

Add: Interest for 3 quarters on investment 

 × × 
 

9

12
5,840 10%  

  

   438 

  6,438 

Less: Underwriting commission 60  

 Management expenses paid in cash 40  

 Investment 5,840  

 Dividend paid (438 x 80%) 350.40 (6,290.40) 

  147.60 

21. DISPOSAL OF INVESTMENTS 

The profit/loss arising on the disposal of investment is the difference between the 

selling price and the cost. The profit arising on disposal of investment is recognised 

fully in the Revenue Account.  

The loss on disposal of investment is recognised fully in the Revenue account, if the 

investments are sold in the same year in which they are purchased. However, if an 

investment is sold in any year subsequent to year of purchase, loss on disposal is 

charged first against provision for depreciation to the extent of balance available, 
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and the balance of loss, if any, should be charged directly to the Revenue Account. 

Illustration 3 

The investment portfolio for a mutual fund scheme includes 10,000 shares of A Ltd. and 8,000 

shares of B Ltd. acquired on 30.10.2016. The cost of A Ltd’s shares is `  20 while that of B Ltd’s 

shares is `  30. The market values of these shares at the end of 2016-17 were `  19 and `  32 

respectively. Show important accounting entries in books of the fund in the accounting year 

2016-17. 

Solution 

 `  000 `  000 

31.10.16 Investment in A Ltd’s Shares   Dr. 200  

  Investment in B Ltd’s Shares   Dr. 240  

   To Bank 

(Being purchase of A Ltd., 10,000 shares @ `  20 and 

8000 shares of B Ltd., @ `  30 each) 

 440 

31.3.17 Revenue A/c     Dr. 10  

   To Provision for Depreciation 

(Being market value of A Ltd depreciated for `  1 

each for 10,000 shares) 

 10 

31.3.17 Investment in B Ltd’s Shares   Dr. 16  

    To Unrealised Appreciation Reserve 

(Being 8000 shares of B Ltd., appreciated @ `  2 each 

per share on the closing date) 

 16 

Illustration 4 

In the previous example, suppose that shares of both of the companies were disposed off on 

31.05.16 realizing `  18.50 per A Ltd’s share and `  33.50 per B Ltd’s share. Show important 

accounting entries in books of the fund in the accounting year 2016-17. 

Solution 

Date Particulars `  000 `  000 

1.4.16 Unrealised Appreciation Reserve    

 Dr. 

16  

  To Investment in B Ltd. Shares   16 

 (Being 8,000 shares of B Ltd., appreciated @ `  2 each 

per share on the closing date has been reversed at the 

beginning of the next year) 
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31.5.16 Bank Account        Dr. 185  

 Loss on disposal of Investment     Dr.  15  

  To Investment in A Ltd. Shares 

(Being `  2,00,000 of A Ltd., shares sold for `  1,85,000 

and Loss incurred `  15,000) 

 200 

 Provision for Depreciation     Dr. 10  

 Revenue A/c        Dr. 5  

  To Loss on disposal of Investment 

(Earlier depreciation provision provided being 

reversed on disposal of total shares of A Ltd. and the 

balance amount debited to Revenue Account) 

 15 

    

 Bank Account        Dr. 268  

  To Investment in B Ltd. shares  256 

  To Revenue A/c 

(Being 8,000 shares of B Ltd. sold @ ` 33.50 accounted 

on the trade date since this is a regular transaction in 

the business) 

 12 

Illustration 5 

A fund purchased 10,000 debentures of a company on June 1, 2016 for ` 10.7 lakh and further 

5,000 debentures on Nov 1, 2016 for ` 5.45 lakh. The debentures carry fixed annual coupon 

of 12%, payable on every 31 March and 30 September. On Feb 28, 2017 the fund sold 6,000 

of these debentures for ` 6.78 lakh. Nominal value per debenture is ` 100. 

Show Investment in Debentures A/c in books of the fund.  

Solution 

Investment in Debentures A/c 

  `  

Lakh 
  `  

Lakh 

June 1, 2016 To Bank 10.70 June 1, 2016 By Interest  

 Recoverable 

 (Note 1) 

0.20 

Nov 1, 2016 To Bank 5.45 Nov 1, 2016 By  Interest 

 Recoverable 

 (Note 2) 

0.05 

Feb 28, 

2017 

To Interest 

 Recoverable  

0.30 Feb 28, 2017 By Bank 6.78 
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 (Note 3) 

Feb 28, 

2017 

To Profit on 

disposal  (Note 4) 

0.12 

  

Mar 31, 2017 By Balance c/d 9.54 

  

  16.57   16.57 

Working Notes: 

Note 1: 10,000 x 100 x 12/100 x 2/12 = `  0.20 Lakhs 

Note 2: 5,000 x 100 x 12/100 x 1/12 = `  0.05 Lakhs 

Note 3: 6,000 x 100 x 12/100 x 5/12  = `  0.30 Lakhs 

Note 4: Cost of investments (per unit)  = [(10,70,000 -20,000)+(5,45,000– 5,000)]/15,000 units  

              = [10,50,000+ 5,40,000]/15,000 = `  106 

Cost of investments sold          = `  106 x 6,000 = `  6,36,000 

Sale proceeds                           = `  6,78,000 - `  30,000(interest) = `  6,48,000 

Profit                                         = `  6,48,000 - `  6,36,000 = `  12,000 

22. RECOGNITION OF DIVIDEND INCOME 

Dividend income earned by a scheme should be recognized, not on the date the 

dividend is declared, but on the date the share is quoted on an ex-dividend basis.  

For investments which are not quoted on the stock exchange, dividend income 

must be recognized on the date of declaration.  

Where income receivable on investments has accrued but has not been received 

for the period specified in the SEBI guidelines, the income accrued should be 

debited to Revenue A/c as provision. 

Bonus shares to which the scheme becomes entitled should be recognized only 

when the original shares on which the bonus entitlement accrues are traded on the 

stock exchange on an ex-bonus basis. Similarly, rights entitlements should be 

recognized only when the original shares on which the right entitlement accrues 

are traded on the stock exchange on an ex-rights basis. 

23. DATE OF RECOGNITION OF TRANSACTIONS  

For investments in securities 

Transaction for purchase or sale of investments should be recognized as of the 

trade date and not as of the settlement date, so that the effect of all investments 

traded during a financial year are recorded and reflected in the financial statements 
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for that year. Where investment transactions take place outside the stock market, 

for example, acquisitions through private placement or purchases or sales through 

private treaty, the transaction should be recorded in the event of a purchase, as of 

the date on which the scheme obtains in enforceable obligation to pay the price 

or, in the event of a sale, when the scheme obtains an enforceable right to collect 

the proceeds of sale or an enforceable obligation to deliver the instruments sold. 

(a) In case open– ended scheme units are sold, the difference between the sale 

price and the face value of the unit, if positive, should be credited to reserves 

and if negative be debited to reserves, the face value being credited to Capital 

Account. Similarly, when in respect of such a scheme, units are repurchased, 

the difference between the purchase price and face value of the unit, if positive 

should be debited to reserves and, if negative, should be credited to reserves, 

the face value being debited to the capital account. 

(b) In the case of an open – ended scheme, when units are sold, an appropriate 

part of the sale proceeds should be credited to an Equalisation Account and 

when units are repurchased, an appropriate amount should be debited to 

Equalisation Account. The net balance on this account should be credited or 

debited to the Revenue Account. The balance on the Equalisation Account 

debited or credited to the Revenue Account should not decrease or increase 

the net income of the fund but is only an adjustment to the distributable 

surplus. It should, therefore, be reflected in the Revenue Account only after the 

net income of the fund is determined. 

(c) In a close – ended scheme which provide to the unit holders the option for an 

early redemption or repurchase of their own units, the par value of the unit has 

to be debited to Capital Account and the difference between the purchase 

price and the par value, if positive, should be credited to reserves and, if 

negative, should be debited to reserves. A proportionate part of the 

unamortized initial issue expenses should also be transferred to the reserves 

so that the balance carried forward on that account is proportional to the 

number of units remaining outstanding. 

(d) Underwriting commission should be recognized as revenue only when there is no 

devolvement on the scheme. Where there is devolvement on the scheme, the full 

underwriting commission received and not merely the portion applicable to the 

devolvement should be reduced from the cost of the investment. 
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For investments in real estate assets 

In a real estate mutual fund scheme which provides to the unit holders the option for an 

early redemption or repurchase of their own units the par value of the unit shall be debited 

to Capital Account and the difference between the purchase price and the par value, if 

positive, should be debited to reserves and, if negative, shall be credited to reserves. 

24. DIVIDEND EQUALISATION 

New investors are not entitled to any share of the income of a mutual fund scheme 

which arose before they bought their units. However, at the end of each distribution 

period the fund management allocates the same amount from the income of the fund 

to each unit. To compensate for this, an equalisation payment is added to the cost of 

new units. This is the amount of income that has arisen up to the date of purchase of 

the unit. Because these payments are included in the amount available for distribution 

they are effectively repaid to the purchaser. The purchaser's dividend voucher at the 

end of the first distribution period should show the amount of the returned 

equalisation payment. This payment is not income. It should not be treated as capital 

distribution. It is a return of the initial price paid and it should, therefore, be deducted 

from the price paid when computing the chargeable gain on eventual disposal. 

Illustration 6 

On 1.4.2016 a mutual fund scheme had 9 lakh units of face value ` 10 outstanding. The 

scheme earned ` 81 lakh in 2016-17, out of which ` 45 lakh was earned in first half-year.  

1 lakh units were sold on 30.09.16 at NAV of ` 60.  Show important accounting entries for 

sale of units and distribution of dividend at the end of 2016-17. 

Solution 

Allocation of earnings 

 
Old unit 

holders 
New unit holders Total 

earning 
 (9 lakh units) (1 lakh units) 

 (`  Lakh) (`  lakh) (`  Lakh) 

First half-year (` 5.00 per unit ) 45.0 Nil 45.0 

Second half-year (` 3.60 per unit) 32.4 3.6   36.0 

 77.4 3.6 81.0 

Add: Equalisation payment  

 recovered   
  

  5.0 

  

Total available for distribution   86.0 

Note:  Equalisation payment = ` 45 lakh / 9 lakh = ` 5 per unit. 
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Distribution of earning per unit 

 Old unit holders New unit holders 

 `   `   

Dividend distributed 8.60 8.60 

Less: Equalisation payment  (5.00) 

Net distributed income 8.60 3.60 

Journal Entries 

Date  `  lakh `  lakh  

30.09.16 Bank     Dr. 65  1 lakh x `  65 

    To Unit Capital  10 1 lakh x `  10 

    To Reserves  50 1 lakh x `  50 

    To Dividend Equalisation  5 1 lakh x `  5 

31.03.17 Dividend Equalisation  Dr. 5   

    To Revenue A/c  5  

31.03.17 Revenue A/c    Dr. 86   

     To Bank  86 10 lakh x `  8.60  

SUMMARY 

• In India, mutual funds are regulated by SEBI (Mutual Funds) Regulations, 1996. 

According to the SEBI (Mutual Funds) Regulations, 1996, a ‘mutual fund’ means 

a fund established in the form of a trust to raise monies through the sale of 

units to the public under one or more schemes for investing in securities 

including money market instruments. A mutual fund should be registered with 

SEBI. 

• Types of Mutual Funds: 

 On the basis of Structure- The mutual fund schemes can be classified as 

open ended and close ended. The open-ended schemes permit entry by 

subscription or exit by sale of units on a continuous basis.  

 On the basis of Investors Objectives - In terms of investment objectives, 

mutual fund schemes can be classified as the growth funds and income 

funds. The growth funds invest major parts of their corpus in equity 

instruments and hence are exposed to comparatively higher risks. 
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• Mutual funds sell their shares to public and redeem them at current Net Asset 

Value (NAV) which is calculated as under – 

Total  market  value  of  all  MF  holdings - All  MF liabilities

Unit  size
 

• Every mutual fund or the asset management company is required to prepare 

in respect of each financial year an annual report and annual statement of 

accounts of the schemes and the fund as specified. 

• Net asset value of a mutual fund scheme is basically the per unit market value 

of all the assets of the scheme. 

TEST YOUR KNOWLEDGE 

MCQs 

1. In XYZ mutual fund scheme, for the determination of the per unit net asset 

value, all the assets of the scheme are taken at 

(a) Book value 

(b)  Market value 

(c) Current value 

2. “Open ended scheme” means a scheme of mutual fund 

(a) which permits entry by subscription or exit by sale of units on a continuous 

basis.  

 (b) in which the period of maturity of the scheme is specified. 

 (c) in which the amount to be redeemed is not mentioned. 

Theoretical Questions 

Question 1 

What do you mean by “Net asset value” (NAV) in case of mutual fund units?  

Question 2 

A Mutual Fund has launched a new scheme “All Purpose Scheme“. The Mutual Fund 

Asset Management Company wishes to invest 25% of the NAV of the Scheme in an 

unrated debt instrument of a company Y Ltd. which has been paying above average 

returns for the past many years. The promoters of the company seek your 
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professional advice in light of the Regulations of SEBI. Will the position change in 

case the debt instruments of the company Y Ltd are rated? 

Practical questions 

Question 1 

Investors Mutual Fund is registered with SEBI and having its registered office at 

Pune. The fund is in the process of finalizing the annual statement of accounts of 

one of its open ended mutual fund schemes. From the information furnished below, 

you are required to prepare a statement showing the movement of unit holders’ 

funds for the financial year ended 31st March, 2017. 

 ` ’000 

Opening Balance of net assets 12,00,000 

Net Income for the year (Audited) 85,000 

8,50,200 units issued during 2016-2017 96,500 

7,52,300 units redeemed during 2016-2017 71,320 

The par value per unit is `  100  

Question 2 

On 1.4.2016, a mutual fund scheme had 18 lakh units of face value of `  10 each 

was outstanding.  The scheme earned `  162 lakhs in 2016-17, out of which `  90 

lakhs was earned in the first half of the year. On 30.9.2016, 2 lakh units were sold 

at a “NAV” of `  70. 

Pass Journal entries for sale of units and distribution of dividend at the end of 2016-

17. 

Question 3 

A Mutual Fund raised 100 lakh on April 1, 2017 by issue of 10 lakh units of ` 10 per 

unit. The fund invested in several capital market instruments to build a portfolio of 

`  90 lakhs. The initial expenses amounted to ` 7 lakh.  During April, 2017, the fund 

sold certain securities of cost ` 38 lakhs for ` 40 lakhs and purchased certain other 

securities for ` 28.20 lakhs. The fund management expenses for the month 

amounted to ` 4.50 lakhs of which ` 0.25 lakh was in arrears. The dividend earned 

was ` 1.20 lakhs. 75% of the realized earnings were distributed.  The market value 

of the portfolio on 30.04.2017 was ` 101.90 lakh. 

Determine NAV per unit. 
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Question 4 

Ramesh Goyal has invested in three mutual funds. From the details given below, 

find out effective yield on per annum basis in respect of each of the schemes to 

Ramesh Goyal upto 31-03-2017. 

Mutual Fund X Y Z 

Date of Investment 1-12-2016 1-1-2017 1-3-2017 

Amount of investment (`) 1,00,000 2,00,000 1,00,000 

NAV at the date of 

investment (`) 

10.50 10.00 10.00 

Dividend received upto 31-

3-2017 (`) 

1,900 3,000 Nil 

NAV as on 31-3-2017 (`) 10.40 10.10 9.80 

Question 5 

The investment portfolio of a mutual fund scheme includes 5,000 shares of X Ltd. 

and 4,000 shares of Y Ltd. acquired on 31-12-2015.  The cost of X Ltd.’s shares is  

`  40 while that of Y Ltd.’s shares is `  60. The market value of these shares at the 

end of 2015-16 were `  38 and `  64 respectively. On 30-06-2016, shares of both 

the companies were disposed off realizing `  37 per X Ltd’s share and `  67 per Y 

Ltd’s share. Show important accounting entries in the books of the fund for the 

accounting years 2015-16 and 2016-17.  

ANSWERS/ SOLUTIONS 

MCQs 

[1. (b); 2.(a)] 

Theoretical Questions 

Answer 1 

The net asset value of a mutual fund scheme is basically the per unit market value 

of all the assets of the scheme. Simply stated, NAV is the value of the assets of each 

unit of the scheme, or even simpler value of one unit of the scheme. Thus, if the 

NAV is more than the face value (`  10), it means your money has appreciated and 

vice versa. NAV also includes dividends, interest accruals and reduction of liabilities 

and expenses besides market value of investments. NAV is the value of net assets 
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under a mutual fund scheme. NAV per unit is NAV of the scheme divided by number 

of units outstanding. NAV of a scheme keeps on changing with change in market 

value of portfolio under the scheme.  

Net Asset Value (NAV) is calculated as under:

size  Unit

sliabilitie Fund Mutual  All - holdings Fund Mutual  all  of    valuemarket  Total
 

Answer 2 

The Seventh Schedule of SEBI (Mutual funds) Regulations, 1996 states that a mutual 

fund scheme shall not invest more than 10% of its NAV in unrated debt instruments 

issued by a single issuer and the total investment in such instruments shall not 

exceed 25% of the NAV of the scheme. All such investments shall be made with the 

prior approval of the Board of Trustees and the Board of Asset Management 

Company. It also states that a mutual fund scheme shall not invest more than 10%∗ 

of its NAV in debt instruments issued by a single issuer which are rated not below 

investment grade by an authorised credit rating agency. Such investment limit may 

be extended to 12% of the NAV of the scheme with the prior approval of the Board 

of Trustees and the Board of Asset Management Company. 

Accordingly, (i) If the debts instruments of Y Ltd. are unrated then Mutual Fund 

Asset Management Company (AMC) cannot invest more than 10% of its NAV in 

those instruments.  

(ii) If the debts instruments of Y Ltd are rated, even then, Mutual Fund Asset 

Management Company cannot invest more than 12% of its NAV in those 

instruments. Therefore, investment of 25% of its NAV of the scheme in debts 

instrument of Y Ltd. by Mutual Fund  Asset Management Company is not 

permissible as per the SEBI (Mutual Fund) Regulations, 1996. 

Practical Questions 

Answer 1 

Statement showing the Movement of Unit Holders’ Funds  

for the year ended 31st March, 2017 

 (` ’000) 

Opening balance of net assets 12,00,000 

Add: Par value of units issued (8,50,200 × ` 100) 85,020 

                                              

∗ Amended as per SEBI (Mutual Fund) (Amendments) Regulations, 2016 w.e.f 12.02.2016 
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        Net Income for the year 85,000 

       Transfer from Reserve/Equalisation fund (Refer working note)     15,390 

 13,85,410 

Less: Par value of units redeemed (7,52,300 × `  100)   (75,230) 

Closing balance of net assets (as on 31st March, 2017) 13,10,180 

Working Note: 

Particulars Issued Redeemed 

Units 8,50,200 7,52,300 

 ` 000 ` 000 

Par value 85,020 75,230 

Sale proceeds / Redemption value 96,500 71,320 

Profit transferred to Reserve / Equalisation Fund 11,480 3,910 

Balance in Reserve / Equalisation Fund (Issued & Redeemed) 15,390 

Answer 2 

Allocation of Earnings 

Old Unit 

Holders 

New Unit 

Holders 

Total 

[18 lakhs 

units] 

[2 lakhs 

units] 

 

` in lakhs ` in lakhs ` in lakhs 

First half year (` 5 per unit) 90.00 Nil 90.00 

Second half year (` 3.60 per unit)  64.80 7.20  72.00 

 154.80 7.20 162.00 

Add: Equalization payment recovered  - - 10.00 

Total available for distribution   172.00 

Equalization Payment -` 90 lakhs ÷18 lakhs 

 = ` 5 per unit 

   

  Old Unit 

Holders 

New Unit 

Holders 

  `  `  

Dividend distributed  8.60 8.60 
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Less: Equalization payment       - (5.00) 

  8.60   3.60 

Journal Entries 

(`  in lakhs) 

30.9.2016 Bank A/c Dr. 150.00  

  To Unit Capital   20.00 

  To Reserve   120.00 

  To Dividend Equalization   10.00 

 (Being the amount received on sale of  

2 lakhs unit at a NAV of ` 70 per unit) 

   

31.3.2017 Dividend Equalization Dr. 10.00  

  To Revenue A/c   10.00 

 (Being the amount transferred to Revenue 

Account) 

   

30.9.2017 Revenue A/c Dr. 172.00  

  To Bank   172.00 

 (Being the amount distributed among 20 

lakhs unit holders @ ` 8.60 per unit) 

   

Answer 3 

 ` in lakhs ` in lakhs  

Opening bank balance [` (100 – 90 - 7) lakhs] 3.00   

Add: Proceeds from sale of securities 40.00   

 Dividend received   1.20 44.20  

Less: Cost of securities  28.20   

 Fund management expenses  

 [` (4.50–0.25) lakhs] 

 

4.25 

  

 Capital gains distributed 

 [75% of ` (40.00 – 38.00) lakhs]  

 

1.50 

  

 Dividends distributed (75% of ` 1.20 lakhs) 0.90 (34.85)  

Closing bank balance  9.35  
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Closing market value of portfolio  101.90  

  111.25  

Less: Arrears of expenses   (0.25)  

Closing net assets  111.00  

Number of units   10,00,000 

Closing Net Assets Value (NAV)    ` 11.10 

Answer 4 

Calculation of effective yield on per annum basis in respect of three mutual 

fund schemes of Ramesh Goyal upto 31.03.2017 

  X Y Z 

1 Amount of Investment (` ) 1,00,000 2,00,000 1,00,000 

2 Date of investment 1.12.2016 1.1.2017 1.3.2017 

3 NAV at the date of investment (` ) 10.50 10.00 10.00 

4 No. of units on date of investment [1/3] 9,523.809 20,000 10,000 

5 NAV per unit on 31.03.2017 (` ) 10.40 10.10 9.80 

6 Total NAV of mutual fund 

investments on 31.03.2017 [4 x 5] 

 

99,047.61 

 

2,02,000 

 

98,000 

7 Increase/ decrease of NAV [6-1] (952.39) 2,000 (2,000) 

8 Dividend received upto 31.3.2017 1,900 3,000 Nil 

9 Total yield [7+8] 947.61 5,000 (2,000) 

10 Yield % [9/1] x 100 0.95% 2.5% (2%) 

11 Number of days 121 90 31 

12 Effective yield p.a. [10/11] x 365 days 2.87% 10.14% (23.55%) 

Answer  5 

Accounting Entries in the books of fund 

   `   `  

31.12.2015 Investment in X Ltd.’s shares A/c (5,000 x ̀  40) Dr. 2,00,000  

 Investment in Y Ltd.’s shares A/c (4,000 x ̀  60) Dr. 2,40,000  

  To Bank A/c   4,40,000 

 (Being investment made in X Ltd. and Y 

Ltd.) 
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31.3.2016 Revenue A/c [5,000 x `  (40-38)]   Dr. 10,000  

  To Provision for Depreciation A/c   10,000 

 (Being provision created for the reduction 

in the value of X Ltd.’s shares) 

   

31.3.2016 Investment in Y Ltd.’s shares A/c [4,000 x  

` (64-60)] 

Dr. 16,000  

  To Unrealised Appreciation Reserve A/c   16,000 

 (Being appreciation in the market value of 

Y Ltd.’s shares transferred to Unrealised 

Appreciation Reserve A/c) 

   

01.04.2016 Unrealised Appreciation Reserve A/c  Dr. 16,000  

  To Investment in Y Ltd.’s shares A/c   16,000 

 (Being last year’s unrealised appreciation 

reserve balance reversed at the beginning 

of the current year) 

   

30.6.2016 Bank A/c (5,000 x `  37)    Dr. 1,85,000  

 Loss on disposal of Investment A/c  Dr. 15,000  

  To Investment in X Ltd.’s shares A/c  

  (5,000 x `  40) 

   

2,00,000 

 (Being shares of X Ltd. disposed off at a 

loss of `  15,000) 

   

30.6.2016 Provision for Depreciation A/c Dr. 10,000  

 Revenue A/c   Dr. 5,000  

  To Loss on disposal of Investment A/c   15,000 

 (Being net loss on disposal of X Ltd.’s 

shares charged to revenue account) 

   

30.6.2016 Bank A/c (4,000 x `  67) Dr. 2,68,000  

  To Investment in Y Ltd.’s shares A/c  

  (4,000 x `  60) 

  2,40,000 

  To Revenue A/c   28,000 

 (Being shares of Y Ltd. disposed off at a 

profit of `  28,000) 
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ANNEXURE 

ABC MUTUAL FUND 

Address 

Abridged Balance Sheet as at 

______________________________ 

 

Rupees in Lakhs 

  Scheme A Scheme B Scheme C 

  As at  

Current 

Year 

As at 

Previous 

Year 

As at 

Current 

Year 

As at 

Previous 

Year 

As at 

Current 

Year 

As at 

Previous 

Year 

 LIABILITIES       

 Unit Capital       

 Reserves & Surplus       

 Unit Premium Reserves        

 Unrealised Appreciation 

Reserve 

      

 Other Reserves       

 Loans & Borrowings       

 Current Liabilities & 

Provisions 

      

 Provision for doubtful 

Income/Deposits 

      

 Provisions       

 Total       

 ASSETS       

 Investments       

 Listed Securities:       

 Equity Shares       

 Preference Shares       

 Equity Linked Debentures       
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 Other Debentures & 

Bonds 

      

 Securitized Debt 

Securities 

      

 Securities Awaiting 

Listing: 

      

 Equity Shares       

 Preference Shares       

 Equity Linked Debentures       

 Other Debentures & 

Bonds 

      

 Securitized Debt 

Securities 

      

 Unlisted Securities       

 Equity Shares       

 Preference Shares       

 Equity Linked Debentures       

 Other Debentures & 

Bonds 

      

 Securitized Debt 

Securities 

      

 Government Securities       

 Treasury Bills       

 Commercial Paper       

 Certificate of Deposits       

 Bill Rediscounting Units of 

Domestic Mutual Fund 

      

 Foreign Securities       

 Deposits       

 Other Current Assets       

 Cash & Bank Balance       

 CBLO/Reverse Repo 

Lending  

      

 Others       
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 Deferred revenue       

 Expenditure (to the extent 

not written off) 

      

 Total        

 

Notes to Accounts-Annexure I 

ABC MUTUAL FUND 

Address: Abridged Revenue Account for the Year/Period ended 

  Scheme A Scheme B Scheme C 

  As at  

Current 

Year 

As at 

Previous 

Year 

As at 

Current 

Year 

As at 

Previous 

Year 

As at 

Current 

Year 

As at 

Previous 

Year 

 INCOME        

 Dividend        

 Interest       

 Reaslied Gain/(Loss) on 

Foreign Exchange 

Transactions 

      

 Realised Gains/(Losses) 

on Inter scheme sale of 

investments 

      

 Realized Gains/(Losses) 

on External 

sale/redemption of 

investments 

      

 Realised Gains/(Losses) 

on derivative 

Transactions 

      

 Other Income1       

        

 Expenses2       

 Management fees       

 Service tax on 

Management fees 

Transfer agents fees and 

      

© The Institute of Chartered Accountants of India



 

 

12.56 

 

ADVANCED ACCOUNTING 

expenses 

 Custodian fees       

 Trusteeship fees       

 Commission to Agents       

 Marketing & Distribution 

expenses 

      

 Audit fees       

 Other operating 

expenses 

      

 (B)       

        

 NET REALISED 

GAINS/(LOSSES) FOR 

THE YEAR PERIOD (A-

B=C) 

      

 Change in Unrealised 

Depreciation in value of 

investments (D)3 

      

 NET GAINS/(LOSSES) 

FOR THE YEAR PERIOD 

(E=(C-D) 

      

 Change in unrealized 

appreciation in the value 

of investments (F)4 

      

 NET 

SURPLUS/(DEFICIT) 

FOR THE YEAR/PERIOD 

(E+F=G) 

      

 Add: Balance transfer 

from Unrealised 

Appreciation Reserve 

      

 Less: Balance transfer to 

Unrealised Appreciation 

Reserved 

      

 Add: /(Less): Equalisation        

 Total       
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 Dividend appropriation       

 Income distributed 

during the year/Period  

      

 Tax on income 

distributed during the 

year/period 

      

 Retain Surplus (Deficit) 

carried forward to 

Balance sheet 

      

Notes to Accounts:  

1.  Provide details of significant items indicating nature & corresponding amount in 

Notes to accounts 

2.  State in the notes to accounts that expenses other than management fee is 

inclusive of service tax where applicable. 

3.  Unrealised Depreciation to be computed by each asset category and shown on 

an aggregated basis. This should take into account change in unrealised 

depreciation for the year/period and write back of unrealised depreciation 

provided in the previous year end. 

4.  Unrealised Appreciation to be computed by each asset category and shown on 

an aggregated basis. This should take into account change in unrealised 

appreciation for the year/period and write off of unrealised appreciation 

provided in the previous year end. 

Notes to Accounts - Annexure to the Abridged Balance Sheet and 

Revenue Account for the Year / Period ended    

1. Investments:- 

1.1. Note confirming that Investments of the Schemes are registered in the 

name of the Trustees for the benefits of the Schemes Unitholders. 

1.2. Open Position of derivatives (outstanding market value & % to Net Assets 

as of the Year end). 

1.3. Investments  in  Associates  and  Group  Companies:  Provide details of 

issuer, nature of instruments, amount, aggregate investments by all 

schemes. 

1.4. Open position of Securities Borrowed and / or Lend by the scheme. 
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1.5. Details of NPA: Aggregate market value and provision thereof. 

1.6. Aggregate Unrealised Gain / Loss as at the end of the Financial Year / Period 

and percentage to net assets. 

1.7. Aggregate  Value  of  Purchase  and  Sale  with  Percentage  to average 

assets. 

1.8. Non-Traded securities in the portfolio: Provide Aggregate Value of Equity, 

Debt & Money Market Instruments and percentage to net assets. 

2. Details of Transaction with Associates under regulation 25(8).  

Provide details of name of associate, nature of payment and amount 

3. "Large Holdings in the Scheme (i.e. in excess of 25% of the net assets). Provide 

details of No. of Investors and total holdings by them in percentage terms." 

4. Unit Capital movement during the year ended / period ended. Planwise details 

of movement in units - opening, subscription, redemption, closing. Indicate 

plan wise face value of units. 

5. Prior Year Comparison - a suitable statement that prior year figures have been 

reclassified wherever necessary to conform to current years' presentation. 

6. Contingent Liability. Provide details of nature and amount. 

Guidance Note: Provide corresponding previous year/period figures for all the 

above disclosures. 

 

© The Institute of Chartered Accountants of India



  
 

VALUATION OF GOODWILL 
 

 

 

 

 

 

 

 

 

LEARNING OUTCOMES 
After studying this chapter, you will be able to:  

 Understand the concept and significance of valuation. 

 Familiarize with the bases of valuation. 

 Learn the terminology of valuation models. 

 Understand the implications of valuation of goodwill. 

 Familiarize with the valuation approaches adopted for 

valuation of goodwill. 

 Compute Future Maintainable profit, Capital employed and 

goodwill. 

 

 

 

CHAPTER 13 
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CHAPTER OVERVIEW 

 

 

Valuation 
Bases

Realizable 
Value

Present 
value

Current 
cost

Historical 
cost

© The Institute of Chartered Accountants of India



 

 

13.3 

 
VALUATION OF GOODWILL 

 

1  INTRODUCTION 

Valuation is the process of estimating what something is worth. Valuation can be 

used as a very effective business tool by management for better decision making 

throughout the life of the enterprise. Valuations are needed for many reasons 

such as investment analysis, capital budgeting, merger and acquisition 

transactions, financial reporting, determination of tax liability. 

Companies are governed and valuations are influenced by the market supply-

demand life cycles along with product and technology supply-demand lifecycles. 

Correspondingly, the value of an enterprise over the course of its life peaks with 

the market and product technology factors. Both financial investors such as 

venture capitalists and entrepreneurs involved in a venture would ideally like to 

exit the venture in some form near the peak to maximize their return on 

investment. Thus, valuation helps determine the exit value of an enterprise at that 

peak. This exit value typically includes the tangible and intangible value of the 

company’s assets. Tangible value would typically include balance sheet items 

recorded as the book value of the enterprise. Intangibles would typically include 

intellectual property, human capital, brand and customers, and others. In more 

traditional companies considering the private equity markets, the value of 

intangibles is much higher than the value of the tangible assets. Therefore, an 

effective enterprise valuation methodology needs to be developed.  

One can also define valuation as Measurement of value in monetary terms. 

Measurement of income and valuation of wealth are two interdependent core 

aspects of financial accounting and reporting. Wealth comprises of assets and 

Methods 
of 

goodwill 
valuation

Capitalisation Method 

annuity 
method

Super Profit 
Method
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liabilities. Valuation of assets and liabilities are made to portray the wealth 

position of a firm through a balance sheet and to supply logistics to the measure 

of the periodical income of the firm through a profit and loss account.  

Again valuation of business and valuation of share are made through financial 

statement analysis for management appraisal and investment decisions. Valuation 

is pivotal in strategic, long term or short term decision making process in cases 

like reorganization of company, merger and acquisition, extension or 

diversification, or for launching new schemes or projects.  As the application area 

of valuation moves from financial accounting to financial management, the role of 

accountant also undergoes a transition. That order of transition in the concept 

and use of valuation process is followed in the subsequent units of this chapter.  

2 CONCEPT OF VALUATION 

Valuation means measurement of an item in monetary term. The subjects of 

valuation are varied as stated below: 

♦ Valuation of Tangible Fixed Assets 

♦ Valuation of Intangibles including brand valuation and valuation of goodwill 

♦ Valuation of Shares 

♦ Valuation of Business 

The objectives of valuation are again different in different areas of application in 

financial accounting and in financial management.  

3 NEED FOR VALUATION 

Financial statements must give a “true and fair view” of the state of affairs of a 

company as per provisions of the Companies Act. Proper valuation of all assets 

and liabilities is required to ensure true and fair financial position of the business 

entity. In other words, all matters which affect the financial position of the 

business have to be disclosed. Under or overvaluation of assets may not only 

affect the operating results and financial position of the current period but will 

also affect these for the next accounting period. The present unit deals with 

different principles involved in the valuation of different types of assets. 

Assets can be classified as (i) Non- current assets and (ii) Current assets.  Non-current 

assets have been further sub-classified into (a) fixed assets i.e. tangible assets, 

intangible assets, capital W.I.P. and intangible assets under development (b) non-

current investments (c) deferred tax assets (Net) (d) long term loans and advances 

© The Institute of Chartered Accountants of India



 

 

13.5 

 
VALUATION OF GOODWILL 

and (e) other non-current assets. Current assets have been further sub-classified into 

(a) Current Investments (b) Inventories (c) Trade Receivables (d) Cash and Cash 

Equivalents (e) Short Term Loans and Advances and (f) Other Current Assets. 

The students are expected to learn the essence and modalities of valuation, a core 

function in financial accounting. Valuation is done sometimes by the 

Valuers/Engineers in cases where technical inputs and knowledge is required to 

arrive at the Fair value and accepted by various Government and Statutory 

Authorities. Students should be familiar with these valuation Reports and their 

basis of valuation.  

Different approaches to valuation of different kinds of assets and liabilities in 

different perspectives have pushed the role of accountant to a complex position. 

This chapter is aimed to differentiate the objectives, approaches and methods of 

valuation in order to integrate them in a comprehensive logical frame.  

4  BASES OF VALUATION 

A number of different measurement bases are employed to different degrees and 

in varying combinations in valuation of different assets in different areas of 

application. They include the following:  

(a)  Historical cost. Assets are recorded at the amount of cash or cash equivalents 

paid or the fair value of the other consideration given to acquire them at the 

time of their acquisition.  

(b)  Current cost. Assets are carried at the amount of cash or cash equivalents 

that would have to be paid if the same or an equivalent asset were acquired 

currently.  

(c)  Realizable (settlement) value. Assets are carried at the amount of cash or cash 

equivalents that could currently be obtained by selling the asset in an orderly 

disposal.  

(d)  Present value. Assets are carried at the present value of the future net cash 

inflows that the item is expected to generate in the normal course of 

business.  

Other generally used valuation bases are as follows: 

Net Realizable Value (NRV): This is same as the Realizable (settlement) value. This 

is the value (net of expenses) that can be realized by disposing off the assets in an 

orderly manner. Net selling price or exit values also convey the same meaning. 
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Economic value: This is same as the present value. The other name of it is value to 

business. 

Replacement (cost) value: This is also same as the current cost. 

Recoverable (amount) value: This is the higher of the net selling price and value in 

use. 

Deprival value: This is the lower of the replacement value and recoverable 

(amount) value. 

Liquidation value: This is the value (net of expenses), that a business can expect to 

realize by disposing of the assets in the event of liquidation. Such a value is 

usually lower than the NRV or exit value. This is also called break-up value. 

Fair value: This is not based on a particular method of valuation. It is the 

acceptable value based on appropriate method of valuation in context of the 

situation of valuation. Thus fair value may represent current cost, NRV or present 

value as the case may be. 

In financial accounting ‘An asset is recognised in the balance sheet when it is 

probable that the future economic benefits associated with it will flow to the 

enterprise and the asset has a cost or value that can be measured reliably.’ ‘The 

measurement basis most commonly adopted by enterprises in preparing their 

financial statements is historical cost. This is usually combined with other 

measurement bases.  

The requirements of regulations and accounting standards as to recognition of 

assets, reliability of measurement and disclosure in financial reports have set 

certain limitations to the freedom of valuation so far as financial accounting is 

concerned.  

5  TYPES OF VALUE 

The following are six types of value: 

♦ Going-concern value is the value of a firm as an operating business. 

♦ Liquidation value is the projected price that a firm would receive by selling its 

assets if it were going out of business. 

♦ Book value is the value of an asset as carried on a balance sheet. In other 

words, it means (i) the cost of an asset minus accumulated depreciation (ii) 

the net asset value of a company, calculated by total assets minus intangible 

assets (patents, goodwill) and liabilities (iii) the initial outlay for an 

investment. This number may be net or gross of expenses such as trading 
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costs, sales taxes, service charges and so on.  It is the total value of the 

company’s assets that shareholders would theoretically receive if a company 

were liquidated. By being compared to the company’s market value, the book 

value can indicate whether a Inventory is under or overpriced. In personal 

finance, the book value of an investment is the price paid for a security or 

debt investment. When an inventory is sold, the selling price less the book 

value is the capital gain (or loss) from the investment. 

♦ Market value is the price at which buyers and sellers trade similar items in an 

open market place. It is the current quoted price at which investors buy or 

sell a share of common Inventory or a bond at a given time. The market 

capitalization plus the market value of debt, sometimes referred to as “total 

market value”. In the context of securities, market value is often different 

from book value because the market takes into account future growth 

potential.  

♦ Fair market value is the price that a given property or asset would fetch in the 

market place, subject to the following conditions: (i) Prospective buyers and 

sellers are reasonably knowledgeable about the asset; they are behaving in their 

own best interests and are free of undue pressure to trade. (ii) A reasonable time 

period is given for the transaction to be completed. Given these conditions, an 

asset’s fair market value should represent an accurate valuation or assessment of 

its worth. Fair market values are widely used across many areas of 

commerce. For example, municipal property taxes are often assessed based on 

the fair market value of the owner’s property. Depending upon how many years 

the owner has owned the home, the difference between the purchase price and 

the residence’s fair market value can be substantial. Fair market values are often 

used in the insurance industry as well. For example, when an insurance claim is 

made as a result of a car accident, the insurance company covering the damage 

to the owner’s vehicle will usually cover damages up to the fair market value of 

the automobile. 

♦ Intrinsic value is the value at which an asset should sell based on applying data 

inputs to a valuation theory or model.  The actual value of a company or an asset 

based on an underlying perception of its true value including all aspects of the 

business, in terms of both tangible and intangible factors. This value may or may 

not be the same as the current market value. Value investors use a variety of 

analytical techniques in order to estimate the intrinsic value of securities 

in hopes of finding investments where the true value of the investment 

exceeds its current market value.  For call options, this is the difference between 

the underlying Inventory’s price and the strike price. For put options, it is the 
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difference between the strike price and the underlying Inventory’s price. In the 

cases, if the respective difference value is negative, the intrinsic value is given as 

zero.  For example, value investors that follow fundamental analysis look at both 

qualitative (business model, governance, target market factors etc.) and 

quantitative (ratios, financial statement analysis, etc.) aspects of a business to see 

if the business is currently out of favour with the market or is really worth much 

more than its current valuation. 

♦ Extrinsic value is another variety. It is the difference between an option’s price 

and the intrinsic value. For example, an option that has a premium price of ` 

10 and an intrinsic value of ` 5 would have an extrinsic value of ` 5. Denoting 

the amount that the option’s price is greater than the intrinsic value, the 

extrinsic or time value of the option declines as the expiration date of an 

option draws closer. 

These types of values can differ from one another. For example, a firm’s going-

concern value is likely to be higher than its liquidation value. The excess of going-

concern value over liquidation value represents the value of the operating firm as 

distinct from the value of its assets. Book value can differ substantially from 

market value. For example, a piece of equipment appears on a firm’s books at 

cost when purchased but decreases each year due to depreciation charges. The 

price that someone is willing to pay for the asset in the market may have little 

relationship with its book value. Market value reflects what someone is willing to 

pay for an asset whereas intrinsic value shows what the person should be willing 

to pay for the same asset. 

6 APPROACHES OF VALUATION 

Three generally accepted approaches to valuation are as follows: 

(1)  Cost Approach: e.g. Adjusted Book Value  

(2)  Market Approach: e.g. Comparables 

(3)  Income Approach: e.g. Discounted Cash Flow 

Each approach has advantages and disadvantages.  Generally there is no “right” 

answer to a valuation problem. Valuation is very much an art as much as a 

science! These approaches can be briefly discussed as: 

Cost Approach 

This technique involves restating the value of individual assets to reflect their fair 

market values. It is useful for valuing holding companies where assets are easy to 
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value (for example, securities) and less useful for valuing operating businesses. 

The value of an operating company is generally greater than that of its assets. The 

difference between that value of the expected cash flows and that of its assets is 

called the “going concern value”.  It is a useful approach when the purpose of the 

valuation is that the business will be liquidated and Trade payables must be 

satisfied. While doing this valuation following adjustments to book value can be 

made: 

♦ Inventory undervaluation 

♦ Bad debt reserves 

♦ Market value of plant and equipment 

♦ Patents and franchises 

♦ Investments in affiliates 

♦ Tax-loss carried forward 

Market Approach: The market approach, as the name implies, relies on signs 

from the real market place to determine what a business is worth. It is to be 

understood that business does not operate in vacuum. If what one does is really 

great, then chances of others doing the same or similar things are more. If one is 

looking to buy a business, one decides what type of business he is interested in 

and then looks around to see what the "going rate" is for businesses of this type. 

If one is planning to sell business, he will check the market to see what similar 

businesses sell for. So the market approach to valuing a business is a great way to 

determine its fair market value - a monetary value likely to be exchanged in an 

arms-length transaction, when the buyer and seller act in their best interest.  

Income approach 

The income approach considers the core reason for running a business ie. making 

money. Here the so-called economic principle of expectation applies. Since the 

business value must be established in the present, the expected income and risk 

must be translated to today. The income approach generally uses two ways to do 

this translation: (i) Capitalization and (ii) Discounting.  

7 DEFINITION OF INTANGIBLES 

An intangible asset is an identifiable non-monetary asset, without physical 

substance, held for use in the production or supply of goods or services, for rental 

to others, or for administrative purposes (as per AS 26 “Intangible Assets”). It is 

important to note that Intangible assets are the major contributors for the 

© The Institute of Chartered Accountants of India



 

 

13.10 

 

ADVANCED ACCOUNTING 

disparity between company value according to accounting records and company 

value as per market capitalization. Therefore, understanding the concept of an 

intangible asset from the angle of an accountant is necessary. Enterprises usually 

expend resources, or incur liabilities, on the acquisition, development, 

maintenance or enhancement of intangible resources such as scientific or 

technical knowledge, design and implementation of new processes or systems, 

licences, intellectual property, market knowledge and trademarks (including 

branch names and publishing titles) at regular intervals of time.  Common 

examples of items encompassed by these broad headings are computer software, 

patents, copyrights, motion picture films, customer lists, mortgage servicing 

rights, finishing licences, import quotas, franchises, customer or supplier 

relationships, customer loyalty, market share and marketing rights. Goodwill is 

another example of an item of intangible nature which either arises on acquisition 

or is internally generated.  Intangible fixed assets can be classified as identifiable 

intangibles and not identifiable intangibles. The identifiable intangibles include 

patents, trademarks and designs and brands whereas the not identifiable 

intangibles are clubbed together as goodwill. To be identifiable, it is necessary 

that the intangible asset is clearly distinguished from goodwill. An intangible 

asset can be clearly distinguished from goodwill if the asset is separable. 

8 RECOGNITION  

AS 26 “Intangible Assets” establishes general principles for the recognition and 

measurement of Intangible Assets. An intangible asset should be recognised in 

the financial statements if, and only if: 

(a)  It is probable that the future economic benefits that are attributable to the 

asset will flow to the enterprise; and 

(b)  The cost of the asset can be measured reliably. 

These recognition criteria apply to both costs incurred to acquire an intangible 

asset and those incurred to generate an asset internally. The Standard imposes 

additional criteria, however, for the recognition of internally-generated intangible 

assets. if an intangible asset is acquired separately: 

Cost of the intangible asset can usually be measured reliably and such intangible 

asset is recognized and valued at cost in the same manner as in case if the 

tangible fixed assets.  

If the intangible asset is internally generated:  

The standards prohibit the recognition of internally generated goodwill as an 
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asset. Brands, Mastheads, Publishing titles, Customer Lists etc. are all internally 

generated assets. However, when such assets are purchased either individually or 

as part of an amalgamation in the nature of a purchase, they may meet the 

general recognition criteria for intangible assets and, therefore, potentially may 

be recognized. This difference means that intangible assets such as brands can be 

capitalized if acquired, but will be expensed if they are generated internally.  

The Standard distinguishes between two phases in the generation of an 

intangible asset internally, namely, the research phase and the development 

phase.  Capitalization is only permitted during the development phase.  

Research is defined as original and planned investigation undertaken with the 

prospect of gaining new scientific or technical knowledge and understanding.  

Development is the application of research findings or other knowledge to a plan 

or design for the production of new or substantially improved materials, devices, 

products, processes, systems or services prior to the commencement of 

commercial production or use.  

If it is not possible to distinguish the research phase from the development phase 

of an internal project to create an intangible asset, the expenditure on that 

project is treated as relating only to the research phase.  

Subsequent expenditure on an intangible asset after its purchase or its 

completion should be added to the cost of the intangible asset if: 

(a)  It is probable that the expenditure will enable the asset to generate future 

economic benefits in excess of its originally assessed standard of 

performance; and 

(b)  the expenditure can be measured and attributed to the asset reliably. 

Designs which are acquired separately, valuation would be made at initial cost of 

acquisition (with subsequent addition to cost, if any). If they are generated 

internally and are not recognized then no valuation shall be made. However for 

internally generated recognized, valuation would be made at cost (with 

subsequent addition to cost, if any).  

The depreciable amount of an intangible asset should be allocated on a 

systematic basis over the best estimate of its useful life. There is a rebuttable 

presumption that the useful life of an intangible asset will not exceed ten years 

from the date when the asset is available for use.  Amortisation should commence 

when the asset is available for use.  
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9 GOODWILL 

Goodwill is said to be that element arising from reputation, connection or other 

advantages possessed by a business which enables it to earn greater profits than 

the return normally to be expected on the capital represented by net tangible 

assets employed in the business.  In considering the return normally to be 

expected, regard must be had to the nature of the business, the risk involved, fair 

management remuneration and other relevant circumstances. 

Goodwill of a business may arise in two ways. It may be inherent to the business 

that is generated internally or it may be acquired while purchasing any concern. 

Purchased goodwill can be defined as being the excess of fair value of the 

purchase consideration over the fair value of the separable net assets acquired. 

The value of purchased goodwill is not necessarily equal to the inherent goodwill 

of the business acquired as the purchase price may reflect the future prospects of 

the entity as a whole.  

Goodwill in financial statements arises when a company is purchased for more 

than the fair value of the identifiable net assets of the company. The difference 

between the purchase price and the sum of the fair value of the net assets is by 

definition the value of the "goodwill" of the purchased company. The acquiring 

company must recognize goodwill as an asset in its financial statements and 

present it as a separate line item on the balance sheet, according to the current 

purchase accounting method. In this sense, goodwill serves as the balancing sum 

that allows one firm to provide accounting information regarding its purchase of 

another firm for a price substantially different from its book value. Goodwill can 

be negative, arising where the net assets at the date of acquisition, fairly valued, 

exceed the cost of acquisition. Negative goodwill is recognized as a gain to the 

extent that it exceeds allocations to certain assets. Under current accounting 

standards, it is no longer recognized as an extraordinary item. For example, 

a software company may have net assets (consisting primarily of miscellaneous 

equipment, and assuming no debt) valued at ` 1 million, but the company's 

overall value (including brand, customers, intellectual capital) is valued at ` 10 

million. Anybody buying that company would book ` 10 million in total assets 

acquired, comprising `  1 million physical assets, and `  9 million in goodwill. 

10 VALUATION OF GOODWILL 

There are basically two accounting methods for goodwill valuation. These are: 
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(i) Capitalisation Method and (ii) Super Profit Method.  A third method called 

annuity method is a refinement of the super profit method of goodwill valuation. 

10.1 Capitalisation method  

Under this method future maintainable profit is capitalised applying normal rate 

of return to arrive at the normal capital employed.  Goodwill is taken as the 

excess of normal capital employed over the actual capital employed. 

Normal Capital employed = 
return of rate Normal

profit lemaintainab Future
 

Goodwill = Normal Capital Employed – Actual Closing Capital Employed 

Factors considered in this method are: 

(i) Future maintainable profit; 

(ii) Actual capital employed in the business enterprise for which goodwill is to be 

computed; 

(iii) Normal rate of return in the industry to which the business enterprise 

belongs. 

For example, Capital employed in X Ltd. is ` 17,00,000, future maintainable 

profit is ` 3,00,000 and normal rate of return is 15%. 

So goodwill = 
0.15

3,00,000 `
  – ` 17,00,000 = ` 3,00,000 

Naturally, if normal capital employed becomes less than actual capital employed 

there arises negative goodwill. 

It is to be noted that under Capitalisation method the actual capital employed is 

to be taken at (closing) balance sheet date. 

10.2 Super profit method  

Excess of future maintainable profit over normally expected profit is called super 

profit.  Under this method goodwill is taken as the aggregate super profit of the 

future years for which such super profit is expected to be maintained. 

Factors considered in this method are: 

(i) Future maintainable profit; 

(ii) Actual capital employed; 

(iii) Normal rate of return; 

(iv) Period for which super profit is projected. 
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Super profit = Future maintainable profit minus (Actual Capital employed × 

Normal rate of return) 

Goodwill = Super profit × No. of years for which Super Profit can be maintained. 

10.3 Annuity method  

It is a refinement of the super profit method.  Since super profit is expected to 

arise at different future time periods, it is not logical to simply multiply super 

profit into number of years for which that super profit is expected to be 

maintained.  Further future values of super profits should be discounted using 

appropriate discount factor.  The annuity method got the nomenclature because 

of suitability to use annuity table in the discounting process of the uniform super 

profit. In other words, when uniform annual super profit is expected, annuity 

factor can be used for discounting the future values for converting into the 

present value.  Here in addition to the factors considered in super profit method, 

appropriate discount rate is to be chosen for discounting the cash flows. 

Example  

Super Profit of X Ltd. `  95,000 p.a. can be maintained for 5 years.  Discount rate is 

15%. 

Goodwill = `  95,000 × 3.352 = `  3,18,440 

There are atleast two frequently used approaches for arriving at the Capital 

employed:  

(i) based on a particular Balance Sheet and (ii) average of Capital employed at 

different balance sheet dates. 

Capital employed is determined using historical cost values available at the 

balance sheet date. However if revalued figures are given that should be 

considered. 

11 DETERMINATION OF CAPITAL EMPLOYED  

Conventionally ‘Capital Employed’ means Total Assets Minus non-trading assets 

i.e. assets not used in the business Minus miscellaneous expenditure and losses 

Minus all outside liabilities. 

As per this concept capital employed becomes equivalent to net worth less non-

trading assets.  But this concept has its own shortcomings: 

(i) This approach ignores other long term fund in the business; 
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(ii) On the other hand, it considers preference share capital which bears fixed rate 

of dividend. 

The argument in favour of adopting this approach is to count only such fund 

which is attributable to the shareholders. Alternatively, by capital employed one 

can mean long term capital employed. However, leverage gives some advantage 

as well as riskiness.  Use of lower amount of owned fund results in higher return 

because of using borrowed fund advantageously.  This is called leverage effect.  

By taking only ‘shareholders fund’ as capital employed, one can give weightage to 

leverage while calculating goodwill. 

Example 

Balance Sheet of X Ltd. 

Liabilities `  in lakhs Assets `  in lakhs 

Share Capital 80  fixed assets 1,80 

P & L A/c 20 Inventory 40 

13% Debentures 1,20 Trade receivables 20 

Trade payables 40 Cash & Bank 20 

 2,60  2,60 

Capital employed (shareholders’ fund approach) 

` 260 lakhs – ` 160 lakhs outside liabilities = ` 100 lakhs. 

Capital employed (long term fund approach): 

`  260 Lakhs – `  40 lakhs  Trade payables = `  220 lakhs 

Suppose normal return on shareholders’ fund is 20% and normal return on long 

term fund is 18% 

Also suppose Future Maintainable Profit (before interest) of X Ltd. is `  38.4 lakhs. 

Future Maintainable Profit (after interest) of X Ltd. is  

 `  22.8 lakhs i.e. (`  38.4 lakhs –` 15.6 lakhs debenture interest) 

If long term fund approach is followed value of goodwill as per Capitalisation 

method is i.e.,  

38.4 lakhs
-220 lakhs

0.18
 

`  213.33 lakhs – `  220 lakhs 

i.e., (-) `  6.67 lakhs, negative goodwill. 
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If shareholders’ fund approach is followed, value of goodwill as per capitalisation 

method is,  

22.8 lakhs
-100 lakhs

0.20
 

`  114 lakhs – ` 100 lakhs 

i.e., `  14 lakhs, positive goodwill. 

In this example, when long term capital employed was considered there was 

negative goodwill, but it became positive when shareholders’ fund was 

considered. In the second approach leverage advantage has been taken into 

consideration.  Thus, in goodwill valuation generally shareholders’ fund approach 

is preferred. 

Non-trading assets are ignored while computing capital employed.  This is 

because surplus fund invested outside does not influence the future maintainable 

profit.  Particularly, Non-trade investments are not counted while computing 

capital employed, but trade investments should be taken into consideration. 

Another important aspect is often discussed regarding valuation of capital 

employed.  What value should the accountant put for fixed assets and inventory.  

Since historical cost is not true indicator of the value of these assets, then it is 

suggested to take current cost of such assets.  Current cost represents the cost 

for which asset can be replaced at its present state.  However, if the asset cannot 

be replaced at its present state because of obsolescence, then cost at which its 

best substitute is available may be taken as current cost. 

Capital employed may be determined using the value given by the latest balance 

sheet or taking simple average of the capitals employed at the beginning of the 

accounting period as well as at the end. 

Illustration 1 

Balance Sheets of X Ltd. 

As on 31st March 2014 and 31st March 2015 

(` In lakhs) 

Liabilities 31.3.14 31.3.15 Assets 31.3.14 31.3.15 

Share Capital 18,00 18,00 Fixed assets 24,00 26,00 

General Reserve 6,00 6,00 Investments 1,00 2,00 

Profit &Loss A/c 6,80 9,40 Inventory 6,00 5,50 

12% Debentures 2,00 2,00 Trade receivables 3,00 3,50 
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18% Term Loan 3,00 3,20 Cash and Bank 4,00 3,40 

Cash Credit 1,20 80    

Trade payables 70 60    

Tax Provision     30     40      

 38,00 40,40  38,00 40,40 

Non-trade investments were 75% of the total investments.  Find capital employed 

as on 31.3.14 and as on 31.3.15 and average capital employed. 

Solution 

Computation of capital employed 

 (`  in lakhs) 

  31.3.14  31.3.15 

Total Assets as per     

Balance Sheet  38,00  40,40 

     

Less: Non-trade Investments  (75)  (1,50) 

  37,25  38,90 

Less: Outside Liabilities:     

          12% Debentures 2,00  2,00  

         18% Term Loan 3,00  3,20  

         Cash Credit 1,20  80  

Trade payables 70  60  

        Tax Provision 30 7,20 40 7,00 

Capital employed  30,05  31,90 

Average capital employed = 
30,05  lakhs+31,90  lakhs

2
= ` 3,097.5 lakhs. 

Illustration 2 

Balance Sheet of AP Ltd. as on 31st March, 2015 

Liabilities `  in lakhs Assets `  in lakhs 

Share Capital  Land & Building 51,20 

Equity Shares of ` 10 each 90,00 Plant & Machinery 108,70 

8½% Preference Shares 20,00 Furniture 27,00 

General Reserve 10,50 Vehicles 2,00 
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Profit & Loss A/c 30,00 Inventory 7,00 

18% Term Loan 45,00 Trade receivables 4,50 

Cash Credit 5,60 Cash & Bank 23,40 

Trade payables 2,00   

Provision for Taxation    

(net of advance tax) 1,00   

Proposed Dividend:    

Equity 18,00   

Preference 1,70  _____ 

 223,80  223,80 

Other information 

Balance as on 1.4.14 

 Profit and Loss A/c `  4,80 Lakhs 

 Reserve `  4,50 Lakhs 

Find out average capital employed of AP Ltd. 

Solution 

Computation of Average Capital Employed 

 `  in lakhs ` in lakhs 

Total of Assets as per Balance Sheet as on 31.3.2015  223,80 

Less: Outside Liabilities:   

  18% Term Loan           45,00  

  Cash Credit 5,60  

 Trade payables 2,00  

  Provision for Taxation 1,00 (53,60) 

Capital employed as on 31.3.15  170,20 

Less: 1/2 of profit earned   

   Increase in Reserve balance 6,00  

   Increase in Profit & Loss A/c 25,20  

  Proposed Dividend 19,70  

 50,90   25,45    

Average capital employed  144,75 
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12  FUTURE MAINTAINABLE PROFIT 

We have seen earlier while discussing various methods of goodwill valuation that 

estimation of average maintainable profit is another important step in goodwill 

valuation.  Future maintainable profit is ascertained taking either simple or 

weighted average of the past profits or by fitting trend line.  Generally, profits of 

past three to five years are considered. 

(i)  Simple Average of Past Profits: If the past profits do not have any definite 

trend, average is taken to arrive at the future maintainable profit. 

Example 

Profits of the past five years of XX Ltd. are given below: 

Year `  ’000  

2011 71,20 

2012 87,20 

2013 75,70 

2014 82,70 

2015 78,90 

In this case no trend of past profit is available. So, simple average is best suitable 

method to arrive at a figure which may be taken as future maintainable profit. 

Future maintainable profit (`  in ’000) =
5

78,90  82,70  75,70  87,20  7,120 ++++
= 79,14 

(ii)  Trend Equation: If the past profits show increasing or decreasing trend, 

linear trend equation gives better estimation of the future maintainable 

profit. 

Example 

B K Ltd. gives the following profit figures for the last five years: 

Year Profits 

 ` ’000  

2011 37,20 

2012 42,00 

2013 47,50 

2014 53,50 

2015 57,20 
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Since, past profits show increasing trend, time series trend may be used to 

determine future maintainable profit. Applying Linear trend equation three to five 

years profit may be predicted and average of such future profits may be taken as 

future maintainable profit. 

Year X Y XY 
X

2
 

2011 –2 37,20 –74,40 4 

2012 –1 42,00 –42,00 1 

2013 0 47,50 0 0 

2014 1 53,50 53,50 1 

2015 2 57,20 114,40 4 

 0 237,40 51,50 10 

 A =
n

Y∑
= 

237,40

5
=47,48 

 b =
∑
∑

2X

XY
= 

51,50

10
= 51,5  

Trend Equation is given by: 

 Y = 4748 + 515 X 

Alternatively, using trend equation, estimated profit will be: 

Estimated Profit: 

2016 4748 + 515 (3) = ` 62,93 

2017 4748 + 515 (4) = ` 68,08 

2018 4748 + 515 (5) = ` 73,23 

Average of the Future Profit ` 68,08 

i.e., Future Maintainable Profit ` 68,00 (say) 

(iii)  Weighted average of past profits: If the past profits show increasing or 

decreasing trend, then more weights are given to the profit figures of the 

immediate past years and less weight to the profit figures of the furthest 

past. 

Example 

Profits of the past five years of BB Ltd. are given below: 
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Year Profits 

 (’000 `) 

2011 71,20 

2012 82,50 

2013 87,00 

2014 92,00 

2015 95,00 

In this example past profits showed an increasing trend. Weighted average of 

past profits may be used in such cases to arrive at future maintainable profit. 

Derivation of weighted average of the past profits: 

Year Profits (P) Weight (W) PW 

 ’000 `    

2011 71,20 1 71,20 

2012 82,50 3 247,50 

2013 87,00 5 435,00 

2014 92,00 7 644,00 

2015 95,00 9 855,00 

  25 22,52,70 

Weighted average profit = 
∑
∑

W

PW
=

25

22,52,70
 

i.e. `  9010.80 thousand. 

12.1 Adjustments needed with past profits  

Since past profits are used to make an estimation about the future maintainable 

profit, it is necessary to make appropriate adjustments for better projection. The 

following adjustments generally become necessary: 

(i) Elimination of abnormal loss arising out of strikes, lock-out, fire, etc. 

Profit/loss figures which contain abnormal loss should either be ignored or 

eliminated. Similarly, if there is any abnormal gain included in past profits 

that needs elimination. 

(ii) Interest/dividend or any other income from non-trading assets needs 

elimination because ‘capital employed’ used for valuation of goodwill 

comprises only of trading assets. 
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(iii) If there is a change in rate of tax, tax charged at the old rate should be added 

back and tax should be charged at the new rate. 

(iv) Effect of change in accounting policies should be neutralised to have profit 

figures which are arrived at on the basis of uniform policies. 

Illustration 3 

PPX Ltd. gives the following information about past profits: 

Year Profits 

 (`  ’000) 

2011 21,70 

2012 22,50 

2013 23,70 

2014 24,50 

2015 21,10 

On scrutiny it is found (i) that upto 2013, PPX Ltd. followed FIFO method of finished 

inventory valuation thereafter adopted LIFO method, (ii) that upto 2014 it followed 

straight line depreciation and thereafter adopted written down value method. 

Given below the details of Inventory valuation: (Figures in` ’000) 

Year Opening Inventory Closing Inventory 

 FIFO LIFO FIFO LIFO 

2011 40,00 39,80 46,00 41,20 

2012 46,00 41,20 49,20 47,90 

2013 49,20 47,90 38,90 39,10 

2014 38,90 39,10 42,00 38,50 

2015 42,00 38,50 45,00 43,10 

Straight line and written down value depreciation were as follows: 

Year Straight Line W.D. V 

 (`  ’000) (`  ’000) 

2011 12,10 17,00 

2012 14,15 18,10 

2013 15,00 19,25 

2014 16,70 19,60 

2015 18,00 19,40 

© The Institute of Chartered Accountants of India



 

 

13.23 

 
VALUATION OF GOODWILL 

Determine future maintainable profits that can be used for valuation of goodwill. 

Solution 

Past profits of PPX Ltd. showed an increasing trend excepting in year 2015.  But 

the effects of changes in accounting policies should be eliminated to ascertain 

the true nature of trend. Since the company has adopted LIFO method of 

Inventory valuation and W.D.V method of depreciation, profits may be 

recomputed applying these policies consistently in all the past years.  Re-

computation of profits following uniform accounting policies are shown below: 

 (Figures in   ’000) 

Year Book Profits Effect of LIFO on 

Valuation of 

Inventory. 

Effect of 

W.D. V 

Depreciation  

Profits after 

elimination of the 

effect of change in 

Accounting policies 

2011 21,70 – 4,60 – 4,90 12,20 

2012 22,50 + 3,50 – 3,95 22,05 

2013 23,70 + 1,50 – 4,25 20,95 

2014 24,50 –20 – 2,90 21,40 

2015 21,10 — — 21,10 

After elimination of the effect of change in accounting policies, increasing trend 

disappeared.  Rather profits were oscillating during the last four years excepting 

2011. So a simple average may be taken of the last 4 years profits to arrive at the 

future maintainable profits: 

Future Maintainable Profit (’000 ) = 
22,05 + 20,95 + 21,40 + 21,10  

4
 = 21,37.50 

Working Note: 

Effect of LIFO Valuation: 

2011 Increase in Inventory as per FIFO valuation 6,00 

 Less: Increase in Inventory per LIFO valuation (1,40) 

 Reduction in profit 4,60 

2012 Increase in Inventory as per FIFO valuation 3,20 

 Less: Increase in Inventory as per LIFO valuation (6,70) 

 Increase in profit 3,50 
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2013 Decrease in Inventory as per FIFO valuation 10,30 

 Less: Decrease in Inventory as per LIFO valuation (8,80) 

 Increase in profit 1,50 

2014 Opening Inventory as per FIFO valuation 38,90 

 Less: Opening Inventory as per LIFO valuation (39,10) 

 Reduction in profit  20 

13 NORMAL RATE OF RETURN 

Apart from capital employed and future maintainable profit, the third important 

step in valuation of goodwill is determination of normal rate of return. It 

comprises of: 

(i) the risk-free rate, i.e., the pure interest rate prevailing in the concerned 

economy; (the rate of return on long term government securities or fixed 

deposit in bank may be taken as risk-free rate) 

(ii) the premium for business risks appropriate for the industry to which the 

firm/company belongs. 

If the industry is well established and yielding profits steadily the rate of return 

that will satisfy entrepreneurs will be rather low though higher than the risk-free 

rate.  Higher the business risk, higher will be the normal rate of return. 

For practical purposes industry average return is taken as normal rate of return. 

Illustration 4 

On the basis of the following information, calculate the value of goodwill of Gee 

Ltd. at three years’ purchase of super profits, if any, earned by the company in the 

previous four completed accounting years. 

Summarised Balance Sheet of Gee Ltd. as at 31st March, 2015 

Liabilities ` in lakhs Assets ` in lakhs 

Share Capital:  Goodwill 310 

Authorised 7,500 Land and Buildings 1,850 

Issued and Subscribed  Machinery 3,760 

 5 crore equity shares of  

` 10 each, fully paid up 
 

5,000 

Furniture and Fixtures 

Patents and Trade Marks 

1,015 

32 

Capital Reserve 260 9% Non-trading Investments 600 
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General Reserve 3,293 Inventory 873 

Surplus i.e. credit balance 

of Profit and Loss 

(appropriation) A/c 

 

457 

Trade receivables 

Cash in hand and at Bank 

614 

546 

Trade payables 568   

Provision for Taxation (net) 22  ____ 

 9,600  9,600 

The profits before tax of the four years have been as follows: 

Year ended 31st March Profit before tax in lakhs of ` 

2011 3,190 

2012 2,500 

2013 3,108 

2014 2,900 

The rate of income tax for the accounting year 2010-2011 was 40%. Thereafter it 

has been 38% for all the years so far.  But for the accounting year 2014-2015 it will 

be 35%. 

In the accounting year 2010-2011, the company earned an extraordinary income of 

` 1 crore due to a special foreign contract. In August, 2011 there was an earthquake 

due to which the company lost property worth ` 50 lakhs and the insurance policy 

did not cover the loss due to earthquake or riots. 

9% Non-trading investments appearing in the above mentioned Balance Sheet were 

purchased at par by the company on 1st April, 2012. 

The normal rate of return for the industry in which the company is engaged is 20%.  

Also note that the company’s shareholders, in their general meeting have passed a 

resolution sanctioning the directors an additional remuneration of ` 50 lakhs every 

year beginning from the accounting year 2014-2015. 

Solution 

(1) Capital employed as on 31st March, 2015 

(Refer to ‘Note’) 

  `  in lakhs 

Land and Buildings  1,850 

Machinery  3,760 

Furniture and Fixtures  1,015 
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Patents and Trade Marks  32 

Inventory  873 

Trade receivables  614 

Cash in hand and at Bank     546 

  8,690 

Less: Trade payables  568  

   Provision for taxation (net)    22     590 

  8,100 

(2) Future maintainable profit 

(Amounts in lakhs of `) 

 2010-2011 2011-2012 2012-2013 2013-2014 

 `  `  `  `  

Profit before tax 3,190 2,500 3,108 2,900 

Less: Extraordinary  

        income due to 

        foreign contract 

 

(100) 
   

Add: Loss due to  

        earthquake 
 50   

Less: Income from non- 

        trading investments 
 

  

3,090 

 

  

2,550 

 

      (54) 

3,054 

 

    (54) 

2,846 

 As there is no trend, simple average profits will be considered for calculation 

of goodwill. 

 Total adjusted trading profits for the last four years = ` (3,090 + 2,550 + 

          3,054 + 2,846)  

             = ` 11,540 lakhs 

Average trading profit before tax = 
 
 
 

 ` 11,540 lakhs

4
     = ` 2,885 lakhs 

Less: Additional remuneration to directors      (50) Lakh 

 2,835 Lakh 

Less: Income tax @ 35%(approx.)    (992) (Approx.) 

 1,843 Lakh 
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(3) Valuation of Goodwill on Super Profits Basis 

 `  in lakh 

Future maintainable profits 1,843 

Less: Normal profits (20% of ` 8,100 lakhs) (1,620) 

Super profits      223 

Goodwill at 3 years’ purchase of super profits = 3 x ` 223 lakhs = `  669 lakhs 

Note: In the above solution, goodwill has been calculated on the basis of closing 

capital employed (i.e. on 31st March, 2015).  Goodwill should be calculated on the 

basis of ‘average capital employed’ and not ‘actual capital employed’ as no trend 

is being observed in the previous years’ profits.  The average capital employed 

cannot be calculated in the absence of details about profits for the year ended 

31st March, 2015.  Since the current year’s profit has not been given in the 

question, goodwill has been calculated on the basis of capital employed as on 

31st March, 2015. 

Illustration 5 

The Balance Sheet of D Ltd. on 31st March, 2017 is as under: 

Liabilities ` Assets ` 

1,25,000 shares of ` 100 

each fully paid up 
 

1,25,00,000 
Goodwill 

Building 

10,00,000 

80,00,000 

Bank overdraft  

Trade Payables 

46,50,000 

52,75,000 

Machinery 

Inventory 

70,00,000 

80,00,000 

Provision for taxation 

Profit and loss account 

12,75,000 

  53,00,000 

Trade receivables (all 

considered good) 
50,00,000 

  

 2,90,00,000  2,90,00,000 

In 2000, when the company started its activities the paid up capital was the same.  

The Profit/Loss for the last five years is as follows: 

2012-2013: Loss (13,75,000), 2013-2014: Profit ` 24,55,000, 2014-2015: Profit  

` 29,25,000, 2015-2016: Profit ` 36,25,000, 2016-2017: Profit ` 42,50,000. 

Income-tax rate so far has been 40% and the above profits have been arrived at on 

the basis of such tax rate. From 2016-2017, the rate of income-tax should be taken 

at 45%.  10% dividend in 2013-2014, 2014-2015 and 15% dividend in 2015-2016 

and 2016-2017 has been paid.  Market price of this share on 31st March, 2017 is  

` 125.  With effect from 1st April, 2017, the Managing Directors remuneration will 
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be ` 20,00,000 instead of ` 15,00,000.  The company has secured a contract from 

which it can earn an additional ` 10,00,000 per annum for the next five years. 

Calculate the value of goodwill at 3 years purchase of super profit.  (For calculation 

of future maintainable profits weighted average is to be taken). 

Solution 

(i)  Future Maintainable Profit 

Year Profit (P) 
`  

Weight (W) Products (PW) 
`  

2013-2014 24,55,000 1 24,55,000 

2014-2015 29,25,000 2 58,50,000 

2015-2016 36,25,000 3 1,08,75,000 

2016-2017 42,50,000 4 1,70,00,000 

  10 3,61,80,000 

Weighted average annual profit (after tax)∗ = 
3,61,80,000

10
 

                = ` 36,18,000 

 

Weighted average annual profit before tax is  

36,18,000
100

×
60

 

60,30,000 

Less: Increase in Managing Director’s remuneration   (5,00,000) 

 55,30,000 

Add: Contract advantage   10,00,000 

 65,30,000 

Less: Tax @ 45% (29,38,500) 

Future maintainable profit   35,91,500 

(ii)  Average Capital Employed 

 ` `  

Assets   

Building  80,00,000 

                                                 

∗ Loss amounting ` 13,75,000 for the year 2012-2013 has not been considered in calculation of 

weighted average profit assuming that the loss was due to abnormal conditions. 

** Additional provision for taxation 5% of ` 70,83,333 (` 42,50,000/60%) has also been created 

assuming that the necessary rectification is being done in the financial statements for the year 

2016-2017. 
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Machinery  70,00,000 

Inventory  80,00,000 

Trade Receivables     50,00,000 

  2,80,00,000 

Liabilities   

 Bank Overdraft 46,50,000  

 Trade Payables 52,75,000  

 Provision for taxation 12,75,000  

 Additional provision for taxation**   3,54,167 (1,15,54,167) 

Capital employed at the end of the year  1,64,45,833 

Less: ½ profit after tax for the year  

  [(42,50,000-3,54,167)/2] 
  

 (19,47,917) 

Average capital employed  1,44,97,916 

(iii) Normal Profit 

Average dividend for the last four years  

10+10+15+15

4
 = 12.5 

 

Market Price of share =` 125  

Normal rate of return∗ =
12.5

×100
125

 = 10% 
 

Normal profit 10% of ` 1,44,97,916 ` 14,49,792 

(iv) Valuation of Goodwill 

 ` 

Future maintainable profit 

Less: Normal profit 

35,91,500 

(14,49,792) 

Super Profit   21,41,708 

Goodwill at 3 years’ purchase of super profits (` 21,41,708 x 3) 64,25,124 

 

  

                                                 

∗ Normal rate of return has been computed by dividend yield method. 
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Illustration 6 

Find out Leverage effect on Goodwill in the following case: 

(i) Current cost of capital employed  ` 10,40,000 

(ii) Profit earned after current cost adjustments ` 1,72,000 

(iii) 10% long term loan ` 4,50,000 

(iv) Normal rate of return:  

 On equity capital employed  15.6% 

 On long-term capital employed 13.5% 

Solution 

   `  

a Profit for equity fund after current cost adjustment   1,72,000 

b Profit (as per Long-term fund approach)   

  Profit for equity fund 1,72,000  

  Add: Interest on Long-term loan  

  (4,50,000 x 10%) 
    45,000 2,17,000 

c Current cost of capital employed (by Equity 

approach) 
 10,40,000 

d Capital employed as per Long-term fund approach   

 Current cost of capital employed (by Equity 

approach) 
10,40,000  

  Add: 10% Long term loan   4,50,000 14,90,000 

e Value of Goodwill   

 (A) By Equity Approach   

  Capitalised value of Profit as per equity 

  approach = 
1,72,000

×100
15.60

 

 
11,02,564 

  Less: Capital employed as per equity approach  (10,40,000) 

  Value of Goodwill        62,564 

 (B) By Long-Term Fund Approach   

  Capitalized value of Profit as per Long-term  16,07,407 
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 fund approach = 
2,17,000

×100
13.5

 

  Less: Capital employed as per Long-term fund 

   approach 
  

(14,90,000) 

  Value of Goodwill      1,17,407 

Leverage effect on Goodwill:  

Adverse Leverage effect on goodwill is ` 54,843 (i.e. ` 1,17,407 – ` 62,564).        

SUMMARY 

Goodwill is a thing which is not so easy to describe but in general words 

good-name, reputation and wide business connection which helps the 

business to earn more profits than the profit could be earned by a newly 

started business. The monetary value of the advantage of earning more 

profits is known as goodwill. Goodwill is an attractive force, which brings in 

customers to old place of business. Goodwill is an intangible but valuable 

asset.  

Future maintainable profit is ascertained taking either simple or weighted average 

of the past profits or by fitting trend line.  If the past profits do not have any 

definite trend, average is taken to arrive at the future maintainable profit.  If the 

past profits show increasing or decreasing trend, linear trend equation gives 

better estimation of the future maintainable profit.  If the past profits show 

increasing or decreasing trend, then more weights are given to the profit figures 

of the immediate past years and less weight to the profit figures of the furthest 

past. 

The following adjustments from past profits are generally made: 

(i) Elimination of abnormal loss arising out of strikes, lock-out, fire, etc. 

Profit/loss figures which contain abnormal loss should either be ignored or 

eliminated. Similarly, if there is any abnormal gain included in past profits 

that needs elimination. 

(ii) Interest/dividend or any other income from non-trading assets needs 

elimination because ‘capital employed’ used for valuation of goodwill 

comprises only of trading assets. 

(iii) If there is a change in rate of tax, tax charged at the old rate should be added 

back and tax should be charged at the new rate. 
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(iv) Effect of change in accounting policies should be neutralised to have profit 

figures which are arrived at on the basis of uniform policies. 

TEST YOUR KNOWLEDGE 

MCQs 

1.  Liquidation value is also called 

(a)  NRV  

(b)  Breakup value. 

(c) Exit value. 

(d)  Replacement value. 

2.  Replacement value is also known as  

(a)  Current cost. 

(b)  Breakup value. 

(c) Exit value. 

(d)  Recoverable value. 

3.  Recoverable (amount) value is  

(a)  same as Current cost. 

(b)  Value in use. 

(c)  Higher of the net selling price and value in use. 

(d)  Lower of the net selling price and value in use. 

4. Capital employed by X Ltd. ` 17,00,000, Future maintainable profit ` 3,50,000, 

Normal rate of return 15%, Super profit can be maintained for 5 years. 

Goodwill is  

(a) 4,75,000. 

(b)  4,50,000. 

(c) 5,00,000. 

(d) 2,50,000. 

5. Non-trading assets are ignored while computing capital employed because 

(a) Surplus fund invested outside the business does not influence the future 

maintainable profit. 
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(b)  They are not the part of the business assets. 

(c) It is difficult to estimate its realizable value. 

(d)  There is no generation of revenue from it. 

Theoretical Questions  

Question 1  

Explain significant measurement bases in brief.  

Question 2 

What is meant by Capital Employed? 

Practical Problems 

Question 1 

Find out the average capital employed of ND Ltd. from its summarized Balance 

Sheet as at 31st March, 2017: 

Liabilities (` in lakhs) Assets (` in lakhs) 

Share Capital:  Fixed Assets:  

Equity shares of ` 10 each 50.00 Land and buildings 25.00 

9% Preference shares fully 

paid up 
10.00 Plant and machinery 80.25 

Reserve and Surplus:  Furniture and fixture 5.50 

General reserve 12.00 Vehicles 5.00 

Profit and Loss 30.40 Investments 10.00 

Secured loans:  Inventory 6.75 

16% Debentures 5.00 Trade Receivables 4.90 

16% Term loan 18.00 Cash and bank  10.40 

Cash credit 13.30   

Trade Payables  2.70   

Provision for taxation 6.40    

 147.80  147.80 

Non-trade investments were 20% of the total investments. 

Balances as on 1.4.2016 to the following accounts were:  
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Profit and Loss account ` 8.20 lakhs, General reserve ` 6.50 lakhs.  

Question 2 

The summarized Balance Sheet of R Ltd. for the year ended on 31st March, 2013, 

2014 and 2015 are as follows: 

 (` in thousands) 

Liabilities 31.3.2013 31.3.2014 31.3.2015 

3,20,000 equity shares of ` 10 each, fully 

paid  
3,200 3,200 3,200 

General reserve 2,400 2,800 3,200 

Profit and Loss account 280 320 480 

Trade Payables 1,200 1,600 2,000 

 7,080 7,920 8,880 

Assets    

Goodwill 2,000 1,600 1,200 

Building and Machinery less, depreciation 2,800 3,200 3,200 

Inventory 2,000 2,400 2,800 

Trade Receivables 40 320 880 

Bank balance 240 400 800 

 7,080 7,920 8,880 

Additional information: 

(a) Actual valuations were as under: 

Building and machinery less, 

depreciation  
3,600 4,000 4,400 

Inventory 2,400 2,800 3,200 

Net profit (including opening balance 

after writing off depreciation, goodwill, 

tax provision and transferred to 

general reserve) 

 

 

840 

 

 

1,240 

 

 

1,640 

(b) Capital employed in the business at market value at the beginning of 2012-13 

was `  73,20,000 which included the cost of goodwill. The normal annual 
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return on average capital employed in the line of business engaged by R Ltd. 

is 12½%. 

(c) The balance in the general reserve on 1st April, 2012 was `  20 lakhs. 

(d) The goodwill shown on 31.3.2013 was purchased on 1.4.2012 for `  20 lakhs 

on which date the balance in the Profit and Loss account was `  2,40,000. Find 

out the average capital employed in each year. 

(e) Goodwill is to be valued at 5 year’s purchase of Super profit (Simple average 

method). Find out the total value of the business as on 31.3.2015.  

ANSWERS/ HINTS 

MCQs  

[1. (b), 2. (a), 3. (c); 4. (a); 5. (a)] 

Theoretical Questions 

Answer 1 

Main Measurement bases are: Historical cost.; Current cost; Realizable (settlement) 

value; Present value.  

Answer 2 

Capital employed means Total Assets Minus non-trading assets i.e. assets not 

used in the business Minus miscellaneous expenditure and losses Minus all 

outside liabilities. 

Practical Problems 

Answer 1 

Computation of Average Capital employed 

 (` in lakhs) 

Total Assets as per Balance Sheet  147.8 

Less: Non-trade investments (20% of ` 10 lakhs)      (2.00) 

  145.80 

Less: Outside Liabilities:   

 16% Debentures 5.00  

 16% Term Loan 18.00  

 Cash Credit 13.30  
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 Trade Payables  2.70  

 Provision for Taxation 6.40   (45.40) 

Capital Employed as on 31.03.2017  100.40 

Less: ½ of profit earned:   

 Increase in Reserve balance 5.50  

 Increase in Profit & Loss A/c 22.20  

  27.70   

 50% of Total  13.85 

Average capital employed  86.55 

Answer 2 

Total value of business `  

Total net Asset as on 31.3.2015 84,80,000 

Less: Goodwill as per Balance Sheet (12,00,000) 

Add: Goodwill as calculated in Working Note 2    41,12,500 

Value of Business 1,13,92,500 

Working Notes:  

1. Capital Employed at the end of each year 

 31.3.2013 

`  

31.3.2014 

`  

31.3.2015 

`  

Goodwill 20,00,000 16,00,000 12,00,000 

Building and Machinery (Revaluation) 36,00,000 40,00,000 44,00,000 

Inventory (Revalued) 24,00,000 28,00,000 32,00,000 

Trade Receivables 40,000 3,20,000 8,80,000 

Bank Balance 2,40,000 4,00,000 8,00,000 

Total Assets 82,80,000 91,20,000 104,80,000 

Less: Trade Payables (12,00,000) (16,00,000) (20,00,000) 

Closing Capital 70,80,000 75,20,000 84,80,000 

Add: Opening Capital   73,20,000   70,80,000  75,20,000 

Total 1,44,00,000 1,46,00,000 1,60,00,000 

Average Capital 72,00,000 73,00,000 80,00,000 

© The Institute of Chartered Accountants of India



 

 

13.37 

 
VALUATION OF GOODWILL 

 Since the goodwill has been purchased, it is taken as a part of Capital 

employed. 

2. Valuation of Goodwill 

(i) Future Maintainable Profit 31.3.2013 31.3.2014 31.3.2015 

 Net Profit as given  8,40,000 12,40,000 16,40,000 

 Less: Opening Balance  (2,40,000) (2,80,000) (3,20,000) 

 Adjustment for Valuation of Opening 

Inventory 
- (4,00,000) (4,00,000) 

 Add: Adjustment for Valuation of 

closing inventory 
4,00,000 4,00,000 4,00,000 

  Goodwill written off - 4,00,000 4,00,000 

  Transferred to General Reserve 4,00,000 4,00,000 4,00,000 

 Future Maintainable Profit 14,00,000 17,60,000 21,20,000 

 Less: 12.50% Normal Return (9,00,000) (9,12,500) (10,00,000) 

(ii) Super Profit 5,00,000 8,47,500 11,20,000 

(iii) Average Super Profit = ` (5,00,000+8,47,500+11,20,000)÷3 = ` 8,22,500 

(iv) Value of Goodwill at five years’ purchase= ` 8,22,500 × 5 = ` 41,12,500. 

 

© The Institute of Chartered Accountants of India



  

 

CONSOLIDATED FINANCIAL  

STATEMENTS 
 

 

 

 

 

 

 

 

 

LEARNING OUTCOMES 
After studying this chapter, you will be able to:  

 Understand Concept of Group, Holding Company and 

Subsidiary Company. 

 Apply the Consolidation procedure for consolidation of 

Financial Statements of subsidiaries with the holding 

companies. 

 Prepare the consolidated financial statements and solve 

related problems. 

 

 

CHAPTER 14 
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CHAPTER OVERVIEW 

 

1 CONCEPT OF GROUP, HOLDING COMPANY AND 

SUBSIDIARY COMPANY 

It is an era of business growth. Many organizations are growing into large 

corporations by the process of acquisition, mergers, gaining control by one 

company over the other company, restructuring etc.  Acquisition and mergers 

ultimately lead to either cost reduction or controlling the market or sharing the 

material supplies or product diversification or availing tax benefits or synergy. 

Whatever the motto behind these ventures is, the ultimate result is the large scale 

corporation. Formation of holding company is the most popular device for 

achieving these objectives. 

Group of companies Many a times, company expands by keeping intact their 

separate corporate identity. In this situation, a company (holding company) gains 

control over the other company (subsidiary company). This control is exercised by 

one company over the other by-  

Concept of 
Group, 
Holding 

Company 
and 

Subsidiary 
Company)

Purpose and 
methos of 
preparing 

consolidate
d financial 
statements

Component
s of 

Consolidate
d Financial 
Statements

Calculation 
of Goodwill/

Capital 
Reserve

Minority 
Interests;  
Profit or 
Loss of 

Subsidiary 
Company

Elimination of 
Intra-Group 

Transactions and 
other Adjustments
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1.  Purchasing specified number of shares i.e. ownership through voting power 

of that company or  

2.  Exercising control over the board of directors.  

The companies connected in these ways are collectively called as a Group of 

Companies. 

Holding Company and Subsidiary Company have also been defined in Section 2 

of the Companies Act, 2013. 

Holding company 

As per Section 2(46) of the Companies Act, 2013, 

“Holding company”, in relation to one or more other companies, means a 

company of which such companies are subsidiary companies. 

It may be defined as one, which has one or more subsidiary companies and 

enjoys control over them. Legally a holding company and its subsidiaries are 

distinct and separate entities. However, in substance holding and subsidiary 

companies work as a group. Accordingly, users of holding company’s accounts 

need financial information of subsidiaries also to understand the performance 

and financial position of the group (i.e. holding company and subsidiaries on a 

combined basis). 

Subsidiary Company  

Section 2(87) of the Companies Act, 2013 defines “subsidiary company” as a 

company in which the holding company - 

(i)  controls the composition of the Board of Directors; or 

(ii)  exercises or controls more than one-half of the total share capital either at its 

own or together with one or more of its subsidiary companies:  

A company shall be deemed to be a subsidiary company of the holding company 

even if there is indirect control through the subsidiary company (ies). 

The control over the composition of a subsidiary company’s Board of Directors 

means exercise of some power to appoint or remove all or a majority of the 

directors of the subsidiary company. 

Total share capital , as mentioned in section 2(87) (ii) above, has been further 

clarified by the Rule 2(1)(r) of the Companies (Specification of Definitions Details) 

Rules, 2016.  As per the Rule, total share capital includes  

(a) paid up equity share capital; and 
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(b) convertible preference share capital. 

Section 19 of the Companies Act, 2013 prohibits a subsidiary company from 

holding shares in the holding company.  According to this section, no company 

shall, either by itself or through its nominees, hold any shares in its holding 

company and no holding company shall allot or transfer its shares to any of its 

subsidiary companies and any such allotment or transfer of shares of a company 

to its subsidiary company shall be void. 

However, a subsidiary may continue to be a member of its holding company 

when  

(a)  the subsidiary company holds such shares as the legal representative of a 

deceased member of the holding company; or 

(b)  the subsidiary company holds such shares as a trustee; or 

(c)  the subsidiary company is a shareholder even before it became a subsidiary 

company of the holding company.   

The subsidiary company shall have a right to vote at a meeting of the holding 

company only in respect of the shares held by it as a legal representative or as a 

trustee, as mentioned above in point (a) and (c).  

2 WHOLLY OWNED AND PARTLY OWNED SUBSIDIARIES 

S.No. Wholly owned subsidiary company Partly owned subsidiary company 

1. A wholly owned subsidiary 

company is one in which all the 

shares are owned by the holding 

company. 

In a partly owned subsidiary, all 

the shares of subsidiary company 

are not acquired by the holding 

company i.e. only the majority of 

shares (i.e., more than 50%) are 

owned by the holding company. 

2. 100% voting rights are vested by 

the holding company. 

Voting rights of more than 50% 

but less than 100% are vested by 

the holding company. 

3. There is no minority interest 

because all the shares with voting 

rights are held by the holding 

company.   

There is a minority interest 

because less than 50% shares with 

voting rights are held by outsiders 

other than the holding company. 
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3 PURPOSE OF PREPARING THE CONSOLIDATED 

FINANCIAL STATEMENTS 

Section 129 (Clause 3) of the Companies Act, 2013 mandated the companies 

having one or more subsidiaries, to prepare Consolidated Financial Statements. 

According to this section, where a company has one or more subsidiaries, it shall, 

in addition to separate financial statements will prepare a consolidated financial 

statement of the company and of all the subsidiaries in the same form and 

manner as that of its own.   

It shall also attach along with its financial statements, a separate statement 

containing the salient features of the financial statement of its subsidiary or 

subsidiaries in the prescribed form.  

For the purpose of section 129, ‘subsidiary’ includes ‘Associate company’ and 

‘Joint venture’ which means that the company would be required to prepare 

consolidated financial statements including associate/ joint venture even if there 

is no subsidiary of a company. 

Consolidated financial statements are the financial statements of a ‘group’ 

presented as those of a single enterprise, where a ‘group’ refers to a parent and 

all its subsidiaries. Parent company needs to inform the users about the financial 

position and results of operations of not only of their enterprise itself but also of 

the group as a whole.  For this purpose, consolidated financial statements are 

prepared and presented by a parent/holding enterprise to provide financial 

information about a parent and its subsidiary(ies) as a single economic entity.  

Consolidated Financial Statements are intended to show the financial position of 

the group as a whole - by showing the economic resources controlled by them, 

by presenting the obligations of the group and the results the group achieves 

with its resources.   

Where a company is required to prepare Consolidated Financial Statements, the 

company shall mutatis mutandis follow the requirements of the Schedule III as 

applicable to a company in the preparation of consolidated financial statements.   

Accounting Standard (AS) 21 also lays down the accounting principles and 

procedures for preparation and presentation of consolidated financial statements.  
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4 EXCLUSION FROM PREPARATION OF CONSOLIDATED 

FINANCIAL STATEMENTS 

As per AS 21, a subsidiary should be excluded from consolidation when: 

(a)  control is intended to be temporary because the subsidiary is acquired and 

held exclusively with a view to its subsequent disposal in the near future; or 

(b)  it operates under severe long-term restrictions which significantly impair its 

ability to transfer funds to the parent. 

In consolidated financial statements, investments in such subsidiaries should be 

accounted for in accordance with AS 13 ‘Accounting for Investments’. The reasons 

for not consolidating a subsidiary should be disclosed in the consolidated 

financial statements. 

However, if the relevant investment is acquired without an intention to its 

subsequent disposal in near future, and subsequently, it is decided to dispose off 

the investments, such an investment is not excluded from consolidation, until the 

investment is actually disposed off.  

Conversely, if the relevant investment is acquired with an intention to its 

subsequent disposal in near future, but, due to some valid reasons, it could not 

be disposed off within that period, the same will continue to be excluded from 

consolidation, provided there is no change in the intention. 

Exclusion of a subsidiary from consolidation on the ground that its business 

activities are dissimilar from those of the other enterprises within the group is not 

justified because better information is provided by consolidating such subsidiaries 

and disclosing additional information in the consolidated financial statements 

about the different business activities of subsidiaries.  For example, the 

disclosures required by AS 17 ‘Segment Reporting’, help to explain the 

significance of different business activities within the group. 

5  ADVANTAGES OF CONSOLIDATED FINANCIAL 

STATEMENTS  

As per AS 21, “Consolidated financial statements are the financial statements of a 

group presented as those of a single enterprise”.  
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Advantages of Consolidation 

 

The main advantages of consolidation are given below: 

(i) Single Source Document: From the consolidated financial statements, the 

users of accounts can get an overall picture of the holding company and its 

subsidiaries. Consolidated Profit and Loss Account gives the overall 

profitability of the group. 

(ii) Intrinsic value of share: Intrinsic share value of the holding company can be 

calculated directly from the Consolidated Balance Sheet. 

(iii) Acquisition of Subsidiary: The Minority Interest data of the Consolidated 

Financial Statement indicates the amount payable to the outside shareholders 

of the subsidiary company at book value which is used as the starting point 

of bargaining at the time of acquisition of a subsidiary by the holding 

company. 

(iv) Evaluation of Holding Company in the market: The overall financial health 

of the holding company can be judged using Consolidated Financial 

Statements. Those who want to invest in the shares of the holding company 

or acquire it, need such consolidated statement for evaluation. 

Acquisition 
of 

Subsidiary

Evaluation 
of Holding 

Company in 
the market

Intrinsic 
value of 

share

Single 
Source 

Document

Advantages of 

Consolidation 
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6.  COMPONENTS OF CONSOLIDATED FINANCIAL 

STATEMENTS 

Accounting Standard 21, ‘Consolidated Financial Statements’ should be applied in 

the preparation and presentation of consolidated financial statements for a group 

of enterprises under the control of a parent. As per AS 21, consolidated financial 

statements normally include Consolidated Balance Sheet; Consolidated Statement 

of Profit and Loss Account; Consolidated Cash Flow Statement (in case parent 

presents cash flow statement) and Notes and statements and explanatory 

schedules that form the integral part thereof. 

 

♦ The consolidated financial statements are presented to the extent possible in 

the same format as that adopted by the parent for its separate financial 

statements. 

All the notes appearing in the separate financial statements of the parent 

enterprise and its subsidiaries need not be included in the notes to the 

consolidated financial statement.  For preparing consolidated financial 

statements, the following principles may be observed in respect of notes and 

other explanatory material that form an integral part thereof: 

(a)  Notes which are necessary for presenting a true and fair view of the 

consolidated financial statements are included in the consolidated financial 

statements as an integral part thereof. 

(b)  Only the notes involving items which are material need to be disclosed.  
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Materiality for this purpose is assessed in relation to the information 

contained in consolidated financial statements.  In view of this, it is possible 

that certain notes which are disclosed in separate financial statements of a 

parent or a subsidiary would not be required to be disclosed in the 

consolidated financial statements when the test of materiality is applied in 

the context of consolidated financial statements. 

(c)  Additional statutory information disclosed in separate financial statements of 

the subsidiary and/or a parent having no bearing on the true and fair view of 

the consolidated financial statements need not be disclosed in the 

consolidated financial statements. 

In addition, the consolidated financial statements shall disclose the information as 

per the requirements specified in the applicable Accounting Standards including 

the following:  

(i)  Profit or loss attributable to “minority interest” and to owners of the parent in 

the statement of profit and loss shall be presented as allocation for the period.  

(ii)  “Minority interests” in the balance sheet within equity shall be presented 

separately from the equity of the owners of the parent. 

Schedule III to the Companies Act, 2013 contains the ‘General Instructions for 

Preparation of Consolidated Financial Statements’.  Students are advised to refer 

the same from Schedule III to the Companies Act, 2013.  

7. CONSOLIDATION PROCEDURES 

Rule 6 of the Companies (Accounts) Rules, 2014 states that the manner of 

consolidation of financial statements of the company shall be in accordance with 

the provisions of Schedule III of the Act and the applicable accounting standards.  

AS 21, lays down the procedure for consolidation of financial statements of the 

companies within the group.   

When preparing consolidated financial statements, the individual balances of the 

parent and its subsidiaries are combined or consolidated on a line-by-line basis, 

and then certain consolidation adjustments are made.  

For example, the cash, trade receivables and prepayments of the parent and each 

subsidiary are added together to arrive at the cash, trade receivables and 

prepayments of the group, before consolidation adjustments are made.  

The objective is that the consolidated financial statements should present the 

information contained in the consolidated financial statements of a parent and its 
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subsidiaries as if they were the financial statements of a single economic entity.   

The various steps involved in the consolidation process are as follows: 

1. the carrying amount of the parent’s investment in each subsidiary and the 

parent’s portion of equity of each subsidiary are eliminated.  In case cost of 

acquisition exceeds or is less than the acquirer’s interest, goodwill or capital 

reserve is calculated retrospectively. 

2. intragroup transactions, including sales, expenses and dividends, are 

eliminated, in full; 

3. unrealised profits resulting from intragroup transactions that are included in 

the carrying amount of assets, such as inventory and fixed assets, are 

eliminated in full; 

4. unrealised losses resulting from intragroup transactions that are deducted in 

arriving at the carrying amount of assets are also eliminated unless cost 

cannot be recovered; 

5. minority interest in the net income of consolidated subsidiaries for the 

reporting period are identified and adjusted against the income of the group 

in order to arrive at the net income attributable to the owners of the parent; 

and 

6. minority interests in the net assets of consolidated subsidiaries are identified 

and presented in the consolidated balance sheet separately from liabilities 

and the parent shareholders’ equity. 

8. CALCULATION OF GOODWILL/CAPITAL RESERVE (COST 

OF CONTROL) 

As on the date of investment, the cost of investment and the equity in the 

subsidiary needs to be calculated.  AS 21 defines equity as the ‘residual interest in 

the assets of an enterprise after deducting all its liabilities.’ In other words, it is 

equal to the net worth of the enterprise.  

Once the above is calculated, goodwill or capital reserve is calculated as under: 

Goodwill = Cost of Investment - Parent’s share in the equity of the subsidiary on 

date of investment 

Capital Reserve = Parent’s share in the equity of the subsidiary on date of 

investment – Cost of investment 
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The parent’s portion of equity in a subsidiary, at the date on which investment is 

made, is determined on the basis of information contained in the financial 

statements of the subsidiary as on the date of investment.  

However, if the financial statements of a subsidiary as on the date of investment 

are not available and if it is impracticable to draw the financial statements of the 

subsidiary as on that date, financial statements of the subsidiary for the 

immediately preceding period are used as a basis for consolidation.  

Adjustments are made to these financial statements for the effects of significant 

transactions or other events that occur between the date of such financial 

statements and the date of investment in the subsidiary.  

It may be mentioned that positive or negative differential is separately recognised 

only in purchase method. This differential calculated as cost of control is shown in 

the consolidated balance sheet. 

Example: 

1.  H Ltd. acquires 70% of the equity shares of S Ltd. on 1.1.2017.  On that date, 

paid up capital of S Ltd. was 10,000 equity shares of ` 10 each; accumulated 

reserve balance was ` 1,00,000.  H Ltd. paid ` 1,60,000 to acquire 70% interest 

in the S Ltd. Assets of S Ltd. were revalued on 1.1.2017 and a revaluation loss 

of ` 20,000 was ascertained. The book value of shares of S Ltd. is calculated 

as shown below: 

 ` 

70% of the Equity Share Capital ` 1,00,000  70,000 

70% of Accumulated Reserve ` 1,00,000 70,000 

70% of Revaluation Loss ` 20,000 (14,000) 

 1,26,000 

So, H Ltd. paid a positive differential of ` 34,000 i.e. ` (1,60,000 – 1,26,000).  

This differential is called goodwill and is shown in the balance sheet under 

the head intangibles. 

2.  A Ltd. acquired 70% interest in B Ltd. on 1.1.2017. On that date, B Ltd. had 

paid-up capital of `1,00,000 consisting of 10,000 equity shares of ` 10 each 

and accumulated balance in reserve and surplus of ` 1,00,000. On that date, 

assets and liabilities of B Ltd. were also revalued and revaluation profit of  

` 20,000 was calculated. A Ltd. paid ` 1,30,000 to purchase the said interest. 
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In this case, the book value of Shares of B Ltd. is calculated as shown below: 

 ` 

70% of the Equity Share Capital `1,00,000 70,000 

70% of Reserves and Surplus ` 1,00,000 70,000 

70% of Revaluation Profit ` 20,000    14,000 

 1,54,000 

In this case, H Ltd. enjoyed negative differential of `24,000 i.e. (1,54,000 – 

1,30,000) which is called as presented as capital reserve. 

Illustration 1 

Exe Ltd. acquires 70% of equity shares of Zed Ltd. as on 31st March, 2017 at a cost 

of ` 70 lakhs. The following information is available from the balance sheet of Zed 

Ltd. as on 31st March, 2017: 

 ` in lakhs 

Fixed Assets 120 

Investments  55 

Current Assets 70 

Loans & Advances 15 

15% Debentures 90 

Current Liabilities 50 

The following revaluations have been agreed upon (not included in the above 

figures): 

 Fixed Assets Up by 20% 

 Investments Down by 10% 

Zed Ltd. declared and paid dividend @ 20% on its equity shares as on 31st March, 

2017. Exe Ltd. purchased the shares of Zed Ltd. @ `20 per share. 

Calculate the amount of goodwill/capital reserve on acquisition of shares of Zed 

Ltd. 

Solution 

Revalued net assets of Zed Ltd. as on 31st March, 2017 

 ` in lakhs ` in lakhs 

Fixed Assets [120 X 120%]  144.0 
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Investments [55 X 90%]  49.5 

Current Assets  70.0 

Loans and Advances     15.0 

Total Assets after revaluation  278.5 

Less: 15% Debentures 90.0  

         Current Liabilities 50.0 (140.0) 

Equity / Net Worth    138.5 

Exe Ltd.’s share of net assets (70% of 138.5)  96.95 

Exe Ltd.’s cost of acquisition of shares of Zed Ltd.   

(`70 lakhs – `7 lakhs*)    63.00 

Capital reserve    33.95 

* Total Cost of 70 % Equity of Zed Ltd    ` 70 lakhs 

Purchase Price of each share      ` 20  

Number of shares purchased [70 lakhs /` 20]  3.5 lakhs 

Dividend @ 20 % i.e. ` 2 per share     ` 7 lakhs 

Since dividend received is for pre-acquisition period, it has been reduced from 

the cost of investment in the subsidiary company.  

Illustration 2 

Variety Ltd. holds 46% of the paid-up share capital of VR Ltd. The shares were 

acquired at a market price of ` 17 per share. The balance of shares of VR Ltd. are 

held by a foreign collaborating company. A memorandum of understanding has 

been entered into with the foreign company providing for the following: 

(a) The shares held by the foreign company will be sold to Variety Ltd. The price 

per share will be calculated by capitalising the yield at 15%. Yield, for this 

purpose, would mean 40% of the average of pre-tax profits for the last 3 years, 

which were ` 30 lakhs, ` 40 lakhs and ` 65 lakhs. 

(b) The actual cost of the shares to the foreign company was ` 5,40,000 only. The 

profit that would accrue to them would be taxable at an average rate of 30%. 

The tax payable will be deducted from the proceeds and Variety Ltd. will pay it 

to the Government. 

(c) Out of the net consideration, 50% would be remitted to the foreign company 

immediately and the balance will be an unsecured loan repayable after two years. 

© The Institute of Chartered Accountants of India



  

 

14.14 ADVANCED ACCOUNTING 

The above agreement was approved by all concerned for being given effect to on 

1.4.2017.  The total assets of VR Ltd. as on 31.3.2017 was ` 1,00,00,000. It was 

decided to write down fixed assets by ` 1,75,000. Current liabilities of VR Ltd. as on 

the same date were ` 20,00,000. The paid-up share capital of VR Ltd. was  

` 20,00,000 divided into 2,00,000 equity shares of ` 10 each. 

Find out goodwill/capital reserve to Variety Ltd. on acquiring wholly the shares of 

VR Ltd. 

Solution 

(1) Computation of purchase consideration: 

(a) 
Yield of VR Ltd.: 

 
  

40 30 + 40 +65
 × 

100 3
 ` 18 Lakhs 

(b) Price per share of VR Ltd.  

 
Capitalised yield 

 
  

18 lakhs

0.15
 ` 120 lakhs 

 Total number of shares of VR Ltd 2 lakhs 

 Price per share (120 /2) ` 60 

(c) Purchase consideration for 54% shares in VR Ltd.  

(2 lakhs ×
54

100
 × ` 60) 

 

` 64.80 lakhs 

(d) Discharge of purchase consideration:  

 Tax deducted at source (` 64.80 lakhs – ` 5.40 lakhs) 

×
30

100
 

 

` 17.82 lakhs 

 50% of purchase consideration (net of tax) in cash 

`(64.80–17.82) x 50% 

` 23.49 lakhs 

 Balance – Unsecured Loan ` 23.49 lakhs 

(2) Goodwill/Capital Reserve to Variety Ltd.: 

 ` in lakhs 

Total Assets  100.00 

Less: Reduction in value of Fixed Assets   (1.75) 

  98.25 

Less: Current Liabilities  (20.00) 

Net Assets  78.25 
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Purchase consideration (refer section 1) 64.80  

Investments (Total no of shares X % share held X 

Acquisition price) [2 lakhs X 46 % X ` 17] 

 15.64 (80.44) 

Goodwill (Investment less purchase consideration)      2.19 

   

9. MINORITY INTERESTS 

Minority interest is that part of the net results of operations and of net assets of a 

subsidiary attributable to interests which are not owned, directly or indirectly 

through subsidiaries, by the holding (parent) company.  

In short, minority interest represents the claims of the outside shareholders of a 

subsidiary. Minority interests in the net income of consolidated subsidiaries for 

the reporting period are identified and adjusted against the income of the group 

in order to arrive at the net income attributable to the shareholders of the 

holding company. 

Minority interest in the income of the group should be separately presented. 

The losses applicable to the minority in a consolidated subsidiary may exceed the 

minority interest in the equity of the subsidiary. The excess, and any further losses 

applicable to the minority, are adjusted against the majority interest except to the 

extent that the minority has a binding obligation to, and is able to make good the 

losses. If the subsidiary subsequently reports profit, all such profits are allocated 

to the majority interest until the minority’s share of losses previously absorbed by 

the majority has been recovered. 

As per para 13(e) of AS 21, minority interests in the net assets of consolidated 

subsidiaries should be identified and presented in the consolidated balance sheet 

separately from liabilities and the equity of the parent’s shareholders. Minority 

interests in the net assets consist of: 

(i) the amount of equity attributable to minorities at the date on which 

investment in a subsidiary is made; and 

(ii) the minorities share of movements in equity since the date the parent-

subsidiary relationship came in existence. 

10. PROFIT OR LOSS OF SUBSIDIARY COMPANY 

The losses applicable to the minority in a consolidated subsidiary may exceed the 

minority interest in the equity of the subsidiary. The excess, and any further losses 
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applicable to the minority, are adjusted against the majority interest except to the 

extent that the minority has a binding obligation to, and is able to, make good 

the losses. If the subsidiary subsequently reports profits, all such profits are 

allocated to the majority interest until the minority’s share of losses previously 

absorbed by the majority has been recovered. 

For the purpose of consolidated balance sheet preparation, all reserves and 

profits (or losses) of subsidiary company should be classified into pre and post-

acquisition reserves and profits (or losses). 

Profits (or losses) earned (or incurred) by subsidiary company upto the date of 

acquisition of the shares by the holding company are pre acquisition or capital 

profits (or loss).  

Similarly, all reserves of subsidiary company upto the date of acquisition are capital 

reserves from the view point of holding company. If the holding interest in subsidiary 

is acquired during the middle or some other period of the current year, pre-

acquisition profit should be calculated accordingly. 

The minority interest in the reserves and profits (or losses) of subsidiary company 

should be transferred to minority interest account which will also include share 

capital of subsidiary company held by outsiders / minority shareholders.  

Minority Interest 

 = Share Capital of subsidiary related to outsiders + Minority interest in 

reserves and profits of subsidiary company 

The holding company’s interest in the pre-acquisition reserves and profits (or 

losses) should be adjusted against cost of control to find out goodwill or capital 

reserve on consolidation. The reserves and profits (or loss) of subsidiary company, 

representing holding company’s interest in post-acquisition or revenue reserves 

and profits (or losses), should be added to the reserves and profits (or losses) of 

holding company. 

Illustration 3 

A Ltd. acquired 70% of equity shares of B Ltd. on 1.4.2010 at cost of ` 10,00,000 

when B Ltd. had an equity share capital of ` 10,00,000 and reserves and surplus of 

` 80,000.  In the four consecutive years, B Ltd. fared badly and suffered losses of  

` 2,50,000, ` 4,00,000, ` 5,00,000 and ` 1,20,000 respectively.  Thereafter in 2014-

15, B Ltd. experienced turnaround and registered an annual profit of ` 50,000.  In 

the next two years i.e. 2015-16 and 2016-17, B Ltd. recorded annual profits of  

` 1,00,000 and ` 1,50,000 respectively.  Show the minority interests and cost of 

control at the end of each year for the purpose of consolidation. 
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Solution 

The losses applicable to the minority in a consolidated subsidiary may exceed the 

minority interest in the equity of the subsidiary. The excess, and any further losses 

applicable to the minority, are adjusted against the majority interest except to the 

extent that the minority has a binding obligation to, and is able to, make good 

the losses. If the subsidiary subsequently reports profits, all such profits are 

allocated to the majority interest until the minority's share of losses previously 

absorbed by the majority has been recovered.  Accordingly, 

Year Profit/(Loss) Minority 

Interest 

(30%) 

Additional 

Consolidated 

P & L (Dr.) Cr. 

Minority's Share 

of losses borne by 

A Ltd. 

Cost of 

Control 

    `  Balance  

At the time of 

acquisition in 

2010 

  

3,24,000 

(W.N.) 

-    

2010-11 (2,50,000) (75,000) (1,75,000)   2,44,000 

(W.N.) 

Balance  2,49,000     

2011-12 (4,00,000) (1,20,000) (2,80,000)   2,44,000 

Balance  1,29,000     

2012-13 (5,00,000) (1,50,000) (3,50,000)   2,44,000 

  

Loss of 

minority 

borne by 

Holding Co. 

(21,000)     

21,000 (21,000) 21,000 21,000  

Balance  Nil (3,71,000)    

2013-14 (1,20,000) 

Loss of 

minority 

borne by 

Holding Co. 

(36,000) 

 

36,000 

(84,000) 

 

(36,000) 

 

 

 

36,000 

 

 

57,000 

2,44,000 

Balance  Nil (1,20,000)    

2014-15 50,000 15,000 

 

35,000 

 

 

 

 

 

2,44,000 

 

 

 

 

Profit share 

of minority 

adjusted 

against 

(15,000) 

 

 

 

15,000 

 

 

 

(15,000) 42,000  
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Balance 

losses of 

minority 

absorbed 

by Holding 

Co. 

 

 

Nil 

 

 

50,000 

2015-16 1,00,000 - 

 

1,00,000 (30,000) 12,000 2,44,000 

Balance  Nil     

2016-17 1,50,000 45,000 1,05,000 (12,000) Nil 2,44,000 

  (12,000)  12,000    

Balance  33,000 1,17,000    

Working Note: 

Calculation of Minority interest and Cost of control on 1.4.2010 

  Share of Holding Co. Minority Interest 

 100% 70% 30% 

 (` ) (` ) (` ) 

Share Capital  10,00,000 7,00,000 3,00,000 

Reserve 80,000       56,000    24,000 

  7,56,000 3,24,000 

Less: Cost of investment  (10,00,000)  

Goodwill      2,44,000  

11. REVALUATION OF ASSETS OF SUBSIDIARY COMPANY 

Profit or loss on revaluation of fixed assets of subsidiary should also be treated as 

capital profit or loss.  But if the fall in the value of the asset occurs after the date 

of acquisition, the loss should be treated as revenue loss. Adjustment for 

depreciation would be made in the profit and loss account of the subsidiary. 

Depreciation on changed value of the assets shall be given effect to. Depreciation 

on revalued assets will be taken as capital or revenue depending on the period 

for which the depreciation belongs to. 

12. DIVIDEND RECEIVED FROM SUBSIDIARY COMPANIES 

The holding company, when it receives a dividend from a subsidiary company, 

must distinguish between the part received out of capital profits and that out of 

revenue profits - the former is credited to Investment Account, it being a capital 
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receipt, and the later is adjusted as revenue income for being credited to the 

Profit & Loss Account. It must be understood that the term ‘capital profit’, in this 

context, apart from the generic meaning of the term, connotes profit earned by 

the subsidiary company till the date of acquisition. As a result, profits which may 

be of revenue nature for the subsidiary company may be capital profits so far as 

the holding company is concerned. If the controlling interest was acquired during 

the course of a year, profit for that year must be apportioned into the pre-

acquisition and post-acquisition portions, on the basis of time in the absence of 

information on the point. 

Treatment in case of post-acquisition dividend 

 

Treatment in case of pre-acquisition dividend 

 

 

Post acquisition dividend

Accounted by 
the subsidiary

No further 
adjustment 

required

Not accounted 
by the subsidiary

Adjusted at the 
time of 

consolidation

In the books of 
the holding 
company

Account for by 
crediting P&L A/c 

of the holding 
company

Accounted by holding 
company

If correctly accounted as 
reduction to the cost of 

investment

No further adjustment 
required

If wrongly accounted by 
crediting to P&L A/c

Reverse the entry 
passed

Not accounted by 
holding company

Adjust the same at the 
time of consolidation

Account for as reduction 
to cost of investment

Not accounted by 
subsidiary company

Adjust the same at the 
time of consolidation

Reduce the pre-
acquisition profit of 
subsidiary and then 

distribute it into holding 
and minority interest

Also reduce the cost of 
investment
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Illustration 4 

H Ltd. acquired 3,000 shares in S Ltd., at a cost of `4,80,000 on 1.7.2016. The 

capital of S Ltd. consisted of 5,000 shares of ` 100 each fully paid. The Profit & Loss 

Account of this company for 2016 showed an opening balance of `1,25,000 and 

profit for the year was ` 3,00,000. At the end of the year, it declared a dividend of 

40%.  Record the entry in the books of H Ltd., in respect of the dividend. 

Assume calendar year as financial year. 

Solution 

The profits of S Ltd., have to be divided between capital and revenue profits from 

the point of view of the holding company: 

 Capital Profit  Revenue Profit 

 `  ` 

Balance on 1.1.2016 1,25,000 —  

Profit for 2016 (3,00,000 × 

7/12) 

1,75,000 (3,00,000 × 5/12) 1,25,000 

Total 3,00,000  1,25,000 

Proportionate share of H Ltd. 

(3/5) 

1,80,000     75,000 

Total dividend declared = ` 5,00,000 X 40 % = ` 2,00,000 

H Ltd’s share in the dividend = ` 2,00,000 X 3/5 = ` 1,20,000 

The treatment of the dividend of `1,20,000 received by H Ltd., will depend on the 

character of profits which have been utilised by S Ltd., to pay the dividend. There 

are four possibilities: 

(1) Earlier profits, included in the profit brought forward from the previous year 

have been used up first. In that case, the dividend of `1,20,000 would be paid 

wholly out of capital or pre-acquisition profits. The entry in that case will be: 

  ` ` 

Bank Account Dr. 1,20,000  

  To Investment Account   1,20,000 

(2) The profit for 2016 alone has been utilised to pay the dividend, and no part 

of the profit brought forward has been utilised for the purpose. The share of 

H Ltd., in profit for the first seven months of S Ltd., is ` 1,05,000 i.e. ` 1,75,000 
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× 3/5 and that the profit for the remaining five months is ` 75,000 i.e.  

` 1,25,000 × 3/5. The dividend of ` 1,20,000 will be adjusted in this ratio:  

` 70,000 out of profits up to 1.7.2016 and ` 50,000 out of profits after that 

date. The dividend out of profits subsequent to 1.7.2016 will be revenue 

income and that out of earlier profits will be capital receipt. Hence the entry 

will be: 

  ` ` 

Bank Dr. 1,20,000  

To Investment Account   70,000 

To Profit and Loss Account   50,000 

(3) Later profits have been utilised first and then pre- acquisition profits. In such a 

case, the whole of ` 75,000 (share of H Ltd. in profits of S Ltd., after 1.7.2016) 

would be received and treated as revenue income; the remaining dividend,  

` 45,000 (`1,20,000 less ` 75,000) would be capital receipt. The entry would 

be: 

  ` ` 

Bank Dr. 1,20,000  

  To Investment Account   45,000 

  To Profit & Loss Account   75,000 

(4) The two profits, pre-and post-acquisition, have been used up proportionally.  

The ratio would be `1,80,000:75,000; 1,20,000 × 75,000

2,55,000
 = 35,294 would be 

revenue receipt and the remaining amount i.e. 84,706 would be capital. The 

entry would be: 

  ` ` 

Bank Dr. 1,20,000  

  To Investment Account   84,706 

  To Profit & Loss Account   35,294 

Notes: 

(1) Points (3) and (4) above can arise only if there is definite information about 

the profits utilised; in practise such treatment is rare. 

(2) The treatment outlined above infact is not peculiar to holding companies. 
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Dividends received out of profits earned before purchase of investments 

normally also are credited to the Investment Account.  For instance, if shares 

in X Ltd., are purchased in January 2016 and in April 2016, X Ltd., declares a 

dividend in respect of 2015, the dividend received by the holder of the shares 

correctly should not be treated as income but as capital receipt and credited 

to Investment Account. 

(3) The holding company, like other holders, record no entry on issue of bonus 

shares by the subsidiary company; only the number of shares held is 

increased. 

Illustration 5 

From the following data, determine in each case: 

(1) Minority interest at the date of acquisition and at the date of consolidation. 

(2) Goodwill or Capital Reserve. 

(3) Amount of holding company’s profit in the consolidated Balance Sheet 

assuming holding company’s own Profit & Loss Account to be `2,00,000 in 

each case: 

 Subsidiary 

Company 

% 

shares 

owned 

Cost Date of acquisition Consolidation 

Date 

    1.1.2016 31.12.2016 

Case    Share 

Capital 

Profit & 

Loss 

Account 

Share 

Capital 

Profit & 

Loss 

Account 

   ` ` ` ` ` 

Case 1 A 90% 1,40,000 1,00,000 50,000 1,00,000 70,000 

Case 2 B 85% 1,04,000 1,00,000 30,000 1,00,000 20,000 

Case 3 C 80% 56,000 50,000 20,000 50,000 20,000 

Case 4 D 100% 1,00,000 50,000 40,000 50,000 55,000 

Solution 

(1) Minority Interest = Equity attributable to minorities 

Equity is the residual interest in the assets of an enterprise after deducting all 

its liabilities i.e. in this case it should be equal to Share Capital + Profit & Loss 

A/c 
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 Minority % 

Shares Owned 

Minority interest 

as at the date of 

acquisition 

Minority interest 

as at the date of 

consolidation 

 [E] [E] x [A + B] ` [E] X [C + D] ` 

Case 1 [100-90] 10 % 15,000 17,000 

Case 2 [100-85] 15 % 19,500 18,000 

Case 3 [100-80] 20 % 14,000 14,000 

Case 4 [100-100] NIL Nil Nil 

 A = Share capital on 1.1.2016 

 B = Profit & loss account balance on 1.1.2016 

 C = Share capital on 31.12.2016 

 D = Profit & loss account balance on 1.1.2016 

(2) Calculation of Goodwill or Capital Reserve 

 Sharehold-

ing  

Cost Total 

Equity 

Parent’s 

Portion of 

equity 

Goodwill Capital 

Reserve 

 % [F] [G] [A] + [B] = 

[H] 

[F] x [H] ` [G] – [H] ` [H] – [G] 

Case 1 90 % 1,40,000 1,50,000 1,35,000 5,000 — 

Case 2 85 % 1,04,000 1,30,000 1,10,500 — 6,500 

Case 3 80 % 56,000 70,000 56,000 Nil Nil 

Case 4 100 % 1,00,000 90,000 90,000 10,000 — 

(3) The balance in the Profit & Loss Account on the date of acquisition (1.1.2016) 

is Capital profit, as such the balance of Consolidated Profit & Loss Account 

shall be equal to Holding Co.’s profit. 

 On 31.12.2016 in each case the following amount shall be added or deducted 

from the balance of holding Co.’s Profit & Loss account. 

 % Share 

holding 

[K] 

P & L as on 

31.12.2016 

[L] 

P & L as on 

consolidation 

date 

[M] 

P & L post 

acquisition 

[N] = [M]-

[L] 

Amount to be 

added / 

(deducted) from 

holding’s P & L  

[O] = [K] x [N] 

1 90 % 50,000 70,000 20,000 18,000 

2 85 % 30,000 20,000 (10,000) (8,500) 
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3 80 % 20,000 20,000 NIL NIL 

4 100 % 40,000 55,000 15,000 15,000 

Illustration 6 

XYZ Ltd. purchased 80% shares of ABC Ltd. on 1st January, 2016 for ` 1,40,000. The 

issued capital of ABC Ltd., on 1st January, 2016 was ` 1,00,000 and the balance in 

the Profit & Loss Account was ` 60,000. 

During the year ended 31st December, 2016, ABC Ltd. earned a profit of ` 20,000 

and at year end, declared and paid a dividend of ` 30,000. 

Show by an entry how the dividend should be recorded in the books of XYZ Ltd. 

What is the amount of minority interest as on 1st January, 2016 and  

31st December, 2016? 

Solution 

Total dividend paid = ` 30,000 

Out of post-acquisition profit = ` 20,000 

Out of pre-acquisition profit = ` 10,000 

Hence, 2/3rd of dividend received by XYZ will be credited to P & L and 1/3rd will 

be credited to Investment. 

XYZ Ltd.’s share of dividend = ` 30,000 X 80% = ` 24,000 

In the books of XYZ Ltd. 

  ` ` ` 

Bank A/c Dr. 24,000   

 To Profit & Loss A/c   16,000  

 To Investments in ABC Ltd.   8,000  

(Dividend received from ABC Ltd. 1/3 

credited to investment A/c being out of 

capital profits – as explained above) 

    

Goodwill on Consolidation:   ` ` 

Cost of shares less dividend out of capital 

profits 

   1,32,000 

Less: Face value of capital i.e. 80% of 

capital 

  80,000  

Add: Share of capital profits [60,000-

10,000 (dividend portion out of pre-

  40,000 (1,20,000) 
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acquisition profits)] X 80 % 

Goodwill    12,000 

 

Minority interest on:  

1st January, 2016: 20% of ` 1,60,000 

[1,00,000 + 60,000] 

    

 

32,000 

31st December, 2016: 20% of `1,50,000 

[1,00,000 + 60,000 + 20,000 – 30,000] 

   30,000 

13. PREPARATION OF CONSOLIDATED BALANCE SHEET 

While preparing the consolidated balance sheet, assets and liabilities of the 

subsidiary company are merged with those of the holding company. Share capital 

and reserves and surplus of subsidiary company are apportioned between holding 

company and minority shareholders. These items, along with investments of 

holding company in shares of subsidiary company are not separately shown in 

consolidated balance sheet. The net amounts resulting from various computations 

on these items, shown as (a) minority interest (b) cost of control (c) holding 

company’s share in post-acquisition profits of the subsidiary company (added to 

appropriate concerned account of the holding company) are entered in 

consolidated balance sheet. The method of calculation of these items with 

detailed treatment of other relevant issues has been dealt with in various paras 

separately. 

As per the provisions of AS 21 on Consolidated Financial statements, if an 

enterprise makes two or more investments in another enterprise at different dates 

and eventually obtain control of the other enterprise the consolidated financial 

statements are presented only from the date on which holding-subsidiary 

relationship comes in existence. 

If two or more investments are made over a period of time, the equity of the 

subsidiary at the date of investment for the purposes of AS 21, is generally 

determined on a step-by-step basis; however, if small investments are made over 

a period of time and then an investment is made that results in control, the date 

of the latest investment, as a practicable measure, may be considered as the date 

of investment. 

Illustration 7 

From the following summarized balance sheets of H Ltd. and its subsidiary S Ltd. 

drawn up at 31st March, 2017, prepare a consolidated balance sheet as at that 

© The Institute of Chartered Accountants of India



  

 

14.26 ADVANCED ACCOUNTING 

date, having regard to the following: 

(i) Reserves and Profit and Loss Account of S Ltd. stood at `25,000 and ` 15,000 

respectively on the date of acquisition of its 80% shares by H Ltd. on 1st April, 

2016. 

(ii) Machinery (Book-value ` 1,00,000) and Furniture (Book value ` 20,000) of  

S Ltd. were revalued at ` 1,50,000 and ` 15,000 respectively on 1st April, 2016 

for the purpose of fixing the price of its shares. [Rates of depreciation computed 

on the basis of useful lives: Machinery 10%, Furniture 15%.] 

Summarised Balance Sheet of H Ltd. as on 31st March, 2017 

 H Ltd. S. Ltd. Assets H Ltd. S Ltd. 

 ` `  ` ` 

Equity and 

Liabilities  

  Non-current assets    

Shareholders’ 

funds  

  Fixed assets    

Share Capital   Machinery 3,00,000 90,000 

Shares of ` 100 

each 

6,00,000 1,00,000 Furniture 1,50,000 17,000 

Reserves 2,00,000 75,000 Other non-current 

assets 

4,40,000 1,50,000 

Profit and Loss   Non-current 

Investments  

  

Account 1,00,000 25,000 Shares in S Ltd.:   

Trade Payables  1,50,000   57,000 800 shares at ` 200 

each  

 1,60,000           — 

 10,50,000 2,57,000  10,50,000 2,57,000 

Solution 

Consolidated Balance Sheet of H Ltd. and its Subsidiary S Ltd. 

as at 31st March, 2017 

Particulars Note No. (`) 

I. Equity and Liabilities   

 (1) Shareholder's Funds   

  (a) Share Capital  6,00,000 

  (b) Reserves and Surplus 1  3,44,600 

 (2) Minority Interest (W.N.5)  48,150 
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 (3) Current Liabilities    

  (a) Trade Payables 2 2,07,000 

Total  11,99,750 

II. Assets   

 (1) Non-current assets   

  (a) Fixed assets    

   (i) Tangible assets 3 5,97,750 

   (ii) Intangible assets 4 12,000 

  (b) Other non- current assets 5 5,90,000 

Total  11,99,750 

Notes to Accounts 

  ` 

1. Reserves and Surplus    

 Reserves  2,00,000  

 Add: 4/5th share of S Ltd.’s post-

acquisition reserves (W.N.3) 

  

   40,000 

 

2,40,000 

 Profit and Loss Account   1,00,000  

 Add: 4/5th share of S Ltd.’s post-

acquisition profits (W.N.4) 

     4,600  1,04,600 

    3,44,600 

2. Trade Payables    

 H Ltd.  1,50,000  

 S Ltd.     57,000 2,07,000 

3. Tangible Assets    

 Machinery    

     H. Ltd.  3,00,000  

     S Ltd.   1,00,000   

 Add: Appreciation    50,000   

  1,50,000   

 Less: Depreciation  (15,000) 1,35,000  

 Furniture    

     H. Ltd.  1,50,000  

     S Ltd.  20,000   
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 Less: Decrease in value  (5,000)   

  15,000   

 Less: Depreciation     (2,250) 12,750 5,97,750 

4. Intangible assets    

 Goodwill [WN 6]   12,000 

5. Other non-current assets    

    H Ltd.  4,40,000  

    S Ltd.  1,50,000 5,90,000 

Working Notes: 

1.  Pre-acquisition profits and reserves of S Ltd. ` 

 Reserves 25,000 

 Profit and Loss Account 15,000 

 40,000 

        H Ltd.’s = 4/5 × 40,000 32,000 

        Minority Interest= 1/5 × 40,000   8,000 

2.  Profit on revaluation of assets of S Ltd.  

 Profit on Machinery ` (1,50,000 – 1,00,000) 50,000 

  Less: Loss on Furniture `(20,000 – 15,000)   5,000 

 Net Profit on revaluation 45,000 

        H Ltd.’s share 4/5 × 45,000 36,000 

 Minority Interest 1/5 × 45,000   9,000 

3.  Post-acquisition reserves of S Ltd.  

 Post-acquisition reserves (Total reserves less pre-acquisition  

      reserves = ` 75,000 – 25,000) 

50,000 

 H Ltd.’s share 4/5 × 50,000 40,000 

 Minority interest 1/5 × 50,000 10,000 

4.  Post -acquisition profits of S Ltd.  

 Post-acquisition profits (Profit & loss account balance less 

       pre-acquisition profits = ` 25,000 – 15,000) 

10,000 

  Add: Excess depreciation charged on furniture @ 15%  

   on ` 5,000 i.e. (20,000 – 15,000)     750 

 10,750 

 Less: Under depreciation on machinery @ 10%  

   on ` 50,000 i.e. (1,50,000 – 1,00,000)  (5,000) 
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 Adjusted post-acquisition profits   5,750 

 H Ltd.’s share 4/5 × 5,750 4,600 

 Minority Interest 1/5 × 5,750 1,150 

5.  Minority Interest  

 Paid-up value of (1,000 – 800) = 200 shares  

 held by outsiders i.e. 200 × ` 100 20,000 

 Add:  1/5th share of pre-acquisition profits and reserves 8,000 

  1/5th share of profit on revaluation 9,000 

  1/5th share of post-acquisition reserves 10,000 

  1/5th share of post-acquisition profit   1,150 

 48,150 

6. Cost of Control or Goodwill  

 Paid-up value of 800 shares held by H Ltd. i.e. 800 × ` 100 80,000 

 Add: 4/5th share of pre-acquisition profits and reserves 32,000 

   4/5th share of profit on the revaluation    36,000 

   Intrinsic value of shares on the date of acquisition 1,48,000 

   Price paid by H Ltd. for 800 shares 1,60,000 

 Less: Intrinsic value of the shares (1,48,000) 

 Cost of control or Goodwill 12,000 

14. ELIMINATION OF INTRA-GROUP TRANSACTIONS 

In order to present financial statements for the group in a consolidated format, 

the effect of transactions between group enterprises should be eliminated.  Para 

16 of AS 21 states that intragroup balances and intragroup transactions and 

resulting unrealised profits should be eliminated in full. Unrealised losses 

resulting from intragroup transactions should also be eliminated unless cost 

cannot be recovered.  

Liabilities due to one group enterprise by another will be set off against the 

corresponding asset in the other group enterprise’s financial statements; sales 

made by one group enterprise to another should be excluded both from turnover 

and from cost of sales or the appropriate expense heading in the consolidated 

statement of profit and loss.  

To the extent that the buying enterprise has further sold the goods in question to 

a third party, the eliminations to sales and cost of sales are all that is required, 

and no adjustments to consolidated profit or loss for the period, or to net assets, 

© The Institute of Chartered Accountants of India



  

 

14.30 ADVANCED ACCOUNTING 

are needed. However, to the extent that the goods in question are still on hand at 

year end, they may be carried at an amount that is in excess of cost to the group 

and the amount of the intra-group profit must be eliminated, and assets are 

reduced to cost to the group.  

For transactions between group enterprises, unrealized profits resulting from 

intra-group transactions that are included in the carrying amount of assets, such 

as inventories and tangible fixed assets, are eliminated in full. The requirement to 

eliminate such profits in full applies to the transactions of all subsidiaries that are 

consolidated – even those in which the group’s interest is less than 100%.  

Unrealised profit in inventories: Where a group enterprise sells goods to 

another, the selling enterprise, as a separate legal enterprise, records profits 

made on those sales. If these goods are still held in inventory by the buying 

enterprise at the year end, the profit recorded by the selling enterprise, when 

viewed from the standpoint of the group as a whole, has not yet been earned, 

and will not be earned until the goods are eventually sold outside the group. On 

consolidation, the unrealized profit on closing inventories will be eliminated from 

the group’s profit, and the closing inventories of the group will be recorded at 

cost to the group.  

Here, the point to be noted is that one has to see whether the intragroup 

transaction is “upstream” or “down-stream”. Upstream transaction is a 

transaction in which the subsidiary company sells goods to holding company. 

While in the downstream transaction holding company is the seller and 

subsidiary company is the buyer.  

          

 

 

 

 

 

 

In the case of upstream transaction, goods are sold by the subsidiary to holding 

company; profit is made by the subsidiary company, which is ultimately shared by 

the holding company and the minority shareholders. In such a transaction, if 

some goods remain unsold at the balance sheet date, the unrealized profit on 

such goods should be eliminated from minority interest as well as from 

 
Holding Co. Subsidiary 

Co. 

Sells goods 

C  
to 

Downstream Sales 

Subsidiary 

Co. 

Sells goods 

C  
to 

 
Holding Co. Upstream Sales 
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consolidated profit on the basis of their share-holding besides deducting the 

same from unsold Inventory. But in the case of downstream transaction the whole 

profit is earned by the holding company, therefore whole unrealized profit should 

be adjusted from unsold Inventory account and consolidated profit and loss 

account only irrespective of the percentage of the shares held by the parent  

 

Unrealised profit on transfer of non-current asset: Similar to the treatment 

described above for unrealized profits in inventories, unrealized inter-company 

profits arising from intra-group transfers of fixed assets are also eliminated from 

the consolidated financial statements.  

Unrealised losses: Unrealised losses resulting from intra-group transactions that 

are deducted in arriving at the carrying amount of assets are also eliminated 

unless cost cannot be recovered.  

15. PREPARATION OF CONSOLIDATED PROFIT AND LOSS 

ACCOUNT 

All the items of profit and loss account are to be added on line by line basis and 

from the consolidated revenue items inter-company transactions should be 

eliminated. 

For example, a holding company may sell goods or services to its subsidiary, 

receives consultancy fees, commission, royalty etc. These items are included in 

sales and other income of the holding company and in the expense items of the 

subsidiary. Alternatively, the subsidiary may also sell goods or services to the 

holding company. These inter-company transactions are to be eliminated in full. 

Intra-group transaction

Upstream

Unrealised profit 

eliminated from 

holding and minority 

interest

Corresponding 
decrease of 
inventories

Downstream

Unrealised profit 
eliminated from 

holding 
company’s P&L in 

full

Corresponding 
decrease of 
inventories
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If there remains any unrealised profit in the inventory, of any of the Group 

Company, such unrealised profit is to be eliminated from the value of inventory to 

arrive at the consolidated profit. 

Illustration 8 

Given below are the Profit & Loss Accounts of H Ltd. and its subsidiary Ltd. for the 

year ended 31st March, 2017: 

 H Ltd. S Ltd. 

 (` in lacs) (` in lacs) 

Incomes:   

Sales and other income 5,000 1,000 

Increase in Inventory 1,000 200 

 6,000 1,200 

Expenses:   

Raw material consumed 800 200 

Wages and Salaries 800 150 

Production expenses 200 100 

Administrative Expenses 200 100 

Selling and Distribution Expenses 200 50 

Interest 100 50 

Depreciation 100 50 

 2,400 700 

Profit before tax 3,600 500 

Provision for tax 1,200 200 

Profit after tax 2,400 300 

Dividend paid 1,200 150 

Balance of Profit 1,200 150 

Other Information: 

H Ltd. sold goods to S Ltd. of ` 120 lacs at cost plus 20%.  Inventory of S Ltd. 

includes such goods valuing ` 24 lacs. Administrative expenses of S Ltd. include ` 5 

lacs paid to H Ltd. as consultancy fees. Selling and distribution expenses of H Ltd. 

include ` 10 lacs paid to S Ltd. as commission. 
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H Ltd. holds 80% of equity share capital of ` 1,000 lacs in S Ltd. prior to 2015-2016. 

H Ltd. took credit to its Profit and Loss Account, the proportionate amount of 

dividend declared and paid by S Ltd. for the year 2015-2016. 

Prepare a consolidated profit and loss account. 

Solution 

Consolidated Profit & Loss Account of H Ltd. and its subsidiary S Ltd. 

for the year ended on 31st March, 2017 

Particulars Note No. ` in Lacs 

I. Revenue from operations 1 5,865 

II. Total revenue  5,865 

III. Expenses   

 Cost of Material purchased/Consumed 3 1,180 

 Changes of Inventories of finished goods 2 (1,196) 

 Employee benefit expense 4 950 

 Finance cost 6 150 

 Depreciation and amortization expense 7 150 

 Other expenses 5 535 

 Total expenses  1,769 

IV.  Profit before Tax(II-III)  4,096 

V. Tax Expenses 8 1,400 

VI. Profit After Tax  2,696 

Profit transferred to Consolidated Balance Sheet   

Profit After Tax  2,696 

Dividend paid   

 H Ltd. 1,200  

 S Ltd.    150  

 1,350  

Less: Share of H Ltd. in dividend of S Ltd.   

 80% of ` 150 lacs    (120) (1,230) 

Profit to be transferred to consolidated balance sheet  1,466 
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Notes to Accounts 

  ` in Lacs ` in Lacs 

1. Revenue from Operations   

 Sales and other income   

  H Ltd. 5,000  

  S Ltd. 1,000  

  6,000  

 Less:  Inter-company Sales (120)  

  Consultancy fees received by H Ltd. from S Ltd. (5)  

  Commission received by S Ltd. from H Ltd.    (10) 5,865 

2. Increase in Inventory   

  H Ltd. 1,000  

  S Ltd.    200  

  1,200  

 
Less: Unrealised profits ` 24 lacs × 

20

120
 (4) 1,196 

   7,061 

3. Cost of Material purchased/consumed   

  H Ltd. 800  

  S Ltd.   200  

  1,000  

 Less: Purchases by S Ltd. from H Ltd. (120) 880 

 Direct Expenses   

  H Ltd. 200  

  S Ltd. 100    300 

   1,180 

4. Employee benefits and expenses   

 Wages and Salaries:   

  H Ltd. 800  

  S Ltd. 150 950 

5. Other Expenses   

 Administrative Expenses   
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  H Ltd. 200  

  S Ltd. 100  

  300  

 Less: Consultancy fees received by H Ltd. from S Ltd.   (5) 295 

 Selling and Distribution Expenses:   

  H Ltd. 200  

  S Ltd.   50  

  250  

 Less: Commission received from S Ltd. from H Ltd. (10) 240 

   535 

6. Finance Cost   

 Interest:   

  H Ltd. 100  

  S Ltd.   50 150 

7. Depreciation and Amortisation   

 Depreciation:   

  H Ltd. 100  

  S Ltd. 50 150 

8. Provision for tax   

  H Ltd. 1,200  

  S. Ltd. 200 1,400 

Note: Since the amount of dividend received by H Ltd. for the year 2015-2016 is 

not given, it has not been deducted from ‘sales and other income’ in consolidated 

profit and loss account and not added to consolidated opening retained earnings 

(which is also not given). 

Illustration 9 

The Trial Balances of H Ltd. and S Ltd. as on 31.12.2016 were as under: 

 H Ltd. S Ltd. 

 Dr. Cr. Dr. Cr. 

 ` ` ` ` 

Equity Share Capital     

  (Share of ` 100 each)  10,00,000  2,00,000 
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7% Preference Share Capital     

  (Share of ` 100 each)  —  2,00,000 

Reserves  3,00,000  1,00,000 

6% Debentures  2,00,000  2,00,000 

Trade Payables/Trade 

Receivables 

80,000 90,000 50,000 60,000 

P&L A/c balance  20,000  15,000 

Purchases/Sales 5,00,000 9,00,000 6,00,000 9,50,000 

Wages & Salaries 1,00,000 — 1,50,000  

Debenture Interest 12,000  12,000  

General Expenses 80,000  60,000  

Preference-Dividend     

up to 30.6.2016  3,500 7,000  

Inventory (31.12.2016) 1,00,000  50,000  

Cash at Bank 13,500  6,000  

Investment in S Ltd. 5,28,000  —  

Fixed Assets 11,00,000   7,90,000   

 25,13,500 25,13,500 17,25,000 17,25,000 

Investment in S Ltd. were acquired on 1.4.2016 and consisted of 80% of Equity 

Capital and 50% of Preference Capital. Depreciation on fixed assets is written off @ 

10% p.a (computed on the basis of useful life. After acquiring control over S Ltd., H 

Ltd. supplied to it goods at cost plus 20%, the total invoice value of such goods 

being ` 60,000; 1/4 of such goods were still in Inventory at the end of the year. 

Prepare the Consolidated Profit and Loss Account for the year ended on 31.12.2016. 

Solution 

Note: It is assumed that Preference shares given in the question are non-

convertible in nature. 

Consolidated Profit and Loss Account of H Ltd. and S Ltd. 

for the year ended 31.12.2016 

Particulars Note No. ` 

I. Revenue from operations 1 17,90,000 

II. Total revenue  17,90,000 
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III. Expenses   

 Cost of Material purchased/consumed 2 10,40,000 

 Changes of Inventories of finished goods   

 Employee benefit expense (1,00,000 + 

1,50,000) 

 2,50,000 

 Finance cost (12,000 + 12,000)  24,000 

 Depreciation and amortization 

expense[1,10,000+79,000] 

 1,89,000 

 Other expenses [ 80,000 + 60,000]    1,40,000 

 Total expenses  16,43,000 

IV.  Profit before Tax (II-III)  1,47,000 

Profit transferred to Consolidated Balance Sheet   

Profit After Tax  1,47,000 

Preference dividend 3,500  

Preference dividend payable 3,500    (7,000) 

  1,40,000 

Less: Minority interest (WN 3)  (7,000) 

 Capital reserve∗  (7,000) 

 Investment Account - dividend for 3 months 

(prior to  acquisition) 

 (1,750) 

 Inventory reserve 



 ×

120

20
  

4

60,000
 

 
   (2,500) 

Profit to be transferred to consolidated balance 

sheet 

 1,21,750 

Notes to Accounts 

  ` ` 

1 Revenue from Operations   

 H Ltd. 9,00,000  

 S Ltd. 9,50,000  

 Total 18,50,000  

 Less : Intra-group sales (H sold to S) (60,000) 17,90,000 

                                                           
∗Capital Reserve is made up of 3 month’s profit upto 1.4.2016 i.e. ¼ x 35,000 x 80/100. 
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2 Cost of Materials Purchased/Consumed   

 H Ltd. 5,00,000  

 S Ltd. 6,00,000  

 Total 11,00,000  

 Less : Intra-group sales (H sold to S) (60,000) 10,40,000 

Working Note  

Profit of Subsidiary 

Revenue from Operations  9,50,000 

Less : Expenses   

 Cost of Material purchased/Consumed 6,00,000  

 Changes of Inventories of finished goods   

 Employee benefit expense 1,50,000  

 Finance cost 12,000  

 Depreciation and amortization expense 79,000  

 Other expenses 60,000  

 Total expenses  (9,01,000) 

Profit Before Tax     49,000 

Preference Dividend  7,000 

Preference Dividend Payable  7,000 

Profit available for shareholders  35,000 

Minority Share (20%)  7,000 

16. PREPARATION OF CONSOLIDATED CASH FLOW 

STATEMENT 

A holding company has to prepare a consolidated cash flow statement if it is 

required to prepare cash flow statement.  

For the purpose of preparation of consolidated cash flow statement, all the items 

of cash flow from operating activities, investing activities and financing activities 

are to be added on line by line basis and from the consolidated items, inter-

company transactions should be eliminated. Below given is an illustrative 

consolidated cash flow statement with hypothetical figures: 
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Consolidated Cash Flow Statement 

    (` in million) 

 A Company  B Company Total 

Cash Flows from Operating Activities    

Change in Reserve 8 2 10 

Change in P & L A/c 0 1 1 

Dividend Paid 22  22 

Tax Provision 20 1 21 

Depreciation 10 5 15 

Interest -10 10 0 

 50 19 69 

Less: Tax payment -20 -1 -21 

 30 18 48 

Working capital adjustment -13 12 -1 

        (A) 17 30 47 

Cash Flows from Investment Activities    

Sale of fixed assets 30 0 30 

Purchase of fixed assets -30 -20 -50 

        (B) 0 -20 -20 

Cash Flows from Financing Activities -5 -10 -15 

        (C)    

Net cash flows     (A+B+C) 12 0 12 

17. UNIFORM ACCOUNTING POLICIES 

Para 20 of AS 21 mentions that consolidated financial statements shall be 

prepared using uniform accounting policies for like transactions and other events 

in similar circumstances. 

If any company in the same group uses accounting policies other than those 

adopted in consolidated financial statements for like transactions and events in 

similar circumstances, appropriate adjustments should be made. 
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If it is not practicable to use uniform accounting policies in preparing the 

consolidated financial statements, the fact should be disclosed together with the 

proportions of items to which different accounting policies have been applied.  

For example, if the subsidiary company follows LIFO method for valuation of 

inventories and the holding company follows FIFO method, the financial statements 

of subsidiary company should be restated by adjusting the value of inventories to 

bring the same in line with the valuation procedure adopted by the holding 

company. After that consolidation should be done. 

Illustration 10 

Consider the following summarized balance sheets of subsidiary B Ltd.: 

 2015 2016  2015 2016 

 ` `  ` ` 

Share-Capital   Fixed Assets   

Issued & subscribed   Cost 3,20,000 3,20,000 

5,000 equity shares   Less: Accumulated   

of `100 each 5,00,000 5,00,000 depreciation (48,000) (96,000) 

Reserves & Surplus    2,72,000 2,24,000 

Revenue reserves 2,86,000 7,14,000 Investments at cost   

Current Liabilities & 

Provisions: 

  Current Assets: — 4,00,000 

Trade Payables 4,90,000 4,94,000 Inventory 5,97,000 7,42,000 

Bank overdraft — 1,70,000 Trade Receivables 5,94,000 8,91,000 

Provision for taxation 3,10,000 4,30,000 Prepaid Expenses 72,000 48,000 

     Cash at Bank     51,000       3,000 

 15,86,000 23,08,000  15,86,000 23,08,000 

Also consider the following information: 

(a) B Ltd. is a subsidiary of A Ltd. Both the companies follow calendar year as the 

accounting year. 

(b) A Ltd. values inventory on LIFO basis while B Ltd. used FIFO basis. To bring B 

Ltd.’s values in line with those of A Ltd. its value of inventory is required to be 

reduced by `12,000 at the end of 2015 and ` 34,000 at the end of 2016. 

(c) Both the companies use straight-line method of depreciation. However, A Ltd. 

charges depreciation @ 10%. 
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(d) B Ltd. deducts 1% from Trade Receivables as a general provision against 

doubtful debts. 

(e) Prepaid expenses in B Ltd. include advertising expenditure carried forward of  

` 60,000 in 2015 and` 30,000 in 2016, being part of initial advertising 

expenditure of ` 90,000 in 2015 which is being written off over three years. 

Similar amount of advertising expenditure of A Ltd. has been fully written off in 

2015. 

Restate the balance sheet of B Ltd. as on 31st December, 2016 after considering the 

above information, for the purpose of consolidation. Such restatement is necessary 

to make the accounting policies adopted by A Ltd. and B Ltd. uniform. 

Solution 

Adjusted revenue reserves of B Ltd.: 

 ` ` 

Revenue reserves as given  7,14,000 

Add: Depreciation over charged (`16,000 × 2) 32,000 — 

 Provision for doubtful debts [8,91,000 / 99 X 1] 9,000 41,000 

  7,55,000 

Less: Reduction in value of Inventory 34,000  

  Advertising expenditure to be written off 30,000 (64,000) 

Adjusted revenue reserve  6,91,000 

Note: Since B Ltd. follows FIFO basis, it is assumed that opening inventory has 

been sold out during the year 2015. Therefore, reduction in inventory would have 

been taken care of by sale value. Hence no adjustment has been made for the 

same. 

Restated Balance Sheet of B Ltd. 

as at 31st December, 2016 

Particulars Note No. (`) 

I. Equity and Liabilities   

 (1) Shareholder's Funds   

  (a) Share Capital  5,00,000 

  (b) Reserves and Surplus 1  6,91,000 

 (2) Current Liabilities    

(a) Short term borrowings 2 1,70,000 

  (b) Trade Payables  4,94,000 
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  (c) Short-term provision 3 4,30,000 

Total  22,85,000 

II. Assets   

 (1) Non-current assets   

  (a) Fixed assets    

   Tangible assets 4 2,56,000 

  (b) Non-current Investment  4,00,000 

 (2) Current assets   

  (a) Inventories  7,08,000 

  (b) Trade Receivables  9,00,000 

  (c) Cash & Cash Equivalents  3,000 

  (d) Other current assets 5 18,000 

Total  22,85,000 

Notes to Accounts 

   ` 

1. Reserves and Surplus   

 Revenue Reserve (refer computation of adjusted 

revenue reserves of B Ltd) 

 6,91,000 

2. Short term borrowings   

 Bank overdraft  1,70,000 

3. Short-term provision   

 Provision for taxation  4,30,000 

4. Tangible Assets   

 Cost 3,20,000  

 Less: Depreciation to date (64,000) 2,56,000 

5. Other current assets   

 

 

Prepaid expenses (After adjusting advertising 

expenditure to be written off each year) 

 18,000 

18. TREATMENT OF SUBSIDIARY COMPANY HAVING 

PREFERENCE SHARE CAPITAL 

If the holding company has some investments in the preference shares of 

subsidiary, the carrying amount of such investments along with carrying amount 
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of investments in equity shares of subsidiary company should be set off against 

the holding company’s share in the equity of such subsidiary.  The difference is 

treated as goodwill or capital reserve. The interest of minority shareholders of the 

subsidiary company will then include such portion of preference share capital of 

the subsidiary company which is not held by holding company. 

However, if a subsidiary company has cumulative preference shares which are 

partly held outside the group, the holding company should compute its share of 

profits or losses of subsidiary after adjusting for the subsidiary’s preference 

dividend attributable to minority shareholders, whether or not such dividends 

have been declared. By comparison, dividends in respect of non-cumulative 

shares are only recognized when declared. 

19 INVESTMENT IN THE DEBENTURES OF THE SUBSIDIARY 

COMPANY 

For the purposes of preparing consolidated financial statements, debentures of 

subsidiary held by the holding company should be eliminated. Profit or loss 

arising on elimination shall be adjusted against Profit and Loss account of the 

holding company. No goodwill or capital reserve will be ascertained.  

Illustration 11 

Consider the following summarized balance sheets: 

 A Ltd. B Ltd.  A Ltd. B Ltd. 

 (As on (As on  (As on  (As on 

 31st March, 

2017) 

31st December, 

2016) 

 31st March, 

2017) 

31st December, 

2016) 

 ` `  ` ` 

Share Capital 

(Shares 
 

 Fixed Assets 6,50,000 4,05,000 

of ` 10 each) 10,00,000 5,00,000 Investment:   

Reserves and 

Surplus 

4,50,000 2,05,000 40,000 Shares   

Secured Loan: 
 

 in B Ltd. 8,00,000 — 

13% 

Debentures 
 

 1,000 

Debentures 

  

(`100 each) — 3,00,000 in B Ltd. 1,50,000 — 

Current 

Liabilities: 
 

 Current Assets:   

Trade payables 3,80,000 80,000 Inventory 2,00,000 3,50,000 

Other liabilities 2,00,000 40,000 Trade 1,50,000 2,65,000 
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Receivables 

     Cash and Bank     80,000   1,05,000 

 20,30,000 11,25,000  20,30,000 11,25,000 

On 5th January 2017, certain inventory of B Ltd. costing ` 20,000 were completely 

destroyed by fire. The insurance company paid 75% of the claim. 

On 20th January, 2017, A Ltd. sold goods to B Ltd. costing ` 1,50,000 at an invoice price 

of cost plus 20%.  

50% of those goods were resold by B Ltd. to A Ltd. within 31st March, 2017 (these 

were then sold by A Ltd. to a third party before 31st March, 2017). As on 31st 

March, 2017, B Ltd. owes ` 60,000 to A Ltd. In respect of those goods. Pre-

acquisition profits of B Ltd. were ` 75,000. Prepare consolidated balance sheet as on 

31st March, 2017 after making necessary adjustments in the balance sheet of B Ltd. 

Solution 

Consolidated Balance Sheet of A Ltd. and its subsidiary B Ltd. 

As on 31st March, 2017 

Particulars Note No. (`) 

I. Equity and Liabilities   

 (1) Shareholder's Funds   

  (a) Share capital  10,00,000 

  (b) Reserves and surplus (W.N.5.)  5,09,000 

 (2) Minority interest (W.N 3.)  1,46,000 

 (3) Non-current liabilities   

  (a) Long term borrowings 1 2,00,000 

 (4) Current Liabilities    

  (a) Trade payables 2 4,60,000 

  (b) Other current liabilities  

                    (` 2,00,000 + ` 40,000) 

 2,40,000 

Total  25,55,000 

II. Assets   

 (1) Non-current assets   

  (a) Fixed assets    

   (i) Tangible assets 3 10,55,000 

   (ii) Intangible assets 4 3,40,000 

        (2) Current assets   
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  (a) Inventories 5 6,05,000 

  (b) Trade receivables 6 3,55,000 

  (c) Cash & cash equivalents 7 2,00,000 

Total  25,55,000 

Notes to Accounts 

   ` 

1. Long Term Borrowings   

  Secured loans   

   13% Debentures (` 100 each)  2,00,000 

2. Trade Payables   

 A Ltd. 3,80,000  

 B Ltd.(W.N 1) 1,40,000  

  5,20,000  

 Less : Mutual indebtedness  (60,000) 4,60,000 

3. Tangible Assets   

 A Ltd. 6,50,000  

 B Ltd. 4,05,000 10,55,000 

4. Intangible assets   

 Goodwill (W.N 2)  3,40,000 

5. Inventories   

 A Ltd. 2,00,000  

 B Ltd.[WN 1] 4,20,000  

  6,20,000  

 Less : Unrealised profit [90,000 X 20/120] (15,000) 6,05,000 

6 Trade Receivables   

 A Ltd. 1,50,000  

 B Ltd. 2,65,000  

  4,15,000  

 Less : Mutual indebtedness (60,000) 3,55,000 

7 Cash & Cash equivalents   

 A Ltd. 80,000  

 B Ltd.[W.N 1] 1,20,000 2,00,000 
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Working Notes: 

1. Adjustments to be made in the balance sheet items of B Ltd.: 

Assets side ` 

Inventories:  

As on 31st December, 2016 3,50,000 

Add : Unsold Inventory out of goods purchased from A Ltd.    90,000 

 4,40,000 

Less: Loss of inventory by fire  (20,000) 

 4,20,000 

Cash & Bank balance:  

As on 31st December, 2016 1,05,000 

Add: Insurance claim received [20,000 × 75 %]   15,000 

 1,20,000 

Liabilities side:  

Trade payables:  

As on 31st December, 2016 80,000 

Add: Owings to A Ltd. on 31st March, 2017   60,000 

 1,40,000 

Reserves and Surplus:  

As on 31st December, 2016 2,05,000 

Less: Abnormal Loss on goods destroyed [20,000 – 15,000]    (5,000) 

 2,00,000 

Add:  Profit from sale of goods purchased from A Ltd.    30,000 

 2,30,000 

2. Goodwill / capital reserve on consolidation: 

 ` ` 

Amount paid for 40,000 Shares  8,00,000 

Less: Nominal value of proportionate share capital 4,00,000  

 Share of pre-acquisition profits (80% of  

 ` 75,000) 

   60,000 (4,60,000) 

Goodwill  3,40,000 
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3. Minority Interest: 10,000 / 50,000 shares = 20% 

 ` 

Paid up value of 10,000 shares 1,00,000 

Add: 20% of Reserves & Surplus of B Ltd. (20% of ` 2,30,000)    46,000 

 1,46,000 

4. Profit /Loss on Debentures acquired  

 ` 

Amount paid for 1,000 Debentures 1,50,000 

Less: Nominal value of proportionate 13% debentures (1,00,000) 

Loss charged to Profit and Loss Account 50,000 

5. Reserves and Surplus of A Ltd.: 

Balance as on 31st March, 2017 4,50,000 

Add: Share of revenue reserves of B Ltd.  

([80% of ` 1,55,000 (i.e. 2,30,000 – 75,000)] 1,24,000 

 5,74,000 

Less: Unrealised profit on inventory ×
 
  

   `
1

90,000
6

 (15,000) 

 Loss on elimination of debentures acquired (50,000) 

 5,09,000 

SUMMARY 

• “holding company”, in relation to one or more other companies, means a 

company of which such companies are subsidiary companies; “subsidiary 

company” or “subsidiary”, in relation to any other company (that is to say the 

holding company), means a company in which the holding company— 

o controls the composition of the Board of Directors; or 

o exercises or controls more than one-half of the total share capital either at 

its own or together with one or more of its subsidiary companies: Provided 

that such class or classes of holding companies as may be prescribed shall 

not have layers of subsidiaries beyond such numbers as may be prescribed. 
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• ‘Total share capital’, as defined in section 2(87) (ii) above, has been further 

clarified by the Rule 2(1)(r) of the Companies (Specification of Definitions Details) 

Rules, 2014.  As per the Rule, total share capital includes  

 paid up equity share capital 

 convertible preference share capital. 

• Consolidated financial statements are prepared and presented by a 

parent/holding enterprise to provide financial information about a parent and its 

subsidiary(ies) as a single economic entity.   

• Distinction must be made from the point of view of the holding company, 

between revenue and capital profit of the subsidiary.  In the absence of 

information, profits of a year may be treated as accruing from day to day. 

Preparation of Consolidated Profit and Loss Account 

• All the revenue items are to be added on line by line basis and from the 

consolidated revenue items, inter-company transactions should be 

eliminated.  

• If there remains any unrealised profit in the inventory of goods, of any of the 

Group Company, such unrealised profit should be eliminated from the value 

of inventory to arrive at the consolidated profit. 

Preparation of Consolidated Cash Flow Statement 

All the items of Cash flow from operating activities, investing activities and 

financing activities are to be added on line by line basis and from the 

consolidated items, inter-company transactions should be eliminated. 

TEST YOUR KNOWLEDGE 

MCQs 

1. Minority interest should be presented in the consolidated balance sheet 

(a) As a part of liabilities 

(b) As a part of equity of the parent’s shareholders 

(c) Separately from liabilities and the equity of the parent’s shareholders 

2. Minority of the subsidiary is entitled to 

(a) Capital profits of the subsidiary company 

(b) Revenue profits of the subsidiary company 

(c) Both capital and revenue profits of the subsidiary company 
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3. In consolidation of accounts of holding and subsidiary company _________ is 

eliminated in full. 

(a) Current liabilities of subsidiary company 

(b) Reserves and surplus of both holding and subsidiary company 

(c)  Mutual indebtedness. 

4. In consolidated balance sheet, the share of the outsiders in the net assets of 

the subsidiary must be shown as 

(a) Minority interest 

(b) Capital reserve 

(c) Current liability 

5. Taxation provision made by the subsidiary company will appear in the 

consolidated balance sheet as an item of  

(a) Current liability. 

(b) Revenue profit. 

(c) Capital profit. 

6. Issue of bonus shares by the subsidiary company out of capital profits will 

(a) Decrease cost of control. 

(b) Increase cost of control. 

(c) Have no effect on cost of control. 

7. Dividend paid by subsidiary to its parent, out of capital profits, should be 

credited by the parent company in its 

(a) Profit and loss account. 

(b) Dividend account.  

(c) Shares invested in subsidiary account. 

Practical Questions 

Question 1 

A Ltd. acquired 1,600 ordinary shares of `100 each of B Ltd. on 1st July, 2016. On  

31st December, 2016 the summarized balance sheets of the two companies were 

as given below: 

Liabilities A Ltd. B Ltd. Assets A Ltd. B Ltd. 

 ` `  ` ` 

Capital (Shares 5,00,000 2,00,000 Land & 1,50,000   1,80,000 
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of ` 100 each 

fully paid) 

Buildings 

Reserves 2,40,000 1,00,000 Plant & 

Machinery 

2,40,000 1,35,000 

Profit & Loss 

A/c 

57,200 82,000 Investment in 

B Ltd. at cost 

3,40,000 — 

Bank Overdraft 80,000 — Inventory 1,20,000   36,400 

Trade Payable    47,100 17400 Trade 

Receivable  

59,800   40,000 

   Cash    14,500      8,000 

          

 9,24,300 3,99,400  9,24,300 3,99,400 

The Profit & Loss Account of B Ltd. showed a credit balance of `30,000 on 1st 

January, 2016 out of which a dividend of 10% was paid on 1st August, 2016; A 

Ltd. credited the dividend received to its Profit & Loss Account. The Plant & 

Machinery which stood at ` 1,50,000 on 1st January, 2016 was considered as 

worth ` 1,80,000 on 1st July, 2016; this figure is to be considered while 

consolidating the Balance Sheets. The rate of depreciation on plant & machinery 

is 10% (computed on the basis of useful lives). 

Prepare consolidated Balance Sheet as on 31st December, 2016. 

Question 2 

The following condensed balance sheets of H Ltd. and S Ltd. were prepared as on 

31st December, 2016: 

Assets H Ltd. S Ltd. 

 ` ` 

Goodwill 1,12,000 40,000 

Plant & Machinery 95,000 50,400 

Furniture 7,000 4,600 

9,000 ordinary shares in S Ltd. 1,20,000 — 

2,000 ordinary shares in H Ltd. — 24,000 

Inventory-in-trade 48,000 1,14,000 

Trade Receivables 70,000 45,000 

Cash at Bank   17,000   13,000 

 4,69,000 2,91,000 
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Liabilities   

Share Capital   

Ordinary shares of 10 each 1,80,000 1,00,000 

7½% Pref. shares of ` 10 each 1,50,000 80,000 

Premium on ordinary shares 36,000 — 

Reserves 26,000 30,000 

Trade Payables 17,000 61,000 

Profit & Loss Account 60,000 20,000 

 4,69,000 2,91,000 

Trade Payables of H Ltd. include `15,000 due to S Ltd. for goods supplied since 

the acquisition of the shares. These goods are charged at 10% above cost. The 

Inventory of H Ltd. includes goods costing ` 33,000 purchased from S Ltd. 

H Ltd. acquired the shares of S Ltd. on 1st July, 2016. As at the date of last 

preceding balance sheet of S Ltd., viz., 31st December, 2015; the plant and 

machinery stood in the books at ` 56,000, the reserve at ` 30,000 and the profit 

and loss account at ` 8,000.  The plant was revalued by H Ltd. on the date of 

acquisition of the share of S Ltd. at `60,000 but no adjustments were made in the 

books of S Ltd. On 31st December, 2015, the debit balance of profit and, loss 

account was ` 22,750 in the books of H Ltd. 

Both the companies have provided depreciation on all their fixed assets at 10% 

per annum. You are required to prepare a consolidated balance sheet on 31st 

December, 2016 assuming that Preference shares given in the question are non-

convertible in nature. Also give supporting schedule for computation. 

Question 3 

On 31st March, 2011, P Ltd. acquired 1,05,000 shares of Q Ltd. for ` 12,00,000. 

The Balance Sheet of Q Ltd. on that date was as under: 

Liabilities  ` Assets ` 

1,50,000 equity shares of ` 10 

each fully paid 

 

15,00,000 

Fixed Assets 

Current Assets 

10,50,000 

6,45,000 

Pre-incorporation profits 30,000   

Profit and Loss Account 60,000   

Trade payables  1,05,000    

 16,95,000  16,95,000 

On 31st March, 2017 the summarized Balance Sheets of two companies were as 
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follows: 

Liabilities P Ltd. Q Ltd. Assets P Ltd. Q Ltd. 

 ` `  ` ` 

Equity shares of ` 10 

each fully paid 

(before bonus issue) 

 

 

45,00,000 

 

 

15,00,000 

Fixed Assets 

1,05,000 equity 

shares in 

79,20,000 23,10,000 

Securities Premium 9,00,000 – Q Ltd. at cost 12,00,000 – 

Pre-incorporation 

profits 

– 30,000 Current Assets 44,10,000 17,55,000 

General Reserve 60,00,000 19,05,000    

Profit and Loss 

Account 

15,75,000 4,20,000    

Trade payables    5,55,000 2,10,000  _________ ________ 

 1,35,30,000 40,65,000  1,35,30,000 40,65,000 

Directors of Q Ltd. made bonus issue on 31st March, 2017 in the ratio of one 

equity share of ` 10 each fully paid for every two equity shares held on that date. 

Calculate as on 31st March, 2017 (i) Cost of Control/Capital Reserve; (ii) Minority 

Interest; (iii) Consolidated Profit and Loss Account in each of the following cases: 

(i) Before issue of bonus shares. 

(ii) Immediately after issue of bonus shares. 

It may be assumed that bonus shares were issued out of post-acquisition profits 

by using General Reserve. 

Prepare a Consolidated Balance Sheet after the bonus issue. 

Question 4 

On 31st March, 2017 the summarized Balance Sheets of H Ltd. and its subsidiary S 

Ltd. stood as follows:  

Liabilities 
H Ltd. S Ltd. 

` in lakhs ` in lakhs 

Share Capital:   

Authorized 15,000 6,000 

Issued and Subscribed:   

Equity Shares of ` 10 each, fully paid up 12,000 4,800 

General Reserve 2,784 1,380 

Profit and Loss Account 2,715 1,620 
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Bills Payable 372 160 

Trade Payables 1,461 854 

Provision for Taxation 855 394 

Dividend payable   1,200       - 

 21,387 9,208 

Assets 
H Ltd. S Ltd. 

` in lakhs ` in lakhs 

Land and Buildings 2,718               − 

Plant and Machinery 4,905 4,900 

Furniture and Fittings 1,845 586 

Investments in shares in S Ltd. 3,000              − 

Stock 3,949 1,956 

Trade Receivables 2,600 1,363 

Cash and Bank Balances 1,490 204 

Bills Receivable 360 199 

Sundry Advances     520        − 

 21,387 9,208 

The following information is also provided to you: 

(a) H Ltd. purchased 180 lakh shares in S Ltd. on 1st April, 2016 when the 

balances of General Reserve and Profit and Loss Account of S Ltd. stood at  

` 3,000 lakh and ` 1,200 lakh respectively. 

(b) On 31st March, 2016, S Ltd. declared a dividend @ 20% for the year ended  

31st March, 2016.  H Ltd. credited the dividend received by it to its Profit and 

Loss Account. 

(c) On 1st January, 2017, S Ltd. issued 3 fully paid-up bonus shares for every 5 

shares held out of balances of its general reserve as on 31st March, 2016. 

(d) On 31st March, 2017, all the bills payable in S Ltd.’s balance sheet were 

acceptances in favour of H Ltd. But on that date, H Ltd. held only ` 45 lakh of 

these acceptances in hand, the rest having been endorsed in favour of its 

trade payables. 

(e)  On 31st March, 2017, S Ltd.’s inventory included goods which it had 

purchased for ` 100 lakh from H Ltd. which made a profit @ 25% on cost. 

Prepare a Consolidated Balance Sheet of H Ltd. and its subsidiary S Ltd. as at  

31st March, 2017.  

© The Institute of Chartered Accountants of India



  

 

14.54 ADVANCED ACCOUNTING 

Question 5 

A Ltd. acquired 70% of equity shares of B Ltd. as on 1st January, 2010 at a cost of 

`10,00,000 when B Ltd. had an equity share capital of ` 10,00,000 and reserves 

and surplus of `80,000. Both the companies follow calendar year as the 

accounting year. In the four consecutive years, B Ltd. fared badly and suffered 

losses of ` 2,50,000, 4,00,000, ` 5,00,000 and ` 1,20,000 respectively. Thereafter in 

2014, B Ltd. experienced turnaround and registered an annual profit of ` 50,000.  

In the next two years i.e. 2015 and 2016, B Ltd. recorded annual profits of  

` 1,00,000 and ` 1,50,000 respectively. 

Show the minority interests and cost of control at the end of each year for the 

purpose of consolidation. 

ANSWERS/ HINTS 

MCQs 

[1. (c); 2. (c); 3. (c); 4. (a); 5. (a); 6. (c);  7. (c)] 

Practical Questions 

Answer 1 

Consolidated Balance Sheet of A Ltd. and its subsidiary, B Ltd. 

as on 31st December, 2016 

Particulars Note No. (`) 

I. Equity and Liabilities   

 (1) Shareholder's Funds   

  (a) Share Capital 1 5,00,000 

  (b) Reserves and Surplus 2  3,08,800 

 (2) Minority Interest (W.N 5)  83,600 

 (3) Current Liabilities    

  (a) Trade Payables 3 64,500 

  (b) Short term borrowings 4 80,000 

Total  10,36,900 
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II. Assets   

 (1) Non-current assets   

   Fixed assets    

   (i) Tangible assets 5 7,41,000 

   (ii) Intangible assets 6 17,200 

        (2) Current assets   

  (a) Inventories 7 1,56,400 

  (b) Trade receivables 8 99,800 

  (c) Cash & Cash equivalents (Cash) 9 22,500 

Total  10,36,900 

Notes to Accounts 

   ` 

1. Share Capital   

 5,000 shares of ` 100 each  5,00,000 

2. Reserves and Surplus   

 Reserves 2,40,000  

 Profit & loss (W.N.8)      

68,800 

3,08,800 

3. Trade Payables   

 A Ltd.                                              47,100   

 B Ltd.                                                     17,400  64,500 

4. Short term borrowings   

 Bank overdraft  80,000 

5. Tangible Assets   

 Land and building (1,50,000 + 1,80,000) 3,30,000  

 Plant & Machinery (W.N 7) 4,11,000 7,41,000 

6. Intangible assets   

 Goodwill (W.N 6)  17,200 

7. Inventories   

 A Ltd. 1,20,000  

 B Ltd.   36,400 1,56,400 
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8 Trade Receivables   

 A Ltd.                  59,800   

 B Ltd.                             40,000   

   99,800 

9 Cash & Cash equivalents   

 Cash   

 A Ltd. 14,500  

 B Ltd.    8,000 22,500 

Share holding Pattern 

Total Shares of B Ltd   2,000 shares 

Shares held by A Ltd   1,600 shares i.e. 80 % 

Minority Shareholding    400 shares i.e. 20 % 

Working Notes: 

1. The dividend @ 10% on 1,600 shares - `16,000 received by A Ltd. should 

have been credited to the investment A/c, being out of pre-acquisition 

profits. A Ltd., must pass a rectification entry, viz. 

 Profit & Loss Account                             Dr.` 16,000 

   To Investment                                                  ` 16,000 

2. The Plant & Machinery of B Ltd. would stand in the books at ` 1,42,500 on  

1st July, 2016, considering only six months’ depreciation on ` 1,50,000 total 

depreciation being ` 15,000. The value put on the assets being ` 1,80,000, 

there is an appreciation to the extent of ` 37,500. 

3. Capital profits of B Ltd. 

 ` ` 

Reserve on 1st January, 2016  1,00,000 

Profit & Loss Account Balance on 1st January, 2016 30,000  

Less: Dividend paid (20,000) 10,000 

Profit for 2016: Total ` 82,000 less ` 10,000   

i.e. ` 72,000; upto 1st July, 2016  36,000 

Appreciation in value of Plant & Machinery     37,500 

  1,83,500 

Less: 20% due to outsiders    (36,700) 

Holding company’s share  1,46,800 
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4. Revenue profits of B Ltd.: 

Profit after 1st July, 2016 [82,000 – 10,000] x ½  36,000 

Less:10% depreciation on `1,80,000 for 6 months less 

depreciation already 

 

 Charged for 2nd half year on 1,50,000 (9,000 – 7,500) (1,500) 

 34,500 

Less: 1/5 due to outsiders   (6,900) 

Share of A Ltd. 27,600 

5. Minority interest: 

Par value of 400 shares 40,000 

Add: 1/5 Capital Profits [WN 3] 36,700 

        1/5 Revenue Profits [WN 4]   6,900 

 83,600 

6. Cost of Control: 

Amount paid for 1,600 shares 3,40,000  

Less: Dividend out of pre-acquisition profits (16,000) 3,24,000 

Par value of shares 1,60,000  

 Capital Profits – share of A Ltd. [WN 3] 1,46,800 (3,06,800) 

Cost of Control or Goodwill      17,200 

7. Value of plant & Machinery: 

A Ltd.  2,40,000 

B Ltd. 1,35,000  

Add: Appreciation on 1st July, 2016 [1,80,000 – 

(1,50,000 – 7,500)] 

   37,500  

 1,72,500  

Add: Deprecation for 2nd half charged on pre-

revalued value 

7,500  

Less: Depreciation on `1,80,000 for 6 months   (9,000) 1,71,000 

  4,11,000 
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8. Profit & Loss Account (Consolidated): 

A Ltd. as given 57,200  

Less: Dividend transferred to Investment A/c (16,000) 41,200 

Share of A Ltd. in revenue profits of B Ltd. (WN 4)  27,600 

  68,800 

Answer 2 

Consolidated Balance Sheet or H Ltd., and its subsidiary S Ltd., 

  as on 31st December, 2016 

Particulars Note 

No. 

(`) 

I. Equity and Liabilities   

 (1) Shareholder's Funds   

  (a) Share Capital 1 3,10,000 

  (b) Reserves and Surplus 2  1,01,116 

 (2) Minority Interest 3 1,02,545 

 (3) Current Liabilities    

  (a) Trade Payables 4 63,000 

  (b) Other current liabilities (Pref. dividend of H 

   Ltd.) 

 11,250 

Total  5,87,911 

II. Assets   

 (1) Non-current assets   

  (a) Fixed assets    

   Tangible assets 5 1,63,600 

   Intangible assets 6 1,35,311 

        (2) Current assets   

  (a) Inventories ` (48,000+1,14,000-3,000)  1,59,000 

  (b) Trade receivables ` (70,000+45,000-15000)  1,00,000 

  (c) Cash & Cash equivalents` (17,000+13,000)  30,000 

Total  5,87,911 
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Notes to Accounts 

   ` 

1. Share Capital   

 18,000 equity shares of ` 10 each 1,80,000  

 Less : Held by S Ltd. (20,000)  

  1,60,000  

 15,000 pref. shares of ` 10 each fully paid 1,50,000 3,10,000 

    

2. Reserves and Surplus   

 Reserve (W.N. iv) 17,479  

 Profit & Loss(W.N v)           50,637   

 Less : Inventory Reserve                       (3,000) 47,637  

 Securities Premium 36,000 1,01,116 

3. Minority Interest   

 Preference shares 80,000  

 Dividend 6,000  

 Equity shares 10,000  

 Capital profit (W.N. ii) 5,632  

 Revenue profit (W.N v) 913 1,02,545 

4. Trade Payables   

 Trade Payables 78,000  

 Less : Inter Co. (15,000) 63,000 

5. Tangible Assets   

 Plant & Machinery   

 H Ltd.            95,000   

 S Ltd. ` (50,400+6,800-200)       57,000 1,52,000  

 Furniture ` (7,000+4,600)   11,600 1,63,600 

6. Intangible assets   

 Goodwill (Given in balance sheet) 1,52,000  

 Add: On consolidation of S ltd. in H Ltd.(W.N. vi)     4,000  

  1,56,000  

 Less : Capital Reserve (W.N vi) (20,689) 1,35,311 
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Working Notes: 

(i) (a) Analysis of profits of S Ltd. (Pre-allocation) 

 Capital Profit Revenue Profit 

 ` ` 

Reserves 30,000  

Profit and Loss Account 1st January, 

2016 

8,000  

   

Profit for the year after Pref. Div.  

` (12,000 – 6,000) 

3,000 3,000 

Profit on Revaluation   

` (60,000 – 53,200) 6,800  

Additional Depreciation [3,000-2,800]   (200) 

 47,800 2,800 

 (b) Analysis of Profits of H Ltd. 

 Capital Revenue 

 Profit Profit 

 ` ` 

Reserves 13,000 13,000 

Profit and Loss Account on 1st January, 2016 (22,750)  

Profit for the year after preference dividend  

` (82,750 – 11,250 =71,500) 

 

35,750 

 

35,750 

 26,000 48,750 

(ii) Capital profits of H Ltd. & S Ltd. (post allocation) 

 Suppose capital profits of H Ltd.  = a 

 and capital profits of S Ltd. = b 

 Total Capital profits of H Ltd. = 26,000 +  
9

10

b 

 Total Capital profits of S Ltd. = 47,800 + 
1

9
 a 

 a = 26,000 +  
 
  

9 1
 47,800 + a

10 9
 

© The Institute of Chartered Accountants of India



 

 

14.61 

 

CONSOLIDATED OF FINANCIAL STATEMENTS  

 a = 76,689  

 b = 47,800 +  
1

9
(76,689) 

 b = 56,321 

 ` 

Minority Interest in Capital profits of S Ltd.                           5,632 

Share of holding Co. H Ltd.                                            50,689 

 56,321 

(iii) Revenue profits of H Ltd. and SLtd. (post allocation) 

Assume revenue profits of H Ltd. = x 

and revenue profits of S Ltd. = y 

Total Revenue profits of H Ltd. = 48,750 + 
9

10

y 

Total Revenue profits of S Ltd.      = 2,800 +
1

9
x 

or x = 48,750 +  
9

10

(2,800 + 
1

9
x) 

or
81

90
 x = 51,270 

or x = 56,967 

y = 2,800 + 
1

9
 (56,967) 

y = 9,130 

  H Ltd. S Ltd. 

  ` ` 

(iv) Capital Profits   

 As per Working Note 1 26,000 47,800 

 Adjustment as per equation (8,521)   8,521 

  17,479 56,321 

 Minority Interest 10%    5,632 

 Share of H Ltd.  50,689 

(v) Revenue Profits   

 (60,000 – 11,250 Pref. Dividend) 48,750 2,800 
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 Adjustment  (6,330) +6,330 

  42,420 9,130 

 Minority interest   8,217     913 

 Share of H Ltd. 50,637 8,217 

(vi) Cost of Control   

 H Ltd. in S Ltd.   

 Cost of Investments  1,20,000 

 Paid up value 90,000  

 Capital Profits 50,689 1,40,689 

 Capital Reserve  20,689 

 Cost of Investments  24,000 

 Paid up value  20,000 

 Goodwill    4,000 

Answer 3 

Consolidated Balance Sheet of P Ltd. and its subsidiary Q Ltd. 

as on 31st March, 2017 

Particulars Note 

No. 

 (`) 

I. Equity and Liabilities   

 (1) Shareholder's Funds   

  (a) Share Capital 1 45,00,000 

  (b) Reserves and Surplus 2 99,73,500 

 (2) Minority Interest (W.N)   11,56,500 

 (3)  Current Liabilities   

  Trade payables (5,55,000+2,10,000)  7,65,000 

Total  1,63,95,000 

II. Assets   

 (1) Non-current assets   

  Fixed assets   

      Tangibles assets (79,20,000 + 23,10,000)  1,02,30,000 
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 (2)  Current assets (44,10,000+17,55,000)  61,65,000 

Total  1,63,95,000 

Notes to Accounts 

  (` in 

000’s) 

(` in 000’s) 

    

1. Share Capital     

 4,50,000 Shares of ` 10 each  45,00,000 

2. Reserves and surplus   

  Securities Premium 9,00,000  

  Capital Reserve 4,38,000  

  General Reserve 60,00,000  

  Profit and Loss Account 26,35,500 99,73,500 

Shareholding pattern 

Particulars Number of Shares % of holding 

a. P Ltd. 

 (i) Purchased on 31.03.2011 

 

1,05,000 

 

 (ii)  Bonus Issue (1,05,000/2) 52,500  

   Total 1,57,500 70% 

b. Minority Interest 67,500 30% 

(i) Before issue of bonus shares 

(i) Cost of control/capital reserve ` ` 

 Investment in Q Ltd.  12,00,000 

 Less: Face value of investments  10,50,000  

   Capital profits (W.N.)    63,000 (11,13,000) 

 Cost of control        87,000 

(ii) Minority Interest  ` 

 Share Capital  4,50,000 

 Capital profits (W.N.)    27,000 

 Revenue profits (W.N.)     6,79,500 

    11,56,500 
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(iii) Consolidated profit and loss account – P Ltd.  ` 

 Balance  15,75,000 

 Add: Share in revenue profits of Q Ltd.(W.N.)  15,85,500 

    31,60,500 

(ii) Immediately after issue of bonus shares 

(i) Cost of control/capital reserve ` ` 

 Face value of investments (` 10,50,000 + 

`  5,25,000) 

15,75,000  

 Capital Profits (W.N.)    63,000  16,38,000 

 Less: Investment in Q Ltd.  (12,00,000) 

 Capital reserve       4,38,000 

(ii) Minority Interest  ` 

 Share Capital (` 4,50,000 + ` 2,25,000)     6,75,000 

 Capital Profits (W.N.)       27,000 

 Revenue Profits (W.N.)    4,54,500 

   11,56,500 

(iii) Consolidated Profit and Loss Account – P 

td. 

 ` 

 Balance   15,75,000 

 Add: Share in revenue profits of Q Ltd. 

(W.N.) 

 10,60,500 

   26,35,500 

Working Note: 

Analysis of Profits of Q Ltd. 

 Capital Profits Revenue Profits 

 (Before and after 

issue of bonus shares) 
` 

Before Bonus 

Issue 

` 

After Bonus 

Issue 
` 

Pre-incorporation profits 30,000   

Profit and loss account on 

31st March, 2011 

60,000   

 90,000   

General reserve*  19,05,000 19,05,000 

Less: Bonus shares    (7,50,000) 

   11,55,000 

 

© The Institute of Chartered Accountants of India



 

 

14.65 

 

CONSOLIDATED OF FINANCIAL STATEMENTS  

Profit for period of 1st April, 

2012 to 31st March, 2017  

(` 4,20,000 – ` 60,000) 

  

  3,60,000 

 

  3,60,000 

   22,65,000 15,15,000 

P Ltd.’s share (70%) 63,000 15,85,500 10,60,500 

Minority’s share (30%) 27,000  6,79,500  4,54,500 

 *Share of P Ltd. in General reserve has been adjusted in Consolidated Profit 

and Loss Account. 

Answer 4 

Consolidated Balance Sheet of H Ltd. 

and its subsidiary S Ltd. as on 31st March, 2017  

Particulars Note No.  (` in Lacs) 

I. Equity and Liabilities   

 (1) Shareholder's Funds   

  (a) Share Capital 1 12,000 

         (b)  Reserves and Surplus 2 7,159 

     (2)  Minority Interest [W.N.6]  3,120 

     (3)  Current Liabilities    

  (a) Trade payables 

  (b) Short term provisions 

3 

4 

2,315 

1,249 

  (c) Other current liabilities 5 1,687 

Total  27,530 

II. Assets   

     (1)  Non-current assets   

    Fixed assets    

         Tangible assets 6 14,954 

     (2)  Current assets   

                (a) Inventories 7 5,885 

                (b) Trade receivables 8 3,963 

                (c) Cash and cash equivalents 10 1,694 

                (d) Short term loans and advances 11 520 
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            (e) Other current assets 9 514 

Total  27,530 

Notes to Accounts 

  (` in lacs) (` in lacs) 

1. Share Capital     

  Authorised   15,000 

  Issued and Subscribed:   

 

  Equity shares of ` 10 each, fully paid 

up 

 12,000 

2. Reserves and surplus   

  Capital Reserve (Note 5) 1,320  

  General Reserve (` 2,784 + 108) 2,892  

  Profit and Loss Account:   

 

 H Ltd.            ` 2,715 

 Less: Dividend wrongly credited   ` 360 

  

 

  Unrealized Profit   `  20         (`  

380) 

  

 

                      `  

2,335 
  

 

 Add: Share in S Ltd.’s Revenue profits  `  

612 

2,947 7,159 

3. Trade payables   

   H Ltd.   1,461  

   S Ltd.     854 2,315 

4. Short term provisions   

  Provision for Taxation   

   H Ltd.        855  

   S Ltd.        394 1,249 

5. Other current liabilities   

 Bills Payable   

   H Ltd.       ` 372  

   S Ltd. ` 160  

  ` 532  

  Less: Mutual owing      ` (45) 487 

  Dividend payable   

   H Ltd.  1,200 

   1,687 
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6. Tangible assets   

  Land and Buildings   

   H Ltd. 2,718  

  Plant and Machinery   

   H Ltd.      `  4,905   

   S Ltd.      `  4,900 9,805  

 Furniture and Fittings   

   H Ltd.       ` 1,845   

        S Ltd.      `   586 2,431 14,954 

7. Inventories   

  Stock   

   H Ltd. 3,949  

   S Ltd. 1,956  

  5,905  

   Less: Unrealized profit    (20) 5,885 

8. Trade receivables   

   H Ltd.          `   2,600   

   S Ltd.        `   1,363  3,963 

9. Other current assets   

  Bills Receivable   

   H Ltd.         `   360   

   S Ltd.       `   199   

           `   559   

   Less: Mutual Owing    `     (45)  514 

10. Cash and cash equivalents   

  Cash and Bank Balances   

   H Ltd. 1,490  

   S Ltd.   204 1,694 

11. Short term loans and advances   

  Sundry Advances   

   H Ltd.  520 

Working Notes: 

Share holding pattern of S Ltd. 

Shares as on 31st March, 2017 (Includes 

bonus shares issued on 1st January, 2017) 

480 lakh shares (4,800 lakhs/` 10) 

H Ltd.’s holding as on 1st April, 2016 180 lakhs 

Add: Bonus received on 1st January, 2017 108 lakhs (180 / 5 × 3) 
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Total H Ltd.’s holding as on 31st March, 

2017 

288 lakhs i.e. 60 % [288/480×100] 

Minority Shareholding 40% 

1. S Ltd.’s General Reserve Account 

 ` in lakhs  ` in lakhs 

To Bonus to Equity 

Shareholders 

1,800 By Balance b/d 3,000 

To Balance c/d 1,380 By Profit and Loss A/c   180 

     (Balancing figure)   

  3,180   3,180 

2. S Ltd.’s Profit and Loss Account   

  ` in 

lakhs 

  ` in lakhs 

To General Reserve [WN 1]      180 By Balance b/d 1,200 

To Dividend paid  By  Net Profit for the   

 (20% on `3,000 lakhs)    600  year* 1,200 

To Balance c/d    1,620  (Balancing figure)   

     2,400   2,400 

 *Out of ` 1,200 lakhs profit for the year, ` 180 lakhs has been transferred to 

reserves. 

3. Distribution of Revenue profits 

 ` in lakhs 

Revenue profits (W. N. 2) 1,200 

Less:   Share of H Ltd. 60%  

 (General Reserve ` 108 + Profit and Loss Account ` 612) 

(720) 

  

Share of Minority Shareholders (40%)   480 

Note: The question can also be solved by taking ` 1,080 lakhs as post 

acquisition Profit and Loss balance and ` 180 lakhs as post acquisition 

General Reserve balance. The final answer will be same. 
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4. Calculation of Capital Profits 

 ` in lakhs 

General Reserve on the date of acquisition less bonus shares  

(` 3,000 – ` 1,800) 

1,200 

Profit and loss account on the date of acquisition less 

dividend paid  

(` 1,200 – ` 600) 

  600 

  

 1,800 

 H Ltd.’s share = 60% of ` 1,800 lakhs = ` 1,080 lakhs 

 Minority interest = ` 1,800 – ` 1,080 = ` 720 lakhs 

5. Calculation of capital reserve  

 ` in lakhs 

Paid up value of shares held (60% of `4,800) 2,880 

Add: Share in capital profits [WN 4]   1,080 

   3,960 

Less: Cost of shares less dividend received (` 3,000 – ` 360)  (2,640) 

Capital reserve  1,320 

6. Calculation of Minority Interest 

 ` in lakhs 

40% of share capital (40% of ` 4,800) 1,920 

Add: Share in revenue profits [WN 3]   480 

 Share in capital profits [WN 4]   720 

 3,120 

7. Unrealized profit in respect of inventory  

   ` 100 lakhs 
125

25
× = ` 20 lakhs 

Answer 5 

 Minority Holding  

 Interest 

(30%) 

Interest 

(70%) 

 

 ` `  

Share of net assets of B Ltd. as on 1.1.2010 3,24,000 7,56,000  
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Cost of acquisition           — 10,00,000  

 3,24,000  2,44,000 (goodwill) 

Minority’s share of losses of B Ltd: year 

ended 31.12.2010 

   75,000   

Minority interest as on 31.12.2010 2,49,000   

Minority’s share of losses of B Ltd.:    

year ended 31.12.2011 1,20,000   

Minority interest as on 31.12.2011 1,29,000   

Minority’s share of losses of B Ltd.    

year ended 31.12.2012 1,29,000*   

Minority interest as on 31.12.2012 Nil   

Minority’s share of losses for 2013 Nil   

Minority’s share of profits of B Ltd. for 2014 Nil   

Minority’s share of profit for 2015 Nil   

Minority’s share of profit for 2016 (` 45,000 

– ` 12,000) 

33,000∗   

Minority interest as on 31.12.2016   33,000   

 

                                                           

∗In the year 2012, the minority’s share of losses actually comes to ` 1,50,000.  But since 

minority interest as on 31.12.2011 was less than the share of loss, the excess of loss of  

` 21,000 is to be added to A ltd.’s share of losses.  Similarly, for the year 2013, the entire 

loss of B ltd. is to be adjusted against a ltd.’s profits for the purpose of consolidation.  

Therefore, upto 2013, the minority’s share of B ltd.’s losses of ` 57,000 are to be borne by A 

Ltd.  Thereafter, the entire profits of B ltd. will be allocated to A ltd. unless the minority’s 

share of losses previously absorbed (` 57,000) has been recovered.  Such recovery is fully 

made in 2016 and therefore minority interest of ` 33,000 is shown after adjusting fully the 

share of losses of minority previously absorbed by A Ltd. 
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A WORD ABOUT ACCOUNTING 

PRONOUNCEMENTS 

Accounting Standards and Guidance Notes issued by the Institute form the 

strong foundation to act as pillars of sound financial reporting system of a 

country, which is an integral part of good corporate governance.  It may be 

noted that significant changes are taking place in the area of Accounting 

Standards and Guidance Notes.  Many new Accounting Standards and 

Guidance Notes have been formulated by the Institute of Chartered 

Accountants of India keeping in mind the growing importance of financial 

reporting in the corporate scenario.  Existing Accounting Standards and 

Guidance Notes are also being revised from time to time.   

Keeping all this in view, it has been decided to publish a separate book 

containing the bare text of applicable Accounting Standards and Guidance 

Notes (which are covered in the syllabus).  This book is quite handy and will 

be highly useful for the students since they will get all the relevant 

accounting pronouncements at one place for easy reference.   

This handbook has been divided into two parts for the convenience of the 

students.   

 First Part comprises of the relevant Accounting Standards (presently 

applicable to students at Intermediate Level of Paper 5 “Advanced 
Accounting”) by incorporating the relevant announcements issued from 
time to time.  

 Second Part contains relevant Guidance Notes (presently applicable to 

students at Intermediate Level of Paper 5 “Advanced Accounting”) by 
incorporating the relevant announcements issued from time to time.  

 

 

 

Happy Reading and Best Wishes! 
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PART – I 

AS 7∗: Construction Contracts 

[This Accounting Standard includes paragraphs set in bold italic type and plain type, which 

have equal authority. Paragraphs in bold italic type indicate the main principles. This 

Accounting Standard should be read in the context of its objective, the Preface to the 

Statements of Accounting Standards
1
and the ‘Applicability of Accounting Standards to 

Various Entities’.] 

Objective 

The objective of this Standard is to prescribe the accounting treatment of revenue and 

costs associated with construction contracts. Because of the nature of the activity 

undertaken in construction contracts, the date at which the contract activity is entered into 

and the date when the activity is completed usually fall into different accounting periods. 

Therefore, the primary issue in accounting for construction contracts is the allocation of 

contract revenue and contract costs to the accounting periods in which construction work 

is performed.  This Standard uses the recognition criteria established in the Framework for 

the Preparation and Presentation of Financial Statements to determine when contract 

revenue and contract costs should be recognised as revenue and expenses in the statement 

of profit and loss. It also provides practical guidance on the application of these criteria. 

Scope 

1. This Standard should be applied in accounting for construction contracts in the 

financial statements of contractors. 

Definitions 

2. The following terms are used in this Standard with the meanings specified: 

2.1 A construction contract is a contract specifically negotiated for the construction 

of an asset or a combination of assets that are closely interrelated or interdependent 

in terms of their design, technology and function or their ultimate purpose or use. 

2.2 A fixed price contract is a construction contract in which the contractor agrees to 

a fixed contract price, or a fixed rate per unit of output, which in some cases is subject 

to cost escalation clauses. 

2.3 A cost plus contract is a construction contract in which the contractor is 

reimbursed for allowable or otherwise defined costs, plus percentage of these costs or 

a fixed fee. 

                            

∗Revised in 2002 and came into effect in respect of all contracts entered into during accounting 

periods commencing on or after 1-4-2003 and is mandatory in nature from that date.  
1Attention is specifically drawn to paragraph 4.3 of the Preface, according to which Accounting 

Standards are intended to apply only to items which are material. 
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3. A construction contract may be negotiated for the construction of a single asset such 

as a bridge, building, dam, pipeline, road, ship or tunnel. A construction contract may also 

deal with the construction of a number of assets which are closely interrelated or 

interdependent in terms of their design, technology and function or their ultimate purpose 

or use; examples of such contracts include those for the construction of refineries and other 

complex pieces of plant or equipment. 

4. For the purposes of this Standard, construction contracts include: 

(a) contracts for the rendering of services which are directly related to the 

construction of the asset, for example, those for the services of project managers 

and architects; and 

(b) contracts for destruction or restoration of assets, and the restoration of the 

environment following the demolition of assets. 

5. Construction contracts are formulated in a number of ways which, for the purposes of 

this Standard, are classified as fixed price contracts and cost plus contracts. Some 

construction contracts may contain characteristics of both a fixed price contract and a cost 

plus contract, for example, in the case of a cost plus contract with an agreed maximum 

price.   In such circumstances, a contractor needs to consider all the conditions in 

paragraphs 22 and 23 in order to determine when to recognise contract revenue and 

expenses. 

Combining and Segmenting Construction Contracts 

6. The requirements of this Standard are usually applied separately to each construction 

contract. However, in certain circumstances, it is necessary to apply the Standard to the 

separately identifiable components of a single contract or to a group of contracts together 

in order to reflect the substance of a contract or a group of contracts. 

7. When a contract covers a number of assets, the construction of each asset should 

be treated as a separate construction contract when: 

(a) separate proposals have been submitted for each asset; 

(b) each asset has been subject to separate negotiation and the contractor and 

customer have been able to accept or reject that part of the contract relating 

to each asset; and 

(c) the costs and revenues of each asset can be identified. 

8. A group of contracts, whether with a single customer or with several customers, 

should be treated as a single construction contract when: 

(a) the group of contracts is negotiated as a single package; 

(b) the contracts are so closely interrelated that they are, in effect, part of a 

single project with an overall profit margin; and 

(c) the contracts are performed concurrently or in a continuous sequence. 

9. A contract may provide for the construction of an additional asset at the option 

of the customer or may be amended to include the construction of an additional asset. 
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The construction of the additional asset should be treated as a separate construction 

contract when: 

(a) the asset differs significantly in design, technology or function from the asset 

or assets covered by the original contract; or 

(b)  the price of the asset is negotiated without regard to the original contract 

price. 

Contract Revenue 

10. Contract revenue should comprise: 

(a) the initial amount of revenue agreed in the contract; and 

(b) variations in contract work, claims and incentive payments: 

(i) to the extent that it is probable that they will result in revenue; and 

(ii) they are capable of being reliably measured. 

11. Contract revenue is measured at the consideration received or receivable. The 

measurement of contract revenue is affected by a variety of uncertainties that depend on 

the outcome of future events.  The estimates often need to be revised as events occur and 

uncertainties are resolved. Therefore, the amount of contract revenue may increase or 

decrease from one period to the next. For example: 

(a) a contractor and a customer may agree to variations or claims that increase or 

decrease contract revenue in a period subsequent to that in which the contract 

was initially agreed; 

(b) the amount of revenue agreed in a fixed price contract may increase as a result 

of cost escalation clauses; 

(c) the amount of contract revenue may decrease as a result of penalties arising from 

delays caused by the contractor in the completion of the contract; or 

(d) when a fixed price contract involves a fixed price per unit of output, contract 

revenue increases as the number of units is increased. 

12. A variation is an instruction by the customer for a change in the scope of the work to 

be performed under the contract. A variation may lead to an increase or a decrease in 

contract revenue. Examples of variations are changes in the specifications or design of the 

asset and changes in the duration of the contract. A variation is included in contract revenue 

when: 

(a) it is probable that the customer will approve the variation and the amount of 

revenue arising from the variation; and 

(b) the amount of revenue can be reliably measured. 

13. A claim is an amount that the contractor seeks to collect from the customer or another 

party as reimbursement for costs not included in the contract price. A claim may arise from, 

for example, customer caused delays, errors in specifications or design, and disputed 

variations in contract work. The measurement of the amounts of revenue arising from 
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claims is subject to a high level of uncertainty and often depends on the outcome of 

negotiations. Therefore, claims are only included in contract revenue when: 

(a) negotiations have reached an advanced stage such that it is probable that the 

customer will accept the claim; and 

(b) the amount that it is probable will be accepted by the customer can be measured 

reliably. 

14. Incentive payments are additional amounts payable to the contractor if specified 

performance standards are met or exceeded. For example, a contract may allow for an 

incentive payment to the contractor for early completion of the contract. Incentive 

payments are included in contract revenue when: 

(a) the contract is sufficiently advanced that it is probable that the specified 

performance standards will be met or exceeded; and 

(b) the amount of the incentive payment can be measured reliably. 

Contract Costs 

15. Contract costs should comprise: 

(a) costs that relate directly to the specific contract; 

(b) costs that are attributable to contract activity in general and can be allocated 

to the contract; and 

(c) such other costs as are specifically chargeable to the customer under the 

terms of the contract. 

16. Costs that relate directly to a specific contract include:  

(a) site labour costs, including site supervision; 

(b) costs of materials used in construction; 

(c) depreciation of plant and equipment used on the contract; 

(d) costs of moving plant, equipment and materials to and from the contract site; 

(e) costs of hiring plant and equipment; 

(f) costs of design and technical assistance that is directly related to the contract; 

(g) the estimated costs of rectification and guarantee work, including expected 

warranty costs; and 

(h) claims from third parties. 

These costs may be reduced by any incidental income that is not included in contract 

revenue, for example income from the sale of surplus materials and the disposal of plant 

and equipment at the end of the contract. 

17. Costs that may be attributable to contract activity in general and can be allocated to 

specific contracts include: 

(a) insurance; 
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(b) costs of design and technical assistance that is not directly related to a specific 

contract; and 

(c) construction overheads. 

Such costs are allocated using methods that are systematic and rational and are applied 

consistently to all costs having similar characteristics. The allocation is based on the normal 

level of construction activity. Construction overheads include costs such as the preparation 

and processing of construction personnel payroll. Costs that may be attributable to 

contract activity in general and can be allocated to specific contracts also include borrowing 

costs as per Accounting Standard (AS) 16, Borrowing Costs. 

18. Costs that are specifically chargeable to the customer under the terms of the contract 

may include some general administration costs and development costs for which 

reimbursement is specified in the terms of the contract. 

19. Costs that cannot be attributed to contract activity or cannot be allocated to a contract 

are excluded from the costs of a construction contract. Such costs include: 

(a) general administration costs for which reimbursement is not specified in the 

contract; 

(b) selling costs; 

(c) research and development costs for which reimbursement is not specified in the 

contract; and 

(d) depreciation of idle plant and equipment that is not used on a particular contract. 

20. Contract costs include the costs attributable to a contract for the period from the date 

of securing the contract to the final completion of the contract. However, costs that relate 

directly to a contract and which are incurred in securing the contract are also included as 

part of the contract costs if they can be separately identified and measured reliably and it 

is probable that the contract will be obtained. When costs incurred in securing a contract 

are recognised as an expense in the period in which they are incurred, they are not included 

in contract costs when the contract is obtained in a subsequent period. 

Recognition of Contract Revenue and Expenses 

21. When the outcome of a construction contract can be estimated reliably, contract 

revenue and contract costs associated with the construction contract should be 

recognised as revenue and expenses respectively by reference to the stage of 

completion of the contract activity at the reporting date. An expected loss on the 

construction contract should be recognised as an expense immediately in accordance 

with paragraph 35. 

22. In the case of a fixed price contract, the outcome of a construction contract can 

be estimated reliably when all the following conditions are satisfied: 

(a) total contract revenue can be measured reliably; 

(b) it is probable that the economic benefits associated with the contract will 

flow to the enterprise; 
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(c) both the contract costs to complete the contract and the stage of contract 

completion at the reporting date can be measured reliably; and 

(d) the contract costs attributable to the contract can be clearly identified and 

measured reliably so that actual contract costs incurred can be compared 

with prior estimates. 

23. In the case of a cost plus contract, the outcome of a construction contract can be 

estimated reliably when all the following conditions are satisfied: 

(a) it is probable that the economic benefits associated with the contract will 

flow to the enterprise; and 

(b) the contract costs attributable to the contract, whether or not specifically 

reimbursable, can be clearly identified and measured reliably. 

24. The recognition of revenue and expenses by reference to the stage of completion of 

a contract is often referred to as the percentage of completion method. Under this method, 

contract revenue is matched with the contract costs incurred in reaching the stage of 

completion, resulting in the reporting of revenue, expenses and profit which can be 

attributed to the proportion of work completed. This method provides useful information 

on the extent of contract activity and performance during a period. 

25. Under the percentage of completion method, contract revenue is recognised as 

revenue in the statement of profit and loss in the accounting periods in which the work is 

performed. Contract costs are usually recognised as an expense in the statement of profit 

and loss in the accounting periods in which the work to which they relate is performed. 

However, any expected excess of total contract costs over total contract revenue for the 

contract is recognised as an expense immediately in accordance with paragraph 35. 

26. A contractor may have incurred contract costs that relate to future activity on the 

contract. Such contract costs are recognised as an asset provided it is probable that they 

will be recovered. Such costs represent an amount due from the customer and are often 

classified as contract work in progress. 

27. When an uncertainty arises about the collectability of an amount already included in 

contract revenue, and already recognised in the statement of profit and loss, the 

uncollectable amount or the amount in respect of which recovery has ceased to be 

probable is recognised as an expense rather than as an adjustment of the amount of 

contract revenue. 

28. An enterprise is generally able to make reliable estimates after it has agreed to a 

contract which establishes: 

(a) each party’s enforceable rights regarding the asset to be constructed; 

(b) the consideration to be exchanged; and 

(c) the manner and terms of settlement. 

It is also usually necessary for the enterprise to have an effective internal financial 

budgeting and reporting system. The enterprise reviews and, when necessary, revises the 
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estimates of contract revenue and contract costs as the contract progresses. The need for 

such revisions does not necessarily indicate that the outcome of the contract cannot be 

estimated reliably. 

29. The stage of completion of a contract may be determined in a variety of ways. The 

enterprise uses the method that measures reliably the work performed. Depending on the 

nature of the contract, the methods may include: 

(a) the proportion that contract costs incurred for work performed upto the reporting 

date bear to the estimated total contract costs; or 

(b) surveys of work performed; or 

(c) completion of a physical proportion of the contract work. 

Progress payments and advances received from customers may not necessarily reflect the 

work performed. 

30. When the stage of completion is determined by reference to the contract costs 

incurred upto the reporting date, only those contract costs that reflect work performed are 

included in costs incurred upto the reporting date. Examples of contract costs which are 

excluded are: 

(a) contract costs that relate to future activity on the contract, such as costs of 

materials that have been delivered to a contract site or set aside for use in a 

contract but not yet installed, used or applied during contract performance, 

unless the materials have been made specially for the contract; and 

(b) payments made to subcontractors in advance of work performed under the 

subcontract. 

31. When the outcome of a construction contract cannot be estimated reliably: 

(a) revenue should be recognised only to the extent of contract costs incurred of 

which recovery is probable; and 

(b) contract costs should be recognised as an expense in the period in which they 

are incurred. 

An expected loss on the construction contract should be recognised as an expense 

immediately in accordance with paragraph 35. 

32. During the early stages of a contract it is often the case that the outcome of the 

contract cannot be estimated reliably. Nevertheless, it may be probable that the enterprise 

will recover the contract costs incurred. Therefore, contract revenue is recognised only to 

the extent of costs incurred that are expected to be recovered. As the outcome of the 

contract cannot be estimated reliably, no profit is recognised. However, even though the 

outcome of the contract cannot be estimated reliably, it may be probable that total contract 

costs will exceed total contract revenue. In such cases, any expected excess of total contract 

costs over total contract revenue for the contract is recognised as an expense immediately 

in accordance with paragraph 35. 
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33. Contract costs recovery of which is not probable are recognised as an expense 

immediately. Examples of circumstances in which the recoverability of contract costs incurred 

may not be probable and in which contract costs may, therefore, need to be recognised as an 

expense immediately include contracts: 

(a) which are not fully enforceable, that is, their validity is seriously in question; 

(b) the completion of which is subject to the outcome of pending litigation or 

legislation; 

(c) relating to properties that are likely to be condemned or expropriated; 

(d) where the customer is unable to meet its obligations; or 

(e) where the contractor is unable to complete the contract or otherwise meet its 

obligations under the contract. 

34. When the uncertainties that prevented the outcome of the contract being 

estimated reliably no longer exist, revenue and expenses associated with the 

construction contract should be recognised in accordance with paragraph 21 rather 

than in accordance with paragraph 31. 

Recognition of Expected Losses 

35. When it is probable that total contract costs will exceed total contract revenue, 

the expected loss should be recognised as an expense immediately. 

36. The amount of such a loss is determined irrespective of:  

(a) whether or not work has commenced on the contract; 

(b) the stage of completion of contract activity; or 

(c) the amount of profits expected to arise on other contracts which are not treated 

as a single construction contract in accordance with paragraph 8. 

Changes in Estimates 

37. The percentage of completion method is applied on a cumulative basis in each 

accounting period to the current estimates of contract revenue and contract costs. 

Therefore, the effect of a change in the estimate of contract revenue or contract costs, or 

the effect of a change in the estimate of the outcome of a contract, is accounted for as a 

change in accounting estimate (see Accounting Standard (AS) 5, Net Profit or Loss for the 

Period, Prior Period Items and Changes in Accounting Policies). The changed estimates are 

used in determination of the amount of revenue and expenses recognised in the statement 

of profit and loss in the period in which the change is made and in subsequent periods. 

Disclosure 

38. An enterprise should disclose: 

(a) the amount of contract revenue recognised as revenue in the period; 

(b) the methods used to determine the contract revenue recognised in the period; 

and 

© The Institute of Chartered Accountants of India



  Part I: Accounting Standards  I-9 

(c) the methods used to determine the stage of completion of contracts in 

progress. 

39. An enterprise should disclose the following for contracts in progress at the 

reporting date: 

(a) the aggregate amount of costs incurred and recognised profits (less 

recognised losses) upto the reporting date;  

(b) the amount of advances received; and 

(c) the amount of retentions. 

40. Retentions are amounts of progress billings which are not paid until the satisfaction 

of conditions specified in the contract for the payment of such amounts or until defects 

have been rectified. Progress billings are amounts billed for work performed on a contract 

whether or not they have been paid by the customer. Advances are amounts received by 

the contractor before the related work is performed. 

41. An enterprise should present: 

(a) the gross amount due from customers for contract work as an asset; and 

(b) the gross amount due to customers for contract work as a liability. 

42. The gross amount due from customers for contract work is the net amount of: 

(a) costs incurred plus recognised profits; less 

(b) the sum of recognised losses and progress billings  

for all contracts in progress for which costs incurred plus recognised profits (less recognised 

losses) exceeds progress billings. 

43. The gross amount due to customers for contract work is the net amount of:  

(a) the sum of recognised losses and progress billings; less 

(b) costs incurred plus recognised profits  

for all contracts in progress for which progress billings exceed costs incurred plus 

recognised profits (less recognised losses). 

44. An enterprise discloses any contingencies in accordance with Accounting Standard 

(AS) 4, Contingencies and Events Occurring After the Balance Sheet Date2.   Contingencies 

may arise from such items as warranty costs, penalties or possible losses. 

Illustration 

This illustration does not form part of the Accounting Standard. Its purpose is to illustrate the 

application of the Accounting Standard to assist in clarifying its meaning. 

                            

2Pursuant to AS 29, Provisions, Contingent Liabilities and Contingent Assets, becoming mandatory, 

all paragraphs of AS 4 that deal with contingencies stand withdrawn except to the extent they deal 

with impairment of assets not covered by other Accounting Standards. 
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Disclosure of Accounting Policies 

The following are illustrations of accounting policy disclosures: 

Revenue from fixed price construction contracts is recognised on the percentage of 

completion method, measured by reference to the percentage of labour hours incurred 

upto the reporting date to estimated total labour hours for each contract. 

Revenue from cost plus contracts is recognised by reference to the recoverable costs 

incurred during the period plus the fee earned, measured by the proportion that costs 

incurred upto the reporting date bear to the estimated total costs of the contract. 

The Determination of Contract Revenue and Expenses 

The following illustration illustrates one method of determining the stage of completion of 

a contract and the timing of the recognition of contract revenue and expenses (see 

paragraphs 21 to 34 of the Standard). (Amounts shown hereinbelow are in ` lakhs) 

A construction contractor has a fixed price contract for ` 9,000 to build a bridge.  The initial 

amount of revenue agreed in the contract is ` 9,000. The contractor’s initial estimate of 

contract costs is ` 8,000. It will take 3 years to build the bridge. 

By the end of year 1, the contractor’s estimate of contract costs has increased to ` 8,050. 

In year 2, the customer approves a variation resulting in an increase in contract revenue of 

` 200 and estimated additional contract costs of ` 150.  At the end of year 2, costs incurred 

include ` 100 for standard materials stored at the site to be used in year 3 to complete the 

project. 

The contractor determines the stage of completion of the contract by calculating the 

proportion that contract costs incurred for work performed upto the reporting date bear 

to the latest estimated total contract costs.  A summary of the financial data during the 

construction period is as follows: 

   (amount in ` lakhs) 

 Year 1 Year 2 Year 3 

Initial amount of revenue agreed in contract 9,000 9,000 9,000 

Variation      —    200    200 

Total contract revenue 9,000 9,200 9,200 

Contract costs incurred upto the reporting date 2,093 6,168 8,200 

Contract costs to complete 5,957 2,032      — 

Total estimated contract costs 8,050 8,200 8,200 

Estimated Profit 950 1,000 1,000 

Stage of completion 26% 74% 100% 
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The stage of completion for year 2 (74%) is determined by excluding from contract costs 

incurred for work performed upto the reporting date, ` 100 of standard materials stored at 

the site for use in year 3. 

The amounts of revenue, expenses and profit recognised in the statement of profit and loss 

in the three years are as follows: 

 Upto the 

Reporting 

Date 

Recognised 

in Prior 

year 

Recgnised in 

current year 

Year 1    

Revenue (9,000x .26) 2,340  2,340 

Expenses (8,050x .26) 2,093  2,093 

Profit    247     247 

Year 2    

Revenue (9,200x .74) 6,808 2,340 4,468 

Expenses (8,200x .74) 6,068 2,093 3,975 

Profit    740    247    493 

Year 3    

Revenue (9,200x 1.00) 9,200 6,808 2,392 

Expenses 8,200 6,068 2,132 

Profit 1,000    740   260 

Contract Disclosures 

A contractor has reached the end of its first year of operations. All its contract costs incurred 

have been paid for in cash and all its progress billings and advances have been received in 

cash. Contract costs incurred for contracts B, C and E include the cost of materials that have 

been purchased for the contract but which have not been used in contract performance 

upto the reporting date. For contracts B, C and E, the customers have made advances to 

the contractor for work not yet performed. 

The status of its five contracts in progress at the end of year 1 is as follows: 

Contract 

      (amount in ` lakhs) 

 A B C D E Total 

Contract Revenue recognised in 145 520 380 200 55 1,300 

accordance with paragraph 21       

Contract Expenses recognised in 

accordance with paragraph 21 

110 450 350 250 55 1,215 

Expected Losses recognised in 

accordance with paragraph 35 

 

— 

 

— 

 

— 

 

40 

 

30 

 

70 
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Recognised profits less recognised losses   35   70   30 (90) (30)      15 

Contract Costs incurred in the period 110 510 450 250 100 1,420 

Contract Costs incurred recognised as 

contract expenses in the period in 

accordance with paragraph 21 

 

 

110 

 

 

450 

 

 

350 

 

 

250 

 

 

55 

 

 

1,215 

Contract Costs that relate to future 

activity recognised as an asset in 

      

accordance with paragraph 26   —   60 100   — 45    205 

Contract Revenue (see above) 145 520 380 200 55 1,300 

Progress Billings (paragraph 40) 100 520 380 180 55 1,235 

Unbilled Contract Revenue 45 — — 20 — 65 

Advances (paragraph 40) — 80 20 — 25 125 

The amounts to be disclosed in accordance with the Standard are as follows: 

Contract revenue recognised as revenue in the period [paragraph 38(a)]  1,300 

Contract costs incurred and recognised profits 

(less recognised losses) upto the reporting date [paragraph 39(a)]      1,435 

Advances received [paragraph 39(b)] 125 

Gross amount due from customers for contract work — 

presented as an asset in accordance with paragraph 41(a) 220 

Gross amount due to customers for contract work — 

presented as a liability in accordance with paragraph 41(b) (20) 

The amounts to be disclosed in accordance with paragraphs 39(a), 41(a) and 41(b) are 

calculated as follows: 

          (amount in ` lakhs) 

 A B C D   E Total 

Contract Costs incurred 110 510 450 250 100 1,420 

Recognised profits less recognised 

losses 

35 70 30 (90) (30) 15 

 145 580 480 160 70 1,435 

Progress billings  100 520 380 180 55 1,235 

Due from customers 

Due to customers 

45 60 100 — 15 220 

— — — (20) — (20) 

The amount disclosed in accordance with paragraph 39(a) is the same as the amount for 

the current period because the disclosures relate to the first year of operation. 
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AS 9∗: Revenue Recognition1 

[This Accounting Standard includes paragraphs set in bold italic type and plain type, which 

have equal authority. Paragraphs in bold italic type indicate the main principles. This 

Accounting Standard should be read in the context of the Preface to the Statements of 

Accounting Standards
2
and the ‘Applicability of Accounting Standards to Various Entities’.] 

Introduction 

1. This Standard deals with the bases for recognition of revenue in the statement of profit 

and loss of an enterprise. The Standard is concerned with the recognition of revenue arising 

in the course of the ordinary activities of the enterprise from 

—the sale of goods, 

—the rendering of services, and 

—the use by others of enterprise resources yielding interest, royalties and dividends. 

2. This Standard does not deal with the following aspects of revenue recognition to which 

special considerations apply: 

(i) Revenue arising from construction contracts3 

(ii) Revenue arising from hire-purchase, lease agreements; 

(iii) Revenue arising from government grants and other similar subsidies; 

(iv) Revenue of insurance companies arising from insurance contracts. 

3. Examples of items not included within the definition of “revenue” for the purpose of this 

Standard are: 

(i) Realised gains resulting from the disposal of, and unrealised gains resulting from 

the holding of, non-current assets e.g. appreciation in the value of fixed assets; 

(ii) Unrealised holding gains resulting from the change in value of current assets, and 

the natural increases in herds and agricultural and forest products; 

(iii) Realised or unrealised gains resulting from changes in foreign exchange rates and 

adjustments arising on the translation of foreign currency financial statements; 

(iv) Realised gains resulting from the discharge of an obligation at less than its 

carrying amount; 

                            

∗Issued in 1985 

1It is reiterated that this Accounting Standard (as is the case of other accounting standards) assumes 

that the three fundamental accounting assumptions i.e., going concern, consistency and accrual have 

been followed in the preparation and presentation of financial statements. 
2Attention is specifically drawn to paragraph 4.3 of the Preface, according to which Accounting 

Standards are intended to apply only to items which are material. 

3Refer to AS 7 on ‘Construction Contracts’. 
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(v) Unrealised gains resulting from the restatement of the carrying amount of an 

obligation. 

Definitions 

4. The following terms are used in this Standard with the meanings specified: 

4.1 Revenue is the gross inflow of cash, receivables or other consideration arising in 

the course of the ordinary activities of an enterprise4 from the sale of goods, from the 

rendering of services, and from the use by others of enterprise resources yielding 

interest, royalties and dividends. Revenue is measured by the charges made to 

customers or clients for goods supplied and services rendered to them and by the 

charges and rewards arising from the use of resources by them. In an agency 

relationship, the revenue is the amount of commission and not the gross inflow of 

cash, receivables or other consideration. 

4.2 Completed service contract method is a method of accounting which recognises 

revenue in the statement of profit and loss only when the rendering of services under 

a contract is completed or substantially completed. 

4.3 Proportionate completion method is a method of accounting which recognises 

revenue in the statement of profit and loss proportionately with the degree of 

completion of services under a contract. 

Explanation 

5. Revenue recognition is mainly concerned with the timing of recognition of revenue in 

the statement of profit and loss of an enterprise. The amount of revenue arising on a 

transaction is usually determined by agreement between the parties involved in the 

transaction. When uncertainties exist regarding the determination of the amount, or its 

associated costs, these uncertainties may influence the timing of revenue recognition. 

6. Sale of Goods 

6.1 A key criterion for determining when to recognise revenue from a transaction involving 

the sale of goods is that the seller has transferred the property in the goods to the buyer 

for a consideration.  The transfer of property in goods, in most cases, results in or coincides 

with the transfer of significant risks and rewards of ownership to the buyer.  However, there 

may be situations where transfer of property in goods does not coincide with the transfer 

of significant risks and rewards of ownership. Revenue in such situations is recognised at 

the time of transfer of significant risks and rewards of ownership to the buyer. Such cases 

may arise where delivery has been delayed through the fault of either the buyer or the 

seller and the goods are at the risk of the party at fault as regards any loss which might not 

                            

4The Institute has issued an Announcement in 2005 titled ‘Treatment of Inter-divisional Transfers’. As 

per the Announcement, the recognition of inter-divisional transfers as sales is an inappropriate 

accounting treatment and is inconsistent with Accounting Standard 9. 
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have occurred but for such fault. Further, sometimes the parties may agree that the risk will 

pass at a time different from the time when ownership passes. 

6.2 At certain stages in specific industries, such as when agricultural crops have been 

harvested or mineral ores have been extracted, performance may be substantially complete 

prior to the execution of the transaction generating revenue. In such cases when sale is 

assured under a forward contract or a government guarantee or where market exists and 

there is a negligible risk of failure to sell, the goods involved are often valued at net 

realisable value.  Such amounts, while not revenue as defined in this Standard, are 

sometimes recognised in the statement of profit and loss and appropriately described. 

7. Rendering of Services 

7.1 Revenue from service transactions is usually recognised as the service is performed, 

either by the proportionate completion method or by the completed service contract 

method. 

(i) Proportionate completion method—Performance consists of the execution of 

more than one act. Revenue is recognised proportionately by reference to the 

performance of each act. The revenue recognised under this method would be 

determined on the basis of contract value, associated costs, number of acts or 

other suitable basis. For practical purposes, when services are provided by an 

indeterminate number of acts over a specific period of time, revenue is recognised 

on a straight line basis over the specific period unless there is evidence that some 

other method better represents the pattern of performance. 

(ii) Completed service contract method—Performance consists of the execution of 

a single act. Alternatively, services are performed in more than a single act, and 

the services yet to be performed are so significant in relation to the transaction 

taken as a whole that performance cannot be deemed to have been completed 

until the execution of those acts. The completed service contract method is 

relevant to these patterns of performance and accordingly revenue is recognised 

when the sole or final act takes place and the service becomes chargeable. 

8. The Use by Others of Enterprise Resources Yielding Interest, 

Royalties and Dividends 

8.1 The use by others of such enterprise resources gives rise to: 

(i) interest—charges for the use of cash resources or amounts due to the enterprise; 

(ii) royalties—charges for the use of such assets as know-how, patents, trademarks 

and copyrights; 

(iii) dividends—rewards from the holding of investments in shares. 

8.2 Interest accrues, in most circumstances, on the time basis determined by the amount 

outstanding and the rate applicable. Usually, discount or premium on debt securities held 

is treated as though it were accruing over the period to maturity. 
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8.3 Royalties accrue in accordance with the terms of the relevant agreement and are 

usually recognised on that basis unless, having regard to the substance of the transactions, 

it is more appropriate to recognise revenue on some other systematic and rational basis. 

8.4 Dividends from investments in shares are not recognised in the statement of profit 

and loss until a right to receive payment is established. 

8.5 When interest, royalties and dividends from foreign countries require exchange 

permission and uncertainty in remittance is anticipated, revenue recognition may need to 

be postponed. 

9. Effect of Uncertainties on Revenue Recognition 

9.1 Recognition of revenue requires that revenue is measurable and that at the time of 

sale or the rendering of the service it would not be unreasonable to expect ultimate 

collection. 

9.2 Where the ability to assess the ultimate collection with reasonable certainty is lacking 

at the time of raising any claim, e.g., for escalation of price, export incentives, interest etc., 

revenue recognition is postponed to the extent of uncertainty involved. In such cases, it 

may be appropriate to recognise revenue only when it is reasonably certain that the 

ultimate collection will be made. Where there is no uncertainty as to ultimate collection, 

revenue is recognised at the time of sale or rendering of service even though payments are 

made by instalments. 

9.3 When the uncertainty relating to collectability arises subsequent to the time of sale or 

the rendering of the service, it is more appropriate to make a separate provision to reflect 

the uncertainty rather than to adjust the amount of revenue originally recorded. 

9.4 An essential criterion for the recognition of revenue is that the consideration 

receivable for the sale of goods, the rendering of services or from the use by others of 

enterprise resources is reasonably determinable. When such consideration is not 

determinable within reasonable limits, the recognition of revenue is postponed. 

9.5 When recognition of revenue is postponed due to the effect of uncertainties, it is 

considered as revenue of the period in which it is properly recognised. 

Main Principles 

10. Revenue from sales or service transactions should be recognised when the 

requirements as to performance set out in paragraphs 11 and 12 are satisfied, 

provided that at the time of performance it is not unreasonable to expect ultimate 

collection. If at the time of raising of any claim it is unreasonable to expect ultimate 

collection, revenue recognition should be postponed. 

Explanation: 

The amount of revenue from sales transactions (turnover) should be disclosed in the 

following manner on the face of the statement of profit or loss : 
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Turnover (Gross) XX  

Less: Excise Duty XX  

Turnover (Net)  XX 

The amount of excise duty to be deducted from the turnover should be the total excise 

duty for the year except the excise duty related to the difference between the closing 

start and opening stock.  The excise duty related to the difference between the closing 

stock and opening stock should be recognised separately in the statement of profit or 

loss, with an explanatory note in the notes to accounts to explain the nature of the 

two amounts of excise duty. 

11. In a transaction involving the sale of goods, performance should be regarded as 

being achieved when the following conditions have been fulfilled: 

(i) the seller of goods has transferred to the buyer the property in the goods for 

a price or all significant risks and rewards of ownership have been 

transferred to the buyer and the seller retains no effective control of the 

goods transferred to a degree usually associated with ownership; and 

(ii) no significant uncertainty exists regarding the amount of the consideration 

that will be derived from the sale of the goods. 

12. In a transaction involving the rendering of services, performance should be 

measured either under the completed service contract method or under the 

proportionate completion method, whichever relates the revenue to the work 

accomplished.  Such performance should be regarded as being achieved when no 

significant uncertainty exists regarding the amount of the consideration that will be 

derived from rendering the service. 

13. Revenue arising from the use by others of enterprise resources yielding interest, 

royalties and dividends should only be recognised when no significant uncertainty as 

to measurability or collectability exists.  These revenues are recognised on the 

following bases: 

(i) Interest : on time proportion basis taking into account the 

 amount outstanding and the rate applicable. 

(ii) Royalties : on an accrual basis in accordance with the terms of the  

 relevant agreement. 

(iii) Dividends from : when the owner’s right to receive payment is 

 investments in shares established. 

Disclosure 

14. In addition to the disclosures required by Accounting Standard 1 on ‘Disclosure 

of Accounting Policies’ (AS 1), an enterprise should also disclose the circumstances in 

which revenue recognition has been postponed pending the resolution of significant 

uncertainties. 
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Illustrations 

These illustrations do not form part of the Accounting Standard. Their purpose is to 

illustrate the application of the Standard to a number of commercial situations in an 

endeavour to assist in clarifying application of the Standard. 

A. Sale of Goods 

1. Delivery is delayed at buyer’s request and buyer takes title and accepts billing 

Revenue should be recognised notwithstanding that physical delivery has not been 

completed so long as there is every expectation that delivery will be made. However, the 

item must be on hand, identified and ready for delivery to the buyer at the time the sale is 

recognised rather than there being simply an intention to acquire or manufacture the 

goods in time for delivery. 

2. Delivered subject to conditions 

(a) installation and inspection i.e. goods are sold subject to installation, inspection etc. 

Revenue should normally not be recognised until the customer accepts delivery and 

installation and inspection are complete. In some cases, however, the installation 

process may be so simple in nature that it may be appropriate to recognise the sale 

notwithstanding that installation is not yet completed (e.g. installation of a factory-

tested television receiver normally only requires unpacking and connecting of power 

and antennae). 

(b) on approval 

Revenue should not be recognised until the goods have been formally accepted by 

the buyer or the buyer has done an act adopting the transaction or the time period 

for rejection has elapsed or where no time has been fixed, a reasonable time has 

elapsed. 

(c) guaranteed sales i.e. delivery is made giving the buyer an unlimited right of return 

Recognition of revenue in such circumstances will depend on the substance of the 

agreement. In the case of retail sales offering a guarantee of “money back if not 

completely satisfied” it may be appropriate to recognise the sale but to make a suitable 

provision for returns based on previous experience. In other cases, the substance of 

the agreement may amount to a sale on consignment, in which case it should be 

treated as indicated below. 

(d) consignment sales i.e. a delivery is made whereby the recipient undertakes to sell the 

goods on behalf of the consignor.   

 Revenue should not be recognised until the goods are sold to a third party.  

(e) cash on delivery sales 

 Revenue should not be recognised until cash is received by the seller or his agent. 
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3. Sales where the purchaser makes a series of instalment payments to the seller, and the 

seller delivers the goods only when the final payment is received 

Revenue from such sales should not be recognised until goods are delivered. However, 

when experience indicates that most such sales have been consummated, revenue may be 

recognised when a significant deposit is received. 

4. Special order and shipments i.e. where payment (or partial payment) is received for 

goods not presently held in stock e.g. the stock is still to be manufactured or is to be delivered 

directly to the customer from a third party 

Revenue from such sales should not be recognised until goods are manufactured, identified 

and ready for delivery to the buyer by the third party. 

5. Sale/repurchase agreements i.e. where seller concurrently agrees to repurchase the same 

goods at a later date 

For such transactions that are in substance a financing agreement, the resulting cash inflow 

is not revenue as defined and should not be recognised as revenue. 

6. Sales to intermediate parties i.e. where goods are sold to distributors, dealers or others 

for resale 

Revenue from such sales can generally be recognised if significant risks of ownership have 

passed; however, in some situations the buyer may in substance be an agent and in such 

cases the sale should be treated as a consignment sale. 

7. Subscriptions for publications 

Revenue received or billed should be deferred and recognised either on a straight line basis 

over time or, where the items delivered vary in value from period to period, revenue should 

be based on the sales value of the item delivered in relation to the total sales value of all 

items covered by the subscription. 

8. Instalment sales 

When the consideration is receivable in instalments, revenue attributable to the sales price 

exclusive of interest should be recognised at the date of sale. The interest element should 

be recognised as revenue, proportionately to the unpaid balance due to the seller. 

9. Trade discounts and volume rebates 

Trade discounts and volume rebates received are not encompassed within the 

definition of revenue, since they represent a reduction of cost. Trade discounts and 

volume rebates given should be deducted in determining revenue. 

B. Rendering of Services 

1. Installation Fees 

In cases where installation fees are other than incidental to the sale of a product, they 

should be recognised as revenue only when the equipment is installed and accepted 

by the customer. 
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2. Advertising and insurance agency commissions 

Revenue should be recognised when the service is completed. For advertising 

agencies, media commissions will normally be recognised when the related 

advertisement or commercial appears before the public and the necessary intimation 

is received by the agency, as opposed to production commission, which will be 

recognised when the project is completed. Insurance agency commissions should be 

recognised on the effective commencement or renewal dates of the related policies. 

3. Financial service commissions 

A financial service may be rendered as a single act or may be provided over a period 

of time. Similarly, charges for such services may be made as a single amount or in 

stages over the period of the service or the life of the transaction to which it relates. 

Such charges may be settled in full when made or added to a loan or other account 

and settled in stages. The recognition of such revenue should therefore have regard 

to: 

(a) whether the service has been provided “once and for all” or is on a “continuing” 

basis; 

(b) the incidence of the costs relating to the service; 

(c) when the payment for the service will be received. In general, commissions 

charged for arranging or granting loan or other facilities should be recognised 

when a binding obligation has been entered into. Commitment, facility or loan 

management fees which relate to continuing obligations or services should 

normally be recognised over the life of the loan or facility having regard to the 

amount of the obligation outstanding, the nature of the services provided and 

the timing of the costs relating thereto. 

4. Admission fees 

Revenue from artistic performances, banquets and other special events should be 

recognised when the event takes place. When a subscription to a number of events is 

sold, the fee should be allocated to each event on a systematic and rational basis. 

5. Tuition fees 

 Revenue should be recognised over the period of instruction. 

6. Entrance and membership fees 

Revenue recognition from these sources will depend on the nature of the services 

being provided. Entrance fee received is generally capitalised. If the membership fee 

permits only membership and all other services or products are paid for separately, or 

if there is a separate annual subscription, the fee should be recognised when received. 

If the membership fee entitles the member to services or publications to be provided 

during the year, it should be recognised on a systematic and rational basis having 

regard to the timing and nature of all services provided. 
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AS 14∗: Accounting for Amalgamations 

[This Accounting Standard includes paragraphs set in bold italic type and plain type, which 

have equal authority. Paragraphs in bold italic type indicate the main principles. This 

Accounting Standard should be read in the context of the Preface to the Statements of 

Accounting Standards
1
and the ‘Applicability of Accounting Standards to Various Entities’).] 

Introduction 

1. This standard deals with accounting for amalgamations and the treatment of any 

resultant goodwill or reserves. This Standard is directed principally to companies although 

some of its requirements also apply to financial statements of other enterprises. 

2. This standard does not deal with cases of acquisitions which arise when there is a 

purchase by one company (referred to as the acquiring company) of the whole or part of 

the shares, or the whole or part of the assets, of another company (referred to as the 

acquired company) in consideration for payment in cash or by issue of shares or other 

securities in the acquiring company or partly in one form and partly in the other. The 

distinguishing feature of an acquisition is that the acquired company is not dissolved and 

its separate entity continues to exist. 

Definitions 

3. The following terms are used in this standard with the meanings specified: 

(a) Amalgamation means an amalgamation pursuant to the provisions of the 

Companies Act, 1956 or any other statute which may be applicable to 

companiesand includes ‘merger’. 

(b) Transferor company means the company which is amalgamated into another 

company. 

(c) Transferee company means the company into which a transferor company is 

amalgamated. 

(d) Reserve means the portion of earnings, receipts or other surplus of an 

enterprise (whether capital or revenue) appropriated by the management for 

a general or a specific purpose other than a provision for depreciation or 

diminution in the value of assets or for a known liability. 

(e) Amalgamation in the nature of merger is an amalgamation which satisfies 

all the following conditions. 

(i) All the assets and liabilities of the transferor company become, after 

amalgamation, the assets and liabilities of the transferee company. 

                            

∗Issued in 1994.  A limited revision to this Standard was made in 2004, pursuant to which paragraphs 

23 and 42 of this Standard were revised. 
1Attention is specifically drawn to paragraph 4.3 of the Preface, according to which Accounting 

Standards are intended to apply only to items which are material. 
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(ii) Shareholders holding not less than 90% of the face value of the equity 

shares of the transferor company (other than the equity shares already 

held therein, immediately before the amalgamation, by the transferee 

company or its subsidiaries or their nominees) become equity 

shareholders of the transferee company by virtue of the amalgamation. 

(iii) The consideration for the amalgamation receivable by those equity 

shareholders of the transferor company who agree to become equity 

shareholders of the transferee company is discharged by the transferee 

company wholly by the issue of equity shares in the transferee company, 

except that cash may be paid in respect of any fractional shares. 

(iv) The business of the transferor company is intended to be carried on, after 

the amalgamation, by the transferee company. 

(v) No adjustment is intended to be made to the book values of the assets 

and liabilities of the transferor company when they are incorporated in 

the financial statements of the transferee company except to ensure 

uniformity of accounting policies. 

(f) Amalgamation in the nature of purchase is an amalgamation which does not 

satisfy any one or more of the conditions specified in sub-paragraph (e) 

above. 

(g) Consideration for the amalgamation means the aggregate of the shares and 

other securities issued and the payment made in the form of cash or other 

assets by the transferee company to the shareholders of the transferor 

company. 

(h) Fair value is the amount for which an asset could be exchanged between a 

knowledgeable, willing buyer and a knowledgeable, willing seller in an arm’s 

length transaction. 

(i) Pooling of interests is a method of accounting for amalgamations the object 

of which is to account for the amalgamation as if the separate businesses of 

the amalgamating companies were intended to be continued by the 

transferee company. Accordingly, only minimal changes are made in 

aggregating the individual financial statements of the amalgamating 

companies. 

Explanation 

Types of Amalgamations 

4. Generally speaking, amalgamations fall into two broad categories. In the first category 

are those amalgamations where there is a genuine pooling not merely of the assets and 

liabilities of the amalgamating companies but also of the shareholders’ interests and of the 

businesses of these companies. Such amalgamations are amalgamations which are in the 

nature of ‘merger’ and the accounting treatment of such amalgamations should ensure that 

the resultant figures of assets, liabilities, capital and reserves more or less represent the 
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sum of the relevant figures of the amalgamating companies. In the second category are 

those amalgamations which are in effect a mode by which one company acquires another 

company and, as a consequence, the shareholders of the company which is acquired 

normally do not continue to have a proportionate share in the equity of the combined 

company, or the business of the company which is acquired is not intended to be 

continued. Such amalgamations are amalgamations in the nature of ‘purchase’. 

5. An amalgamation is classified as an ‘amalgamation in the nature of merger’ when all 

the conditions listed in paragraph 3(e) are satisfied. There are, however, differing views 

regarding the nature of any further conditions that may apply. Some believe that, in 

addition to an exchange of equity shares, it is necessary that the shareholders of the 

transferor company obtain a substantial share in the transferee company even to the extent 

that it should not be possible to identify any one party as dominant therein. This belief is 

based in part on the view that the exchange of control of one company for an insignificant 

share in a larger company does not amount to a mutual sharing of risks and benefits. 

6. Others believe that the substance of an amalgamation in the nature of merger is 

evidenced by meeting certain criteria regarding the relationship of the parties, such as the 

former independence of the amalgamating companies, the manner of their amalgamation, 

the absence of planned transactions that would undermine the effect of the amalgamation, 

and the continuing participation by the management of the transferor company in the 

management of the transferee company after the amalgamation. 

Methods of Accounting for Amalgamations 

7. There are two main methods of accounting for amalgamations:  

(a) the pooling of interests method; and 

(b) the purchase method. 

8. The use of the pooling of interests method is confined to circumstances which meet 

the criteria referred to in paragraph 3(e) for an amalgamation in the nature of merger. 

9. The object of the purchase method is to account for the amalgamation by applying 

the same principles as are applied in the normal purchase of assets. This method is used in 

accounting for amalgamations in the nature of purchase. 

The Pooling of Interests Method 

10. Under the pooling of interests method, the assets, liabilities and reserves of the 

transferor company are recorded by the transferee company at their existing carrying 

amounts (after making the adjustments required in paragraph 11). 

11. If, at the time of the amalgamation, the transferor and the transferee companies have 

conflicting accounting policies, a uniform set of accounting policies is adopted following 

the amalgamation. The effects on the financial statements of any changes in accounting 

policies are reported in accordance with Accounting Standard (AS) 5, Net Profit or Loss for 

the Period, Prior Period Items and Changes in Accounting Policies. 
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The Purchase Method 

12 Under the purchase method, the transferee company accounts for the amalgamation 

either by incorporating the assets and liabilities at their existing carrying amounts or by 

allocating the consideration to individual identifiable assets and liabilities of the transferor 

company on the basis of their fair values at the date of amalgamation. The identifiable 

assets and liabilities may include assets and liabilities not recorded in the financial 

statements of the transferor company. 

13. Where assets and liabilities are restated on the basis of their fair values, the 

determination of fair values may be influenced by the intentions of the transferee company.  

For example, the transferee company may have a specialised use for an asset, which is not 

available to other potential buyers.  The transferee company may intend to effect changes 

in the activities of the transferor company which necessitate the creation of specific 

provisions for the expected costs, e.g. planned employee termination and plant relocation 

costs. 

Consideration 

14. The consideration for the amalgamation may consist of securities, cash or other assets. 

In determining the value of the consideration, an assessment is made of the fair value of 

its elements.  A variety of techniques is applied in arriving at fair value.  For example, when 

the consideration includes securities, the value fixed by the statutory authorities may be 

taken to be the fair value. In case of other assets, the fair value may be determined by 

reference to the market value of the assets given up.  Where the market value of the assets 

given up cannot be reliably assessed, such assets may be valued at their respective net 

book values. 

15. Many amalgamations recognise that adjustments may have to be made to the 

consideration in the light of one or more future events.  When the additional payment is 

probable and can reasonably be estimated at the date of amalgamation, it is included in 

the calculation of the consideration.  In all other cases, the adjustment is recognised as 

soon as the amount is determinable [see Accounting Standard (AS) 4, Contingencies and 

Events Occurring After the Balance Sheet Date]. 

Treatment of Reserves on Amalgamation 

16. If the amalgamation is an ‘amalgamation in the nature of merger’, the identity of the 

reserves is preserved and they appear in the financial statements of the transferee company 

in the same form in which they appeared in the financial statements of the transferor 

company. Thus, for example, the General Reserve of the transferor company becomes the 

General Reserve of the transferee company, the Capital Reserve of the transferor company 

becomes the Capital Reserve of the transferee company and the Revaluation Reserve of the 

transferor company becomes the Revaluation Reserve of the transferee company. As a 

result of preserving the identity, reserves which are available for distribution as dividend 

before the amalgamation would also be available for distribution as dividend after the 

amalgamation. The difference between the amount recorded as share capital issued (plus 

any additional consideration in the form of cash or other assets) and the amount of share 
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capital of the transferor company is adjusted in reserves in the financial statements of the 

transferee company. 

17. If the amalgamation is an ‘amalgamation in the nature of purchase’, the identity of the 

reserves, other than the statutory reserves dealt with in paragraph 18, is not preserved. The 

amount of the consideration is deducted from the value of the net assets of the transferor 

company acquired by the transferee company. If the result of the computation is negative, 

the difference is debited to goodwill arising on amalgamation and dealt with in the manner 

stated in paragraphs 19-20. If the result of the computation is positive, the difference is 

credited to Capital Reserve. 

18. Certain reserves may have been created by the transferor company pursuant to the 

requirements of, or to avail of the benefits under, the Income-tax Act, 1961; for example, 

Development Allowance Reserve, or Investment Allowance Reserve. The Act requires that 

the identity of the reserves should be preserved for a specified period. Likewise, certain 

other reserves may have been created in the financial statements of the transferor company 

in terms of the requirements of other statutes. Though, normally, in an amalgamation in 

the nature of purchase, the identity of reserves is not preserved, an exception is made in 

respect of reserves of the aforesaid nature (referred to hereinafter as ‘statutory reserves’) 

and such reserves retain their identity in the financial statements of the transferee company 

in the same form in which they appeared in the financial statements of the transferor 

company, so long as their identity is required to be maintained to comply with the relevant 

statute. This exception is made only in those amalgamations where the requirements of the 

relevant statute for recording the statutory reserves in the books of the transferee company 

are complied with. In such cases the statutory reserves are recorded in the financial 

statements of the transferee company by a corresponding debit to a suitable account head 

(e.g., ‘Amalgamation Adjustment Reserve’) which is presented as a separate line item. When 

the identity of the statutory reserves is no longer required to be maintained, both the 

reserves and the aforesaid account are reversed. 

Treatment of Goodwill Arising on Amalgamation 

19. Goodwill arising on amalgamation represents a payment made in anticipation of future 

income and it is appropriate to treat it as an asset to be amortised to income on a 

systematic basis over its useful life. Due to the nature of goodwill, it is frequently difficult 

to estimate its useful life with reasonable certainty. Such estimation is, therefore, made on 

a prudent basis. Accordingly, it is considered appropriate to amortise goodwill over a 

period not exceeding five years unless a somewhat longer period can be justified. 

20. Factors which may be considered in estimating the useful life of goodwill arising on 

amalgamation include: 

(a) the foreseeable life of the business or industry; 

(b) the effects of product obsolescence, changes in demand and other economic 

factors; 

(c) the service life expectancies of key individuals or groups of employees; 
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(d) expected actions by competitors or potential competitors; and 

(e) legal, regulatory or contractual provisions affecting the useful life. 

Balance of Profit and Loss Account 

21. In the case of an ‘amalgamation in the nature of merger’, the balance of the Profit and 

Loss Account appearing in the financial statements of the transferor company is aggregated 

with the corresponding balance appearing in the financial statements of the transferee 

company. Alternatively, it is transferred to the General Reserve, if any. 

22. In the case of an ‘amalgamation in the nature of purchase’, the balance of the Profit 

and Loss Account appearing in the financial statements of the transferor company, whether 

debit or credit, loses its identity. 

Treatment of Reserves Specified in a Scheme of Amalgamation 

23. The scheme of amalgamation sanctioned under the provisions of the Companies Act, 

1956 or any other statute may prescribe the treatment to be given to the reserves of the 

transferor company after its amalgamation. Where the treatment is so prescribed, the same 

is followed. In some cases, the scheme of amalgamation sanctioned under a statute may 

prescribe a different treatment to be given to the reserves of the transferor company after 

amalgamation as compared to the requirements of this Standard that would have been 

followed had no treatment been prescribed by the scheme. In such cases, the following 

disclosures are made in the first financial statements following the amalgamation: 

(a) A description of the accounting treatment given to the reserves and the reasons 

for following the treatment different from that prescribed in this Standard. 

(b) Deviations in the accounting treatment given to the reserves as prescribed by the 

scheme of amalgamation sanctioned under the statute as compared to the 

requirements of this Standard that would have been followed had no treatment 

been prescribed by the scheme. 

(c) The financial effect, if any, arising due to such deviation. 

Disclosure 

24. For all amalgamations, the following disclosures are considered appropriate in the first 

financial statements following the amalgamation: 

(a) names and general nature of business of the amalgamating companies; 

(b) effective date of amalgamation for accounting purposes; 

(c) the method of accounting used to reflect the amalgamation; and 

(d) particulars of the scheme sanctioned under a statute. 

25. For amalgamations accounted for under the pooling of interests method, the following 

additional disclosures are considered appropriate in the first financial statements following 

the amalgamation: 

(a) description and number of shares issued, together with the percentage of each 

company’s equity shares exchanged to effect the amalgamation; 
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(b) the amount of any difference between the consideration and the value of net 

identifiable assets acquired, and the treatment thereof. 

26. For amalgamations accounted for under the purchase method, the following 

additional disclosures are considered appropriate in the first financial statements following 

the amalgamation: 

(a) consideration for the amalgamation and a description of the consideration paid 

or contingently payable; and 

(b) the amount of any difference between the consideration and the value of net 

identifiable assets acquired, and the treatment thereof including the period of 

amortisation of any goodwill arising on amalgamation. 

Amalgamation after the Balance Sheet Date 

27. When an amalgamation is effected after the balance sheet date but before the 

issuance of the financial statements of either party to the amalgamation, disclosure is made 

in accordance with AS 4, ‘Contingencies and Events Occurring After the Balance Sheet Date’, 

but the amalgamation is not incorporated in the financial statements. In certain 

circumstances, the amalgamation may also provide additional information affecting the 

financial statements themselves, for instance, by allowing the going concern assumption to 

be maintained. 

Main Principles 

28. An amalgamation may be either – 

(a) an amalgamation in the nature of merger, or 

(b) an amalgamation in the nature of purchase. 

29. An amalgamation should be considered to be an amalgamation in the nature of 

merger when all the following conditions are satisfied: 

(i) All the assets and liabilities of the transferor company become, after 

amalgamation, the assets and liabilities of the transferee company. 

(ii) Shareholders holding not less than 90% of the face value of the equity shares 

of the transferor company (other than the equity shares already held therein, 

immediately before the amalgamation, by the transferee company or its 

subsidiaries or their nominees) become equity shareholders of the transferee 

company by virtue of the amalgamation. 

(iii) The consideration for the amalgamation receivable by those equity 

shareholders of the transferor company who agree to become equity 

shareholders of the transferee company is discharged by the transferee 

company wholly by the issue of equity shares in the transferee company, 

except that cash may be paid in respect of any fractional shares. 

(iv) The business of the transferor company is intended to be carried on, after the 

amalgamation, by the transferee company. 
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(v) No adjustment is intended to be made to the book values of the assets and 

liabilities of the transferor company when they are incorporated in the 

financial statements of the transferee company except to ensure uniformity 

of accounting policies. 

30. An amalgamation should be considered to be an amalgamation in the nature of 

purchase, when any one or more of the conditions specified in paragraph 29 is not 

satisfied. 

31. When an amalgamation is considered to be an amalgamation in the nature of 

merger, it should be accounted for under the pooling of interests method described in 

paragraphs 33–35. 

32. When an amalgamation is considered to be an amalgamation in the nature of 

purchase, it should be accounted for under the purchase method described in 

paragraphs 36–39. 

The Pooling of Interests Method 

33. In preparing the transferee company’s financial statements, the assets, liabilities 

and reserves (whether capital or revenue or arising on revaluation) of the transferor 

company should be recorded at their existing carrying amounts and in the same form 

as at the date of the amalgamation. The balance of the Profit and Loss Account of the 

transferor company should be aggregated with the corresponding balance of the 

transferee company or transferred to the General Reserve, if any. 

34. If, at the time of the amalgamation, the transferor and the transferee companies 

have conflicting accounting policies, a uniform set of accounting policies should be 

adopted following the amalgamation. The effects on the financial statements of any 

changes in accounting policies should be reported in accordance with Accounting 

Standard (AS) 5 Net Profit or Loss for the Period, Prior Period Items and Changes in 

Accounting Policies. 

35. The difference between the amount recorded as share capital issued (plus any 

additional consideration in the form of cash or other assets) and the amount of share 

capital of the transferor company should be adjusted in reserves. 

The Purchase Method 

36. In preparing the transferee company’s financial statements, the assets and 

liabilities of the transferor company should be incorporated at their existing carrying 

amounts or, alternatively, the consideration should be allocated to individual 

identifiable assets and liabilities on the basis of their fair values at the date of 

amalgamation. The reserves (whether capital or revenue or arising on revaluation) of 

the transferor company, other than the statutory reserves, should not be included in 

the financial statements of the transferee company except as stated in paragraph 39. 

37. Any excess of the amount of the consideration over the value of the net assets of 

the transferor company acquired by the transferee company should be recognised in 

the transferee company’s financial statements as goodwill arising on amalgamation. 
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If the amount of the consideration is lower than the value of the net assets acquired, 

the difference should be treated as Capital Reserve. 

38. The goodwill arising on amalgamation should be amortised to income on a 

systematic basis over its useful life. The amortisation period should not exceed five 

years unless a somewhat longer period can be justified. 

39. Where the requirements of the relevant statute for recording the statutory 

reserves in the books of the transferee company are complied with, statutory reserves 

of the transferor company should be recorded in the financial statements of the 

transferee company. The corresponding debit should be given to a suitable account 

head (e.g., ‘Amalgamation Adjustment Reserve’) which should be presented as a 

separate line item.When the identity of the statutory reserves is no longer required to 

be maintained, both the reserves and the aforesaid account should be reversed. 

Common Procedures 

40. The consideration for the amalgamation should include any non- cash element 

at fair value. In case of issue of securities, the value fixed by the statutory authorities 

may be taken to be the fair value. In case of other assets, the fair value may be 

determined by reference to the market value of the assets given up. Where the market 

value of the assets given up cannot be reliably assessed, such assets may be valued at 

their respective net book values. 

41. Where the scheme of amalgamation provides for an adjustment to the 

consideration contingent on one or more future events, the amount of the additional 

payment should be included in the consideration if payment is probable and a 

reasonable estimate of the amount can be made. In all other cases, the adjustment 

should be recognised as soon as the amount is determinable [see Accounting Standard 

(AS) 4, Contingencies and Events Occurring After the Balance Sheet Date]. 

Treatment of Reserves Specified in a Scheme of Amalgamation 

42. Where the scheme of amalgamation sanctioned under a statute prescribes the 

treatment to be given to the reserves of the transferor company after amalgamation, 

the same should be followed. Where the scheme of amalgamation sanctioned under a 

statute prescribes a different treatment to be given to the reserves of the transferor 

company after amalgamation as compared to the requirements of this Standard that 

would have been followed had no treatment been prescribed by the scheme, the 

following disclosures should be made in the first financial statements following the 

amalgamation: 

(a) A description of the accounting treatment given to the reserves and reasons 

for following the treatment different from that prescribed in this Standard. 

(b) Deviations in the accounting treatment given to the reserves as prescribed 

by the scheme of amalgamation sanctioned under the statute as compared 

to the requirements of this Standard that would have been followed had no 

treatment been prescribed by the scheme. 
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(c) The financial effect, if any, arising due to such deviation. 

Disclosure 

43. For all amalgamations, the following disclosures should be made in the first 

financial statements following the amalgamation: 

(a) names and general nature of business of the amalgamating companies; 

(b) effective date of amalgamation for accounting purposes; 

(c) the method of accounting used to reflect the amalgamation; and 

(d) particulars of the scheme sanctioned under a statute. 

44. For amalgamations accounted for under the pooling of interests method, the 

following additional disclosures should be made in the first financial statements 

following the amalgamation: 

(a) description and number of shares issued, together with the percentage of 

each company’s equity shares exchanged to effect the amalgamation; 

(b) the amount of any difference between the consideration and the value of net 

identifiable assets acquired, and the treatment thereof. 

45. For amalgamations accounted for under the purchase method, the following 

additional disclosures should be made in the first financial statements following the 

amalgamation: 

(a) consideration for the amalgamation and a description of the consideration 

paid or contingently payable; and 

(b) the amount of any difference between the consideration and the value of net 

identifiable assets acquired, and the treatment thereof including the period 

of amortisation of any goodwill arising on amalgamation. 

Amalgamation after the Balance Sheet Date 

46. When an amalgamation is effected after the balance sheet date but before the 

issuance of the financial statements of either party to the amalgamation, disclosure 

should be made in accordance with AS 4, ‘Contingencies and Events Occurring After the 

Balance Sheet Date’, but the amalgamation should not be incorporated in the financial 

statements. In certain circumstances, the amalgamation may also provide additional 

information affecting the financial statements themselves, for instance, by allowing the 

going concern assumption to be maintained. 

AS 18∗ (issued 2000) - Related Party Disclosures 

[This Accounting Standard includes paragraphs set in bold italic type and plain type, which 

have equal authority. Paragraphs in bold italic type indicate the main principles. This 

                            

∗A limited revision to this Standard was made in 2003, pursuant to which paragraph26 of this 

Standard was revised and paragraph 27 was added to this Standard. 
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Accounting Standard should be read in the context of its objective, the Preface to the 

Statements of Accounting Standards
1
and the ‘Applicability of Accounting Standards to 

Various Entities’] 

This Accounting Standard is not Mandatory for non-corporate entities falling in Level III.  

Objective 

The objective of this Standard is to establish requirements for disclosure of:  

(a) related party relationships; and 

(b) transactions between a reporting enterprise and its related parties. 

Scope 

1. This Standard should be applied in reporting related party relationships and 

transactions between a reporting enterprise and its related parties. The requirements 

of this Standard apply to the financial statements of each reporting enterprise as also 

to consolidated financial statements presented by a holding company. 

2. This Standard applies only to related party relationships described in paragraph 3. 

3. This Standard deals only with related party relationships described in (a) to (e) below: 

(a) enterprises that directly, or indirectly through one or more intermediaries, control, 

or are controlled by, or are under common control with, the reporting enterprise 

(this includes holding companies, subsidiaries and fellow subsidiaries); 

(b) associates and joint ventures of the reporting enterprise and the investing party 

or venturer in respect of which the reporting enterprise is an associate or a joint 

venture; 

(c) individuals owning, directly or indirectly, an interest in the voting power of the 

reporting enterprise that gives them control or significant influence over the 

enterprise, and relatives of any such individual; 

(d) key management personnel and relatives of such personnel; and 

(e) enterprises over which any person described in (c) or (d) is able to exercise 

significant influence. This includes enterprises owned by directors or major 

shareholders of the reporting enterprise and enterprises that have a member of 

key management in common with the reporting enterprise. 

4. In the context of this Standard, the following are deemed not to be related parties: 

(a) two companies simply because they have a director in common, notwithstanding 

paragraph 3(d) or (e) above (unless the director is able to affect the policies of 

both companies in their mutual dealings); 

                            

1Attention is specifically drawn to paragraph 4.3 of the Preface, according to which Accounting 

Standards are intended to apply only to items which are material. 
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(b) a single customer, supplier, franchiser, distributor, or general agent with whom 

an enterprise transacts a significant volume of business merely by virtue of the 

resulting economic dependence; and 

(c) the parties listed below, in the course of their normal dealings with an enterprise 

by virtue only of those dealings (although they may circumscribe the freedom of 

action of the enterprise or participate in its decision-making process):  

(i) providers of finance; 

(ii) trade unions;  

(iii) public utilities; 

(iv) government departments and government agencies including government 

sponsored bodies. 

5. Related party disclosure requirements as laid down in this Standard do not apply 

in circumstances where providing such disclosures would conflict with the reporting 

enterprise’s duties of confidentiality as specifically required in terms of a statute or 

by any regulator or similar competent authority. 

6. In case a statute or a regulator or a similar competent authority governing an 

enterprise prohibit the enterprise to disclose certain information which is required to be 

disclosed as per this Standard, disclosure of such information is not warranted. For example, 

banks are obliged by law to maintain confidentiality in respect of their customers’ 

transactions and this Standard would not override the obligation to preserve the 

confidentiality of customers’ dealings. 

7. No disclosure is required in consolidated financial statements in respect of intra-

group transactions. 

8. Disclosure of transactions between members of a group is unnecessary in consolidated 

financial statements because consolidated financial statements present information about 

the holding and its subsidiaries as a single reporting enterprise. 

9. No disclosure is required in the financial statements of state-controlled 

enterprises as regards related party relationships with other state-controlled 

enterprises and transactions with such enterprises. 

Definitions 

10. For the purpose of this Standard, the following terms are used with the meanings 

specified: 

10.1 Related party - parties are considered to be related if at any time during the 

reporting period one party has the ability to control the other party or exercise 

significant influence over the other party in making financial and/or operating 

decisions. 

10.2 Related party transaction - a transfer of resources or obligations between related 

parties, regardless of whether or not a price is charged. 
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10.3 Control –  

(a) ownership, directly or indirectly, of more than one half of the voting power 

of an enterprise, or 

(b) control of the composition of the board of directors in the case of a company 

or of the composition of the corresponding governing body in case of any 

other enterprise, or 

(c) a substantial interest in voting power and the power to direct, by statute or 

agreement, the financial and/or operating policies of the enterprise. 

10.4 Significant influence - participation in the financial and/or operating policy 

decisions of an enterprise, but not control of those policies. 

10.5 An Associate - an enterprise in which an investing reporting party has significant 

influence and which is neither a subsidiary nor a joint venture of that party. 

10.6 A Joint venture - a contractual arrangement whereby two or more parties 

undertake an economic activity which is subject to joint control. 

10.7 Joint control - the contractually agreed sharing of power to govern the financial 

and operating policies of an economic activity so as to obtain benefits from it. 

10.8 Key management personnel - those persons who have the authority and 

responsibility for planning, directing and controlling the activities of the reporting 

enterprise. 

10.9 Relative – in relation to an individual, means the spouse, son, daughter, brother, 

sister, father and mother who may be expected to influence, or be influenced by, that 

individual in his/her dealings with the reporting enterprise. 

10.10 Holding company - a company having one or more subsidiaries. 

10.11 Subsidiary - a company: 

(a) in which another company (the holding company) holds, either by itself 

and/or through one or more subsidiaries, more than one-half in nominal 

value of its equity share capital; or 

(b) of which another company (the holding company) controls, either by itself 

and/or through one or more subsidiaries, the composition of its board of 

directors. 

10.12 Fellow subsidiary - a company is considered to be a fellow subsidiary of 

another company if both are subsidiaries of the same holding company. 

10.13 State-controlled enterprise - an enterprise which is under the control of the 

Central Government and/or any State Government(s). 

11. For the purpose of this Standard, an enterprise is considered to control the 

composition of 

(i) the board of directors of a company, if it has the power, without the consent or 

concurrence of any other person, to appoint or remove all or a majority of 
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directors of that company.  An enterprise is deemed to have the power to appoint 

a director if any of the following conditions is satisfied: 

(a) a person cannot be appointed as director without the exercise in his favour 

by that enterprise of such a power as aforesaid; or 

(b) a person’s appointment as director follows necessarily from his appointment 

to a position held by him in that enterprise; or 

(c) the director is nominated by that enterprise; in case that enterprise is a 

company, the director is nominated by that company/subsidiary thereof. 

(ii) the governing body of an enterprise that is not a company, if it has the power, 

without the consent or the concurrence of any other person, to appoint or remove 

all or a majority of members of the governing body of that other enterprise. An 

enterprise is deemed to have the power to appoint a member if any of the 

following conditions is satisfied: 

(a) a person cannot be appointed as member of the governing body without the 

exercise in his favour by that other enterprise of such a power as aforesaid; 

or 

(b) a person’s appointment as member of the governing body follows 

necessarily from his appointment to a position held by him in that other 

enterprise; or 

(c) the member of the governing body is nominated by that other enterprise. 

12. An enterprise is considered to have a substantial interest in another enterprise if that 

enterprise owns, directly or indirectly, 20 per cent or more interest in the voting power of 

the other enterprise. Similarly, an individual is considered to have a substantial interest in 

an enterprise, if that individual owns, directly or indirectly, 20 per cent or more interest in 

the voting power of the enterprise. 

13. Significant influence may be exercised in several ways, for example, by representation 

on the board of directors, participation in the policy making process, material inter-

company transactions, interchange of managerial personnel, or dependence on technical 

information.  Significant influence may be gained by share ownership, statute or agreement. 

As regards share ownership, if an investing party holds, directly or indirectly through 

intermediaries, 20 per cent or more of the voting power of the enterprise, it is presumed 

that the investing party does have significant influence, unless it can be clearly 

demonstrated that this is not the case.  Conversely, if the investing party holds, directly or 

indirectly through intermediaries, less than 20 per cent of the voting power of the 

enterprise, it is presumed that the investing party does not have significant influence, unless 

such influence can be clearly demonstrated. A substantial or majority ownership by another 

investing party does not necessarily preclude an investing party from having significant 

influence. 

Explanation 

An intermediary means a subsidiary as defined in AS 21, Consolidated Financial Statements. 
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14. Key management personnel are those persons who have the authority and 

responsibility for planning, directing and controlling the activities of the reporting 

enterprise. For example, in the case of a company, the managing director(s), whole time 

director(s), manager and any person in accordance with whose directions or instructions 

the board of directors of the company is accustomed to act, are usually considered key 

management personnel. 

Explanation 

A non-executive director of a company is not considered as a key management person 

under this Standard by virtue of merely his being a director unless he has the authority and 

responsibility for planning, directing and controlling the activities of the reporting 

enterprise. The requirements of this Standard are not applied in respect of a non-executive 

director even enterprise, unless he falls in any of the categories in paragraph 3 of this 

Standard. 

The Related Party Issue 

15. Related party relationships are a normal feature of commerce and business. For 

example, enterprises frequently carry on separate parts of their activities through 

subsidiaries or associates and acquire interests in other enterprises - for investment 

purposes or for trading reasons - that are of sufficient proportions for the investing 

enterprise to be able to control or exercise significant influence on the financial and/or 

operating decisions of its investee. 

16. Without related party disclosures, there is a general presumption that transactions 

reflected in financial statements are consummated on an arm’s- length basis between 

independent parties. However, that presumption may not be valid when related party 

relationships exist because related parties may enter into transactions which unrelated 

parties would not enter into. Also, transactions between related parties may not be effected 

at the same terms and conditions as between unrelated parties. Sometimes, no price is 

charged in related party transactions, for example, free provision of management services 

and the extension of free credit on a debt. In view of the aforesaid, the resulting accounting 

measures may not represent what they usually would be expected to represent. Thus, a 

related party relationship could have an effect on the financial position and operating 

results of the reporting enterprise. 

17. The operating results and financial position of an enterprise may be affected by a 

related party relationship even if related party transactions do not occur. The mere 

existence of the relationship may be sufficient to affect the transactions of the reporting 

enterprise with other parties. For example, a subsidiary may terminate relations with a 

trading partner on acquisition by the holding company of a fellow subsidiary engaged in 

the same trade as the former partner. Alternatively, one party may refrain from acting 

because of the control or significant influence of another - for example, a subsidiary may 

be instructed by its holding company not to engage in research and development. 
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18. Because there is an inherent difficulty for management to determine the effect of 

influences which do not lead to transactions, disclosure of such effects is not required by 

this Standard. 

19. Sometimes, transactions would not have taken place if the related party relationship 

had not existed. For example, a company that sold a large proportion of its production to 

its holding company at cost might not have found an alternative customer if the holding 

company had not purchased the goods. 

Disclosure 

20. The statutes governing an enterprise often require disclosure in financial statements 

of transactions with certain categories of related parties.  In particular, attention is focussed 

on transactions with the directors or similar key management personnel of an enterprise, 

especially their remuneration and borrowings, because of the fiduciary nature of their 

relationship with the enterprise. 

21. Name of the related party and nature of the related party relationship where 

control exists should be disclosed irrespective of whether or not there have been 

transactions between the related parties. 

22. Where the reporting enterprise controls, or is controlled by, another party, this 

information is relevant to the users of financial statements irrespective of whether or not 

transactions have taken place with that party. This is because the existence of control 

relationship may prevent the reporting enterprise from being independent in making its 

financial and/or operating decisions. The disclosure of the name of the related party and 

the nature of the related party relationship where control exists may sometimes be at least 

as relevant in appraising an enterprise’s prospects as are the operating results and the 

financial position presented in its financial statements. Such a related party may establish 

the enterprise’s credit standing, determine the source and price of its raw materials, and 

determine to whom and at what price the product is sold. 

23. If there have been transactions between related parties, during the existence of a 

related party relationship, the reporting enterprise should disclose the following: 

(i) the name of the transacting related party; 

(ii) a description of the relationship between the parties;  

(iii) a description of the nature of transactions; 

(iv) volume of the transactions either as an amount or as an appropriate 

proportion; 

(v) any other elements of the related party transactions necessary for an 

understanding of the financial statements; 

(vi) the amounts or appropriate proportions of outstanding items pertaining to 

related parties at the balance sheet date and provisions for doubtful debts 

due from such parties at that date; and 
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(vii) amounts written off or written back in the period in respect of debts due from 

or to related parties. 

24. The following are examples of the related party transactions in respect of which 

disclosures may be made by a reporting enterprise: 

(a) purchases or sales of goods (finished or unfinished); 

(b) purchases or sales of fixed assets;  

(c) rendering or receiving of services;  

(d)  agency arrangements; 

(e) leasing or hire purchase arrangements;  

(f) transfer of research and development;  

(g) license agreements; 

(h) finance (including loans and equity contributions in cash or in kind); 

(i) guarantees and collaterals; and 

(j) management contracts including for deputation of employees. 

25. Paragraph 23 (v) requires disclosure of ‘any other elements of the related party 

transactions necessary for an understanding of the financial statements’. An example of 

such a disclosure would be an indication that the transfer of a major asset had taken place 

at an amount materially different from that obtainable on normal commercial terms. 

26. Items of a similar nature may be disclosed in aggregate by type of related party 

except when separate disclosure is necessary for an understanding of the effects of 

related party transactions on the financial statements of the reporting enterprise. 

Explanation: 

Type of related party means each related party relationship described in paragraph 3 

above. 

27. Disclosure of details of particular transactions with individual related parties would 

frequently be too voluminous to be easily understood. Accordingly, items of a similar 

nature may be disclosed in aggregate by type of related party. However, this is not done in 

such a way as to obscure the importance of significant transactions. Hence, purchases or 

sales of goods are not aggregated with purchases or sales of fixed assets. Nor a material 

related party transaction with an individual party is clubbed in an aggregated disclosure. 

Explanation: 

(a) Materiality primarily depends on the facts and circumstances of each case. In 

deciding whether an item or an aggregate of items is material, the nature and the size of 

the item(s) are evaluated together. Depending on the circumstances, either the nature or 

the size of the item could be the determining factor. As regards size, for the purpose of 

applying the test of materiality as per this paragraph, ordinarily a related party transaction, 

the amount of which is in excess of 10% of the total related party transactions of the same 

type (such as purchase of goods), is considered material, unless on the basis of facts and 

circumstances of the case it can be concluded that even a transaction of less than 10% is 
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material. As regards nature, ordinarily the related party transactions which are not entered 

into in the normal course of the business of the reporting enterprise are considered 

material subject to the facts and circumstances of the case. 

(b) The manner of disclosure required by paragraph 23, read with paragraph 26, is 

illustrated in the Illustration attached to the Standard. 

Illustration 

Note: This illustration does not form part of the Accounting Standard. Its purpose is to assist 

in clarifying the meaning of the Accounting Standard. 

The manner or disclosures required by paragraphs 23 and 26 of AS 18 is illustrated as 

below. It may be noted that the format given below is merely illustrative in nature and is 

not exhaustive. 

 Holding 

Company 

Subsidia

ries 

Fellow 

Subsidia

ries 

Associa

tes 

Key 

Management 

Personnel 

Relatives 

Total of Key 

Management 

Personnel 

Purchases of goods       

Sale of goods       

Purchase of fixed 

assets 

      

Sale of fixed assets       

Rendering of services       

Receiving of services       

Agency arrangements       

Leasing or hire 

purchase 

arrangements 

      

Transfer of research 

and development 

      

License agreements 

Finance (including 

loans and equity 

contributions in cash 

or in kind) 

      

Guarantees and 

collaterals 

      

Management 

contracts including 

for deputation of 

employees 
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Note: 

Name of related parties and description of relationship: 

1. Holding Company A Ltd. 

2. Subsidiaries B Ltd. and C (P) Ltd. 

3. Fellow Subsidiaries D Ltd. and Q Ltd. 

4. Associates X Ltd., Y Ltd. and Z (P) Ltd. 

5. Key Management Personnel Mr. Y and Mr. Z 

6. Relatives of Key Management Mrs. Y (wife of Mr. Y), 

 Personnel Mr. F (father of Mr. Z) 

AS 191: Leases 

[This Accounting Standard includes paragraphs set in bold italic type and plain type, which 

have equal authority. Paragraphs in bold italic type indicate the main principles. This 

Accounting Standard should be read in the context of its objective, the Preface to the 

Statements of Accounting Standards
1
and the ‘Applicability of Accounting Standards to 

Various Entities’.] 

Objective 

The objective of this Standard is to prescribe, for lessees and lessors, the appropriate 

accounting policies and disclosures in relation to finance leases and operating leases. 

Scope 

1. This Standard should be applied in accounting for all leases other than: 

(a) lease agreements to explore for or use natural resources, such as oil, gas, 

timber, metals and other mineral rights; and 

(b) licensing agreements for items such as motion picture films, video 

recordings, plays, manuscripts, patents and copyrights; and 

(c) lease agreements to use lands. 

2. This Standard applies to agreements that transfer the right to use assets even though 

substantial services by the lessor may be called for in connection with the operation or 

maintenance of such assets.  On the other hand, this Standard does not apply to 

agreements that are contracts for services that do not transfer the right to use assets from 

one contracting party to the other. 

                            

1Issued in 2001 
1Attention is specifically drawn to paragraph 4.3 of the Preface, according to whichAccounting 

Standards are intended to apply only to items which are material. 
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Definitions 

3. The following terms are used in this Standard with the meanings specified: 

3.1 A lease is an agreement whereby the lessor conveys to the lessee in return for a 

payment or series of payments the right to use an asset for an agreed period of time. 

3.2 A finance lease is a lease that transfers substantially all the risks and rewards 

incident to ownership of an asset. 

3.3 An operating lease is a lease other than a finance lease. 

3.4 A non-cancellable lease is a lease that is cancellable only: 

(a) upon the occurrence of some remote contingency; or 

(b) with the permission of the lessor; or 

(c) if the lessee enters into a new lease for the same or an equivalent asset with 

the same lessor; or 

(d) upon payment by the lessee of an additional amount such that, at inception, 

continuation of the lease is reasonably certain. 

3.5 The inception of the lease is the earlier of the date of the lease agreement and 

the date of a commitment by the parties to the principal provisions of the lease. 

3.6 The lease term is the non-cancellable period for which the lessee has agreed to 

take on lease the asset together with any further periods for which the lessee has the 

option to continue the lease of the asset, with or without further payment, which 

option at the inception of the lease it is reasonably certain that the lessee will exercise. 

3.7 Minimum lease payments are the payments over the lease term that the lessee is, 

or can be required, to make excluding contingent rent, costs for services and taxes to 

be paid by and reimbursed to the lessor, together with: 

(a) in the case of the lessee, any residual value guaranteed by or on behalf of 

the lessee; or 

(b) in the case of the lessor, any residual value guaranteed to the lessor: 

(i) by or on behalf of the lessee; or 

(ii) by an independent third party financially capable of meeting this 

guarantee. 

However, if the lessee has an option to purchase the asset at a price which is expected 

to be sufficiently lower than the fair value at the date the option becomes exercisable 

that, at the inception of the lease, is reasonably certain to be exercised, the minimum 

lease payments comprise minimum payments payable over the lease term and the 

payment required to exercise this purchase option. 

3.8 Fair value is the amount for which an asset could be exchanged or a liability 

settled between knowledgeable, willing parties in an arm’s length transaction. 
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3.9 Economic life is either: 

(a) the period over which an asset is expected to be economically usable by one 

or more users; or 

(b) the number of production or similar units expected to be obtained from the 

asset by one or more users. 

3.10 Useful life of a leased asset is either: 

(a) the period over which the leased asset is expected to be used by the lessee; 

or 

(b) the number of production or similar units expected to be obtained from the 

use of the asset by the lessee. 

3.11 Residual value of a leased asset is the estimated fair value of the asset at the end 

of the lease term. 

3.12 Guaranteed residual value is: 

(a) in the case of the lessee, that part of the residual value which is guaranteed 

by the lessee or by a party on behalf of the lessee (the amount of the 

guarantee being the maximum amount that could, in any event, become 

payable); and 

(b) in the case of the lessor, that part of the residual value which is guaranteed 

by or on behalf of the lessee, or by an independent third party who is 

financially capable of discharging the obligations under the guarantee. 

3.13 Unguaranteed residual value of a leased asset is the amount by which the residual 

value of the asset exceeds its guaranteed residual value. 

3.14 Gross investment in the lease is the aggregate of the minimum lease payments 

under a finance lease from the standpoint of the lessor and any unguaranteed residual 

value accruing to the lessor. 

3.15 Unearned finance income is the difference between:  

(a) the gross investment in the lease; and 

(b) the present value of 

(i) the minimum lease payments under a finance lease from the standpoint 

of the lessor; and 

(ii) any unguaranteed residual value accruing to the lessor, at the interest 

rate implicit in the lease. 

3.16 Net investment in the lease is the gross investment in the lease less unearned 

finance income. 

3.17 The interest rate implicit in the lease is the discount rate that, at the inception of 

the lease, causes the aggregate present value of 

(a) the minimum lease payments under a finance lease from the standpoint of 

the lessor; and 
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(b) any unguaranteed residual value accruing to the lessor, to be equal to the 

fair value of the leased asset. 

3.18 The lessee’s incremental borrowing rate of interest is the rate of interest the 

lessee would have to pay on a similar lease or, if that is not determinable, the rate 

that, at the inception of the lease, the lessee would incur to borrow over a similar 

term, and with a similar security, the funds necessary to purchase the asset. 

3.19 Contingent rent is that portion of the lease payments that is not fixed in amount 

but is based on a factor other than just the passage of time (e.g., percentage of sales, 

amount of usage, price indices, market rates of interest). 

4. The definition of a lease includes agreements for the hire of an asset which contain a 

provision giving the hirer an option to acquire title to the asset upon the fulfillment of 

agreed conditions.  These agreements are commonly known as hire purchase agreements. 

Hire purchase agreements include agreements under which the property in the asset is to 

pass to the hirer on the payment of the last instalment and the hirer has a right to terminate 

the agreement at any time before the property so passes. 

Classification of Leases 

5. The classification of leases adopted in this Standard is based on the extent to which 

risks and rewards incident to ownership of a leased asset lie with the lessor or the lessee. 

Risks include the possibilities of losses from idle capacity or technological obsolescence 

and of variations in return due to changing economic conditions. Rewards may be 

represented by the expectation of profitable operation over the economic life of the asset 

and of gain from appreciation in value or realisation of residual value. 

6. A lease is classified as a finance lease if it transfers substantially all the risks and 

rewards incident to ownership.  Title may or may not eventually be transferred.  A lease is 

classified as an operating lease if it does not transfer substantially all the risks and rewards 

incident to ownership. 

7. Since the transaction between a lessor and a lessee is based on a lease agreement 

common to both parties, it is appropriate to use consistent definitions. The application of 

these definitions to the differing circumstances of the two parties may sometimes result in 

the same lease being classified differently by the lessor and the lessee. 

8. Whether a lease is a finance lease or an operating lease depends on the substance of 

the transaction rather than its form.  Examples of situations which would normally lead to 

a lease being classified as a finance lease are: 

(a) the lease transfers ownership of the asset to the lessee by the end of the lease 

term; 

(b) the lessee has the option to purchase the asset at a price which is expected to be 

sufficiently lower than the fair value at the date the option becomes exercisable 

such that, at the inception of the lease, it is reasonably certain that the option will 

be exercised; 
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(c) the lease term is for the major part of the economic life of the asset even if title 

is not transferred; 

(d) at the inception of the lease the present value of the minimum lease payments 

amounts to at least substantially all of the fair value of the leased asset; and 

(e) the leased asset is of a specialised nature such that only the lessee can use it 

without major modifications being made. 

9. Indicators of situations which individually or in combination could also lead to a lease 

being classified as a finance lease are: 

(a) if the lessee can cancel the lease, the lessor’s losses associated with the 

cancellation are borne by the lessee; 

(b) gains or losses from the fluctuation in the fair value of the residual fall to the 

lessee (for example in the form of a rent rebate equaling most of the sales 

proceeds at the end of the lease); and 

(c) the lessee can continue the lease for a secondary period at a rent which is 

substantially lower than market rent. 

10. Lease classification is made at the inception of the lease.  If at any time the lessee and 

the lessor agree to change the provisions of the lease, other than by renewing the lease, in 

a manner that would have resulted in a different classification of the lease under the criteria 

in paragraphs 5 to 9 had the changed terms been in effect at the inception of the lease, the 

revised agreement is considered as a new agreement over its revised term. Changes in 

estimates (for example, changes in estimates of the economic life or of the residual value 

of the leased asset) or changes in circumstances (for example, default by the lessee), 

however, do not give rise to a new classification of a lease for accounting purposes. 

Leases in the Financial Statements of Lessees 

Finance Leases 

11. At the inception of a finance lease, the lessee should recognise the lease as an 

asset and a liability. Such recognition should be at an amount equal to the fair value 

of the leased asset at the inception of the lease. However, if the fair value of the leased 

asset exceeds the present value of the minimum lease payments from the standpoint 

of the lessee, the amount recorded as an asset and a liability should be the present 

value of the minimum lease payments from the standpoint of the lessee.  In 

calculating the present value of the minimum lease payments the discount rate is the 

interest rate implicit in the lease, if this is practicable to determine; if not, the lessee’s 

incremental borrowing rate should be used. 

Example 

(a) An enterprise (the lessee) acquires a machinery on lease from a leasing company 

(the lessor) on January 1, 20X0.  The lease term covers the entire economic life of 

the machinery, i.e., 3 years. The fair value of the machinery on January 1, 20X0 is 

` 2,35,500. The lease agreement requires the lessee to pay an amount of  
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` 1,00,000 per year beginning December 31, 20X0. The lessee has guaranteed a 

residual value of ` 17,000 on December 31, 20X2 to the lessor. The lessor, 

however, estimates that the machinery would have a salvage value of only  

` 3,500 on December 31, 20X2. 

The interest rate implicit in the lease is 16 per cent (approx.). This is calculated 

using the following formula: 

Fair value  =  
ALR ALR

1 2
(1 r) (1 r)

+ +
+ +     

… 
ALR RV

n n
(1 r) (1 r)

+
+ +    

 

  where ALR is annual lease rental, 

RV is residual value (both guaranteed and unguaranteed), 

n is the lease term, 

r is interest rate implicit in the lease. 

The present value of minimum lease payments from the stand point of the lessee 

is ` 2,35,500. 

The lessee would record the machinery as an asset at ` 2,35,500 with a 

corresponding liability representing the present value of lease payments over the 

lease term (including the guaranteed residual value). 

(b) In the above example, suppose the lessor estimates that the machinery would 

have a salvage value of ` 17,000 on December 31, 20X2. The lessee, however, 

guarantees a residual value of ` 5,000 only. 

The interest rate implicit in the lease in this case would remain unchanged at 16% 

(approx.). The present value of the minimum lease payments from the standpoint 

of the lessee, using this interest rate implicit in the lease, would be  

` .2,27,805. As this amount is lower than the fair value of the leased asset  

(` .2,35,500), the lessee would recognise the asset and the liability arising from 

the lease at ` 2,27,805. 

In case the interest rate implicit in the lease is not known to the lessee, the present 

value of the minimum lease payments from the standpoint of the lessee would be 

computed using the lessee’s incremental borrowing rate. 

12. Transactions and other events are accounted for and presented in accordance with 

their substance and financial reality and not merely with their legal form. While the legal 

form of a lease agreement is that the lessee may acquire no legal title to the leased asset, 

in the case of finance leases the substance and financial reality are that the lessee acquires 

the economic benefits of the use of the leased asset for the major part of its economic life 

in return for entering into an obligation to pay for that right an amount approximating to 

the fair value of the asset and the related finance charge. 

13. If such lease transactions are not reflected in the lessee’s balance sheet, the economic 

resources and the level of obligations of an enterprise are understated thereby distorting 

financial ratios.  It is therefore appropriate that a finance lease be recognised in the lessee’s 
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balance sheet both as an asset and as an obligation to pay future lease payments. At the 

inception of the lease, the asset and the liability for the future lease payments are 

recognised in the balance sheet at the same amounts. 

14. It is not appropriate to present the liability for a leased asset as a deduction from the 

leased asset in the financial statements. The liability for a leased asset should be presented 

separately in the balance sheet as a current liability or a long-term liability as the case may 

be. 

15. Initial direct costs are often incurred in connection with specific leasing activities, as in 

negotiating and securing leasing arrangements. The costs identified as directly attributable to 

activities performed by the lessee for a finance lease are included as part of the amount 

recognised as an asset under the lease. 

16. Lease payments should be apportioned between the finance charge and the 

reduction of the outstanding liability. The finance charge should be allocated to 

periods during the lease term so as to produce a constant periodic rate of interest on 

the remaining balance of the liability for each period. 

Example 

In the example (a) illustrating paragraph 11, the lease payments would be apportioned by 

the lessee between the finance charge and the reduction of the outstanding liability as 

follows: 

 Year Finance 

charge (`) 

Payment 

(`) 

Reduction in 

outstanding 

liability (`) 

Outstanding 

liability (`) 

Year 1 (January 1)    2,35,500 

 (December 31) 37,680 1,00,000 62,320 1,73,180 

Year 2 (December 31) 27,709 1,00,000 72,291 1,00,889 

Year 3 (December 31) 16,142 1,00,000 83,858 17,031∗ 

17. In practice, in allocating the finance charge to periods during the lease term, some 

form of approximation may be used to simplify the calculation. 

18. A finance lease gives rise to a depreciation expense for the asset as well as a 

finance expense for each accounting period.  The depreciation policy for a leased asset 

should be consistent with that for depreciable assets which are owned, and the 

depreciation recognised should be calculated on the basis set out in Accounting 

Standard (AS) 6, Depreciation Accounting.  If there is no reasonable certainty that the 

lessee will obtain ownership by the end of the lease term, the asset should be fully 

depreciated over the lease term or its useful life, whichever is shorter. 

                            

∗The difference between this figure and guaranteed residual value (`17,000) is due to approximation 

in computing the interest rate implicit in the lease. 
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19. The depreciable amount of a leased asset is allocated to each accounting period 

during the period of expected use on a systematic basis consistent with the depreciation 

policy the lessee adopts for depreciable assets that are owned.  If there is reasonable 

certainty that the lessee will obtain ownership by the end of the lease term, the period of 

expected use is the useful life of the asset; otherwise the asset is depreciated over the lease 

term or its useful life, whichever is shorter. 

20. The sum of the depreciation expense for the asset and the finance expense for the 

period is rarely the same as the lease payments payable for the period, and it is, therefore, 

inappropriate simply to recognise the lease payments payable as an expense in the 

statement of profit and loss. Accordingly, the asset and the related liability are unlikely to 

be equal in amount after the inception of the lease. 

21. To determine whether a leased asset has become impaired, an enterprise applies the 

Accounting Standard dealing with impairment of assets4, that sets out the requirements as 

to how an enterprise should perform the review of the carrying amount of an asset, how it 

should determine the recoverable amount of an asset and when it should recognise, or 

reverse, an impairment loss. 

22. The lessee should, in addition to the requirements of AS 10, Accounting for Fixed 

Assets, AS 6, Depreciation Accounting, and the governing statute, make the following 

disclosures for finance leases: 

(a) assets acquired under finance lease as segregated from the assets owned; 

(b) for each class of assets, the net carrying amount at the balance sheet date; 

(c) a reconciliation between the total of minimum lease payments at the balance 

sheet date and their present value. In addition, an enterprise should disclose 

the total of minimum lease payments at the balance sheet date, and their 

present value, for each of the following periods: 

(i) not later than one year; 

(ii) later than one year and not later than five years; (iii) later than five 

years; 

(d) contingent rents recognised as expense in the statement of profit and loss for 

the period; 

(e) the total of future minimum sublease payments expected to be received 

under non-cancellable subleases at the balance sheet date; and 

(f) a general description of the lessee’s significant leasing arrangements 

including, but not limited to, the following: 

(i) the basis on which contingent rent payments are determined; 

                            

4Accounting Standard (AS) 28, ‘Impairment of Assets’,’ specifies the requirements relating to 

impairment of assets. 
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(ii) the existence and terms of renewal or purchase options and escalation 

clauses; and 

(iii) restrictions imposed by lease arrangements, such as those concerning 

dividends, additional debt, and further leasing. 

Provided that a Small and Medium Sized Company and a Small and Medium Sized 

Enterprise (Levels II and III non-corporate entities), may not comply with sub- 

paragraphs (c), (e) and (f). 

Operating Leases 

23. Lease payments under an operating lease should be recognised as an expense in 

the statement of profit and loss on a straight line basis over the lease term unless 

another systematic basis is more representative of the time pattern of the user’s 

benefit. 

24. For operating leases, lease payments (excluding costs for services such as insurance 

and maintenance) are recognised as an expense in the statement of profit and loss on a 

straight line basis unless another systematic basis is more representative of the time pattern 

of the user’s benefit, even if the payments are not on that basis. 

25. The lessee should make the following disclosures for operating leases: 

(a) the total of future minimum lease payments under non- cancellable 

operating leases for each of the following periods: 

(i) not later than one year; 

(ii) later than one year and not later than five years; 

(iii) later than five years; 

(b) the total of future minimum sublease payments expected to be received 

under non-cancellable subleases at the balance sheet date; 

(c) lease payments recognised in the statement of profit and loss for the period, 

with separate amounts for minimum lease payments and contingent rents; 

(d) sub-lease payments received (or receivable) recognised in the statement of 

profit and loss for the period; 

(e) a general description of the lessee’s significant leasing arrangements 

including, but not limited to, the following: 

(i) the basis on which contingent rent payments are determined; 

(ii) the existence and terms of renewal or purchase options and escalation 

clauses; and 

(iii) restrictions imposed by lease arrangements, such as those concerning 

dividends, additional debt, and further leasing. 

Provided that a Small and Medium Sized Company and a Small and Medium Sized 

Enterprise (Levels II and III non-corporate entities), may not comply with sub- 

paragraphs (a), (b) and (e). 
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Leases in the Financial Statements of Lessors 

Finance Leases 

26. The lessor should recognise assets given under a finance lease in its balance sheet 

as a receivable at an amount equal to the net investment in the lease. 

27. Under a finance lease substantially all the risks and rewards incident to legal ownership 

are transferred by the lessor, and thus the lease payment receivable is treated by the lessor 

as repayment of principal, i.e., net investment in the lease, and finance income to reimburse 

and reward the lessor for its investment and services. 

28. The recognition of finance income should be based on a pattern reflecting a 

constant periodic rate of return on the net investment of the lessor outstanding in 

respect of the finance lease. 

29. A lessor aims to allocate finance income over the lease term on a systematic and 

rational basis. This income allocation is based on a pattern reflecting a constant periodic 

return on the net investment of the lessor outstanding in respect of the finance lease. Lease 

payments relating to the accounting period, excluding costs for services, are reduced from 

both the principal and the unearned finance income. 

30. Estimated unguaranteed residual values used in computing the lessor’s gross 

investment in a lease are reviewed regularly.  If there has been a reduction in the estimated 

unguaranteed residual value, the income allocation over the remaining lease term is revised 

and any reduction in respect of amounts already accrued is recognised immediately. An 

upward adjustment of the estimated residual value is not made. 

31. Initial direct costs, such as commissions and legal fees, are often incurred by lessors in 

negotiating and arranging a lease. For finance leases, these initial direct costs are incurred 

to produce finance income and are either recognised immediately in the statement of profit 

and loss or allocated against the finance income over the lease term. 

32. The manufacturer or dealer lessor should recognise the transaction of sale in the 

statement of profit and loss for the period, in accordance with the policy followed by 

the enterprise for outright sales. If artificially low rates of interest are quoted, profit 

on sale should be restricted to that which would apply if a commercial rate of interest 

were charged.  Initial direct costs should be recognised as an expense in the statement 

of profit and loss at the inception of the lease. 

33. Manufacturers or dealers may offer to customers the choice of either buying or leasing 

an asset. A finance lease of an asset by a manufacturer or dealer lessor gives rise to two 

types of income: 

(a) the profit or loss equivalent to the profit or loss resulting from an outright sale of 

the asset being leased, at normal selling prices, reflecting any applicable volume 

or trade discounts; and 

(b) the finance income over the lease term. 
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34. The sales revenue recorded at the commencement of a finance lease term by a 

manufacturer or dealer lessor is the fair value of the asset. However, if the present value of 

the minimum lease payments accruing to the lessor computed at a commercial rate of 

interest is lower than the fair value, the amount recorded as sales revenue is the present 

value so computed.  The cost of sale recognised at the commencement of the lease term 

is the cost, or carrying amount if different, of the leased asset less the present value of the 

unguaranteed residual value.  The difference between the sales revenue and the cost of 

sale is the selling profit, which is recognised in accordance with the policy followed by the 

enterprise for sales. 

35. Manufacturer or dealer lessors sometimes quote artificially low rates of interest in 

order to attract customers. The use of such a rate would result in an excessive portion of 

the total income from the transaction being recognised at the time of sale. If artificially low 

rates of interest are quoted, selling profit would be restricted to that which would apply if 

a commercial rate of interest were charged. 

36. Initial direct costs are recognised as an expense at the commencement of the lease 

term because they are mainly related to earning the manufacturer’s or dealer’s selling 

profit. 

37. The lessor should make the following disclosures for finance leases: 

(a) a reconciliation between the total gross investment in the lease at the 

balance sheet date, and the present value of minimum lease payments 

receivable at the balance sheet date.  In addition, an enterprise should 

disclose the total gross investment in the lease and the present value of 

minimum lease payments receivable at the balance sheet date, for each of 

the following periods: 

(i) not later than one year; 

(ii) later than one year and not later than five years;  

(iii)  later than five years; 

(b) unearned finance income; 

(c) the unguaranteed residual values accruing to the benefit of the lessor; 

(d) the accumulated provision for uncollectible minimum lease payments 

receivable; 

(e) contingent rents recognised in the statement of profit and loss for the period; 

(f) a general description of the significant leasing arrangements of the lessor; 

and 

(g) accounting policy adopted in respect of initial direct costs. 

Provided that a Small and Medium Sized Company and a non-corporate Small and 

Medium Sized Enterprise falling in Level II and Level IIImay not comply with sub- 

paragraphs (a) and (f).   Further, a non-corporate Small and Medium Sized Enterprise 

falling in Level III, may not comply with sub-paragraph (g) also. 
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38. As an indicator of growth it is often useful to also disclose the gross investment less 

unearned income in new business added during the accounting period, after deducting the 

relevant amounts for cancelled leases. 

Operating Leases 

39. The lessor should present an asset given under operating lease in its balance sheet 

under fixed assets. 

40. Lease income from operating leases should be recognised in the statement of 

profit and loss on a straight line basis over the lease term, unless another systematic 

basis is more representative of the time pattern in which benefit derived from the use 

of the leased asset is diminished. 

41. Costs, including depreciation, incurred in earning the lease income are recognised as 

an expense. Lease income (excluding receipts for services provided such as insurance and 

maintenance) is recognised in the statement of profit and loss on a straight line basis over 

the lease term even if the receipts are not on such a basis, unless another systematic basis 

is more representative of the time pattern in which benefit derived from the use of the 

leased asset is diminished. 

42. Initial direct costs incurred specifically to earn revenues from an operating lease are 

either deferred and allocated to income over the lease term in proportion to the 

recognition of rent income, or are recognised as an expense in the statement of profit and 

loss in the period in which they are incurred. 

43. The depreciation of leased assets should be on a basis consistent with the normal 

depreciation policy of the lessor for similar assets, and the depreciation charge should 

be calculated on the basis set out in AS 6, Depreciation Accounting. 

44. To determine whether a leased asset has become impaired, an enterprise applies the 

Accounting Standard dealing with impairment of assets
5
that sets out the requirements for 

how an enterprise should perform the review of the carrying amount of an asset, how it 

should determine the recoverable amount of an asset and when it should recognise, or 

reverse, an impairment loss. 

45. A manufacturer or dealer lessor does not recognise any selling profit on entering into 

an operating lease because it is not the equivalent of a sale. 

46. The lessor should, in addition to the requirements of AS 6, Depreciation 

Accounting and AS 10, Accounting for Fixed Assets, and the governing statute, make 

the following disclosures for operating leases: 

(a) for each class of assets, the gross carrying amount, the accumulated 

depreciation and accumulated impairment losses at the balance sheet date; 

and 

                            

5Accounting Standard (AS) 28, ‘Impairment of Assets’, specifies the requirements relating to 

impairment of assets. 
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(i) the depreciation recognised in the statement of profit and loss for the 

period; 

(ii) impairment losses recognised in the statement of profit and loss for the 

period; 

(iii) impairment losses reversed in the statement of profit and loss for the 

period; 

(b) the future minimum lease payments under non-cancellable operating leases 

in the aggregate and for each of the following periods: 

(i) not later than one year; 

(ii) later than one year and not later than five years;  

(iii) later than five years; 

(c) total contingent rents recognised as income in the statement of profit and 

loss for the period; 

(d) a general description of the lessor ’s significant leasing arrangements; and 

(e) accounting policy adopted in respect of initial direct costs. 

Provided that a Small and Medium Sized Company and a non-corporate Small and 

Medium Sized Enterprise falling in Level II and Level III, may not comply with sub- 

paragraphs (b) and (d). Further, a non-corporate Small and Medium Sized Enterprise 

falling in Level III, may not comply with sub-paragraph (e) also. 

Sale and Leaseback Transactions 

47. A sale and leaseback transaction involves the sale of an asset by the vendor and the 

leasing of the same asset back to the vendor.  The lease payments and the sale price are 

usually interdependent as they are negotiated as a package. The accounting treatment of 

a sale and leaseback transaction depends upon the type of lease involved. 

48. If a sale and leaseback transaction results in a finance lease, any excess or 

deficiency of sales proceeds over the carrying amount should not be immediately 

recognised as income or loss in the financial statements of a seller-lessee. Instead, it 

should be deferred and amortised over the lease term in proportion to the depreciation 

of the leased asset. 

49. If the leaseback is a finance lease, it is not appropriate to regard an excess of sales 

proceeds over the carrying amount as income. Such excess is deferred and amortised over 

the lease term in proportion to the depreciation of the leased asset.  Similarly, it is not 

appropriate to regard a deficiency as loss. Such deficiency is deferred and amortised over 

the lease term. 

50. If a sale and leaseback transaction results in an operating lease, and it is clear 

that the transaction is established at fair value, any profit or loss should be recognised 

immediately.  If the sale price is below fair value, any profit or loss should be 

recognised immediately except that, if the loss is compensated by future lease 

payments at below market price, it should be deferred and amortised in proportion to 
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the lease payments over the period for which the asset is expected to be used. If the 

sale price is above fair value, the excess over fair value should be deferred and 

amortised over the period for which the asset is expected to be used. 

51. If the leaseback is an operating lease, and the lease payments and the sale price are 

established at fair value, there has in effect been a normal sale transaction and any profit 

or loss is recognised immediately. 

52. For operating leases, if the fair value at the time of a sale and leaseback 

transaction is less than the carrying amount of the asset, a loss equal to the amount 

of the difference between the carrying amount and fair value should be recognised 

immediately. 

53. For finance leases, no such adjustment is necessary unless there has been an 

impairment in value, in which case the carrying amount is reduced to recoverable amount 

in accordance with the Accounting Standard dealing with impairment of assets. 

54. Disclosure requirements for lessees and lessors apply equally to sale and leaseback 

transactions.  The required description of the significant leasing arrangements leads to 

disclosure of unique or unusual provisions of the agreement or terms of the sale and 

leaseback transactions. 

55. Sale and leaseback transactions may meet the separate disclosure criteria set out in 

paragraph 12 of Accounting Standard (AS) 5, Net Profit or Loss for the Period, Prior Period 

Items and Changes in Accounting Policies. 

Illustration 

Sale and Leaseback Transactions that Result in Operating Leases 

The illustration does not form part of the accounting standard. Its purpose is to illustrate the 

application of the accounting standard. 

A sale and leaseback transaction that results in an operating lease may give rise to profit 

or a loss, the determination and treatment of which depends on the leased asset’s carrying 

amount, fair value and selling price.  The following table shows the requirements of the 

accounting standard in various circumstances. 

Sale price established at 

fair value (paragraph 

50) 

Carrying 

amount 

equal to fair 

value 

Carrying amount 

less than fair 

value 

Carrying amount 

above fairvalue 

Profit No profit Recognise profit 

immediately 

Not applicable 

Loss No loss Not applicable Recognise loss 

immediately 

Sale price below fair 

value (paragraph 50) 
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Profit No profit Recognise profit 

immediately 

No profit (note 1) 

Loss not compensated 

by future lease 

payments at below 

market price 

Recognise 

loss 

immediately 

Recognise loss 

immediately 

(note 1) 

Loss compensated by 

future lease payments at 

below market price 

Defer and 

amortise loss 

Defer and amortise 

loss 

(note 1) 

Sale price above fair 

value (paragraph 50) 

   

Profit Defer and 

amortise 

profit 

Defer and amortise 

profit 

Defer and amortise 

profit (note 2) 

Loss No loss No loss (note 1) 

Note 1 These parts of the table represent circumstances that would have been dealt with 

under paragraph 52 of the Standard. Paragraph 52 requires the carrying amount of an asset 

to be written down to fair value where it is subject to a sale and leaseback. 

Note 2 The profit would be the difference between fair value and sale price as the 

carrying amount would have been written down to fair value in accordance with paragraph 

52. 

AS 20∗ - Earnings Per Share 

[This Accounting Standard includes paragraphs set in bold italic type and plain type, which 

have equal authority. Paragraphs in bold italic type indicate the main principles. This 

Accounting Standard should be read in the context of its objective, the Preface to the 

Statements of Accounting Standards
1
and the ‘Applicability of Accounting Standards to 

Various Entities’.] 

Objective 

The objective of this Standard is to prescribe principles for the determination and 

presentation of earnings per share which will improve comparison of performance among 

different enterprises for the same period and among different accounting periods for the 

same enterprise. The focus of this Standard is on the denominator of the earnings per share 

calculation. Even though earnings per share data has limitations because of different 

                            

∗Issued in 2001. A limited revision to this Standard was made in 2004, pursuant to which paragraphs 

48 and 51 of this Standard were revised. 
1Attention is specifically drawn to paragraph 4.3 of the Preface, according to which Accounting 

Standards are intended to apply only to items which are material. 
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accounting policies used for determining ‘earnings’, a consistently determined 

denominator enhances the quality of financial reporting. 

Scope 

1. This Standard should be applied by all the entities. However, a Small and Medium 

Sized Company and a Small and Medium Sized non-corporate entity falling in Level II 

or Level III ‘Applicability of Accounting Standards to Various Entities’, may not 

disclose diluted earnings per share (both including and excluding extraordinary 

items). Further, a non-corporate Small and Medium Sized Entity falling in level III, 

may not disclose the information required by paragraph 48(ii) of the standard. 

2. In consolidated financial statements, the information required by this Standard 

should be presented on the basis of consolidated information.2 

3. In the case of a parent (holding enterprise), users of financial statements are usually 

concerned with, and need to be informed about, the results of operations of both the 

enterprise itself as well as of the group as a whole. Accordingly, in the case of such 

enterprises, this Standard requires the presentation of earnings per share information on 

the basis of consolidated financial statements as well as individual financial statements of 

the parent. In consolidated financial statements, such information is presented on the basis 

of consolidated information. 

Definitions 

4. For the purpose of this Standard, the following terms are used with the meanings 

specified: 

4.1 An equity share is a share other than a preference share. 

4.2 A preference share is a share carrying preferential rights to dividends and 

repayment of capital. 

4.3 A financial instrument is any contract that gives rise to both a financial asset 

of one enterprise and a financial liability or equity shares of another enterprise. 

4.4 A potential equity share is a financial instrument or other contract that entitles, 

or may entitle, its holder to equity shares. 

4.5 Share warrants or options are financial instruments that give the holder the right 

to acquire equity shares. 

4.6 Fair value is the amount for which an asset could be exchanged, or a liability 

settled, between knowledgeable, willing parties in an arm’s length transaction. 

                            

2Accounting Standard (AS) 21, 'Consolidated Financial Statements', specifies the requirements 

relating to consolidated financial statements. 
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5.  Equity shares participate in the net profit for the period only after preference shares.  

An enterprise may have more than one class of equity shares. Equity shares of the same 

class have the same rights to receive dividends. 

6. A financial instrument is any contract that gives rise to both a financial asset of one 

enterprise and a financial liability or equity shares of another enterprise. For this purpose, 

a financial asset is any asset that is 

(a) cash; 

(b) a contractual right to receive cash or another financial asset from another 

enterprise; 

(c) a contractual right to exchange financial instruments with another enterprise 

under conditions that are potentially favourable; or 

(d) an equity share of another enterprise. 

A financial liability is any liability that is a contractual obligation to deliver cash or another 

financial asset to another enterprise or to exchange financial instruments with another 

enterprise under conditions that are potentially unfavourable. 

7.  Examples of potential equity shares are: 

(a) debt instruments or preference shares, that are convertible into equity shares; 

(b) share warrants; 

(c) options including employee stock option plans under which employees of an 

enterprise are entitled to receive equity shares as part of their remuneration and 

other similar plans; and 

(d) shares which would be issued upon the satisfaction of certain conditions resulting 

from contractual arrangements (contingently issuable shares), such as the 

acquisition of a business or other assets, or shares issuable under a loan contract 

upon default of payment of principal or interest, if the contract so provides. 

Presentation 

8. An enterprise should present basic and diluted earnings per share on the face of 

the statement of profit and loss for each class of equity shares that has a different 

right to share in the net profit for the period. An enterprise should present basic and 

diluted earnings per share with equal prominence for all periods presented. 

9. This Standard requires an enterprise to present basic and diluted earnings per 

share, even if the amounts disclosed are negative (a loss per share). 

Measurement 

Basic Earnings Per Share 

10. Basic earnings per share should be calculated by dividing the net profit or loss 

for the period attributable to equity shareholders by the weighted average number of 

equity shares outstanding during the period. 
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Earnings - Basic 

11. For the purpose of calculating basic earnings per share, the net profit or loss for 

the period attributable to equity shareholders should be the net profit or loss for the 

period after deducting preference dividends and any attributable tax thereto for the 

period. 

12. All items of income and expense which are recognised in a period, including tax 

expense and extraordinary items, are included in the determination of the net profit or loss 

for the period unless an Accounting Standard requires or permits otherwise (see Accounting 

Standard (AS) 5, Net Profit or Loss for the Period, Prior Period Items and Changes in 

Accounting Policies). The amount of preference dividends and any attributable tax thereto 

for the period is deducted from the net profit for the period (or added to the net loss for 

the period) in order to calculate the net profit or loss for the period attributable to equity 

shareholders. 

13. The amount of preference dividends for the period that is deducted from the net profit 

for the period is: 

(a) the amount of any preference dividends on non-cumulative preference shares 

provided for in respect of the period; and 

(b)  the full amount of the required preference dividends for cumulative preference 

shares for the period, whether or not the dividends have been provided for. The 

amount of preference dividends for the period does not include the amount of 

any preference dividends for cumulative preference shares paid or declared 

during the current period in respect of previous periods. 

14. If an enterprise has more than one class of equity shares, net profit or loss for the 

period is apportioned over the different classes of shares in accordance with their dividend 

rights. 

Per Share - Basic 

15. For the purpose of calculating basic earnings per share, the number of equity 

shares should be the weighted average number of equity shares outstanding during 

the period. 

16. The weighted average number of equity shares outstanding during the period reflects 

the fact that the amount of shareholders’ capital may have varied during the period as a 

result of a larger or lesser number of shares outstanding at any time. It is the number of 

equity shares outstanding at the beginning of the period, adjusted by the number of equity 

shares bought back or issued during the period multiplied by the time-weighting factor. 

The time-weighting factor is the number of days for which the specific shares are 

outstanding as a proportion of the total number of days in the period; a reasonable 

approximation of the weighted average is adequate in many circumstances. 

Illustration I attached to the Standard illustrates the computation of weighted average 

number of shares. 
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17. In most cases, shares are included in the weighted average number of shares from the 

date the consideration is receivable, for example: 

(a) equity shares issued in exchange for cash are included when cash is receivable; 

(b)  equity shares issued as a result of the conversion of a debt instrument to equity 

shares are included as of the date of conversion; 

(c) equity shares issued in lieu of interest or principal on other financial instruments 

are included as of the date interest ceases to accrue; 

(d) equity shares issued in exchange for the settlement of a liability of the enterprise 

are included as of the date the settlement becomes effective; 

(e) equity shares issued as consideration for the acquisition of an asset other than 

cash are included as of the date on which the acquisition is recognised; and 

(f) equity shares issued for the rendering of services to the enterprise are included 

as the services are rendered. 

In these and other cases, the timing of the inclusion of equity shares is determined by the 

specific terms and conditions attaching to their issue. Due consideration should be given 

to the substance of any contract associated with the issue. 

18. Equity shares issued as part of the consideration in an amalgamation in the nature of 

purchase are included in the weighted average number of shares as of the date of the 

acquisition because the transferee incorporates the results of the operations of the 

transferor into its statement of profit and loss as from the date of acquisition. Equity shares 

issued during the reporting period as part of the consideration in an amalgamation in the 

nature of merger are included in the calculation of the weighted average number of shares 

from the beginning of the reporting period because the financial statements of the 

combined enterprise for the reporting period are prepared as if the combined entity had 

existed from the beginning of the reporting period. Therefore, the number of equity shares 

used for the calculation of basic earnings per share in an amalgamation in the nature of 

merger is the aggregate of the weighted average number of shares of the combined 

enterprises, adjusted to equivalent shares of the enterprise whose shares are outstanding 

after the amalgamation. 

19.  Partly paid equity shares are treated as a fraction of an equity share to the extent that 

they were entitled to participate in dividends relative to a fully paid equity share during the 

reporting period. 

Illustration II attached to the Standard illustrates the computations in respect of partly paid 

equity shares. 

20. Where an enterprise has equity shares of different nominal values but with the same 

dividend rights, the number of equity shares is calculated by converting all such equity 

shares into equivalent number of shares of the same nominal value. 

21. Equity shares which are issuable upon the satisfaction of certain conditions resulting 

from contractual arrangements (contingently issuable shares) are considered outstanding, 
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and included in the computation of basic earnings per share from the date when all 

necessary conditions under the contract have been satisfied. 

22. The weighted average number of equity shares outstanding during the period and 

for all periods presented should be adjusted for events, other than the conversion of 

potential equity shares, that have changed the number of equity shares outstanding, 

without a corresponding change in resources. 

23. Equity shares may be issued, or the number of shares outstanding may be reduced, 

without a corresponding change in resources. Examples include: 

(a) a bonus issue; 

(b) a bonus element in any other issue, for example a bonus element in a rights issue 

to existing shareholders; 

(c) a share split; and 

(d) a reverse share split (consolidation of shares). 

24. In case of a bonus issue or a share split, equity shares are issued to existing 

shareholders for no additional consideration. Therefore, the number of equity shares 

outstanding is increased without an increase in resources. The number of equity shares 

outstanding before the event is adjusted for the proportionate change in the number of 

equity shares outstanding as if the event had occurred at the beginning of the earliest 

period reported. For example, upon a two-for-one bonus issue, the number of shares 

outstanding prior to the issue is multiplied by a factor of three to obtain the new total 

number of shares, or by a factor of two to obtain the number of additional shares. 

Illustration III attached to the Standard illustrates the computation of weighted average 

number of equity shares in case of a bonus issue during the period. 

25.  The issue of equity shares at the time of exercise or conversion of potential equity 

shares will not usually give rise to a bonus element, since the potential equity shares will 

usually have been issued for full value, resulting in a proportionate change in the resources 

available to the enterprise. In a rights issue, on the other hand, the exercise price is often 

less than the fair value of the shares. Therefore, a rights issue usually includes a bonus 

element. The number of equity shares to be used in calculating basic earnings per share 

for all periods prior to the rights issue is the number of equity shares outstanding prior to 

the issue, multiplied by the following factor: 

Fair value per share immediately prior to the exercise of rights 

Theoretical ex-rights fair value per share 

The theoretical ex-rights fair value per share is calculated by adding the aggregate fair 

value of the shares immediately prior to the exercise of the rights to the proceeds from the 

exercise of the rights, and dividing by the number of shares outstanding after the exercise 

of the rights. Where the rights themselves are to be publicly traded separately from the 

shares prior to the exercise date, fair value for the purposes of this calculation is established 

at the close of the last day on which the shares are traded together with the rights. 
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Illustration IV attached to the Standard illustrates the computation of weighted average 

number of equity shares in case of a rights issue during the period. 

Diluted Earnings Per Share 

26. For the purpose of calculating diluted earnings per share, the net profit or loss 

for the period attributable to equity shareholders and the weighted average number 

of shares outstanding during the period should be adjusted for the effects of all 

dilutive potential equity shares. 

27. In calculating diluted earnings per share, effect is given to all dilutive potential equity 

shares that were outstanding during the period, that is: 

(a) the net profit for the period attributable to equity shares is: 

(i) increased by the amount of dividends recognised in the period in respect of 

the dilutive potential equity shares as adjusted for any attributable change 

in tax expense for the period; 

(ii) increased by the amount of interest recognised in the period in respect of 

the dilutive potential equity shares as adjusted for any attributable change 

in tax expense for the period; and 

(iii) adjusted for the after-tax amount of any other changes in expenses or 

income that would result from the conversion of the dilutive potential equity 

shares. 

(b) the weighted average number of equity shares outstanding during the period is 

increased by the weighted average number of additional equity shares which 

would have been outstanding assuming the conversion of all dilutive potential 

equity shares. 

28. For the purpose of this Standard, share application money pending allotment or any 

advance share application money as at the balance sheet date, which is not statutorily 

required to be kept separately and is being utilised in the business of the enterprise, is 

treated in the same manner as dilutive potential equity shares for the purpose of calculation 

of diluted earnings per share. 

Earnings - Diluted 

29. For the purpose of calculating diluted earnings per share, the amount of net profit 

or loss for the period attributable to equity shareholders, as calculated in accordance 

with paragraph 11, should be adjusted by the following, after taking into account any 

attributable change in tax expense for the period: 

(a) any dividends on dilutive potential equity shares which have been deducted 

in arriving at the net profit attributable to equity shareholders as calculated 

in accordance with paragraph 11; 

(b) interest recognised in the period for the dilutive potential equity shares; and 

(c) any other changes in expenses or income that would result from the 

conversion of the dilutive potential equity shares. 
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30. After the potential equity shares are converted into equity shares, the dividends, 

interest and other expenses or income associated with those potential equity shares will no 

longer be incurred (or earned). Instead, the new equity shares will be entitled to participate 

in the net profit attributable to equity shareholders. Therefore, the net profit for the period 

attributable to equity shareholders calculated in accordance with paragraph 11 is increased 

by the amount of dividends, interest and other expenses that will be saved, and reduced 

by the amount of income that will cease to accrue, on the conversion of the dilutive 

potential equity shares into equity shares. The amounts of dividends, interest and other 

expenses or income are adjusted for any attributable taxes. 

Illustration V attached to the standard illustrates the computation of diluted earnings in 

case of convertible debentures. 

31. The conversion of some potential equity shares may lead to consequential changes in 

other items of income or expense. For example, the reduction of interest expense related 

to potential equity shares and the resulting increase in net profit for the period may lead 

to an increase in the expense relating to a non-discretionary employee profit sharing plan. 

For the purpose of calculating diluted earnings per share, the net profit or loss for the 

period is adjusted for any such consequential changes in income or expenses. 

Per Share - Diluted 

32. For the purpose of calculating diluted earnings per share, the number of equity 

shares should be the aggregate of the weighted average number of equity shares 

calculated in accordance with paragraphs 15 and 22, and the weighted average 

number of equity shares which would be issued on the conversion of all the dilutive 

potential equity shares into equity shares. Dilutive potential equity shares should be 

deemed to have been converted into equity shares at the beginning of the period or, 

if issued later, the date of the issue of the potential equity shares. 

33. The number of equity shares which would be issued on the conversion of dilutive 

potential equity shares is determined from the terms of the potential equity shares. The 

computation assumes the most advantageous conversion rate or exercise price from the 

standpoint of the holder of the potential equity shares. 

34. Equity shares which are issuable upon the satisfaction of certain conditions resulting 

from contractual arrangements (contingently issuable shares) are considered outstanding 

and included in the computation of both the basic earnings per share and diluted earnings 

per share from the date when the conditions under a contract are met. If the conditions 

have not been met, for computing the diluted earnings per share, contingently issuable 

shares are included as of the beginning of the period (or as of the date of the contingent 

share agreement, if later). The number of contingently issuable shares included in this case 

in computing the diluted earnings per share is based on the number of shares that would 

be issuable if the end of the reporting period was the end of the contingency period. 

Restatement is not permitted if the conditions are not met when the contingency period 

actually expires subsequent to the end of the reporting period. The provisions of this 

paragraph apply equally to potential equity shares that are issuable upon the satisfaction 

of certain conditions (contingently issuable potential equity shares). 
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35. For the purpose of calculating diluted earnings per share, an enterprise should 

assume the exercise of dilutive options and other dilutive potential equity shares of 

the enterprise. The assumed proceeds from these issues should be considered to have 

been received from the issue of shares at fair value. The difference between the 

number of shares issuable and the number of shares that would have been issued at 

fair value should be treated as an issue of equity shares for no consideration. 

36. Fair value for this purpose is the average price of the equity shares during the period. 

Theoretically, every market transaction for an enterprise’s equity shares could be included 

in determining the average price.  As a practical matter, however, a simple average of last 

six months weekly closing prices are usually adequate for use in computing the average 

price. 

37. Options and other share purchase arrangements are dilutive when they would result 

in the issue of equity shares for less than fair value. The amount of the dilution is fair value 

less the issue price. Therefore, in order to calculate diluted earnings per share, each such 

arrangement is treated as consisting of: 

(a)  a contract to issue a certain number of equity shares at their average fair value 

during the period. The shares to be so issued are fairly priced and are assumed 

to be neither dilutive nor anti- dilutive. They are ignored in the computation of 

diluted earnings per share; and 

(b) a contract to issue the remaining equity shares for no consideration. Such equity 

shares generate no proceeds and have no effect on the net profit attributable to 

equity shares outstanding. Therefore, such shares are dilutive and are added to 

the number of equity shares outstanding in the computation of diluted earnings 

per share. 

Illustration VI attached to the Standard illustrates the effects of share options on diluted 

earnings per share. 

38. To the extent that partly paid shares are not entitled to participate in dividends during 

the reporting period they are considered the equivalent of warrants or options. 

Dilutive Potential Equity Shares 

39. Potential equity shares should be treated as dilutive when, and only when, their 

conversion to equity shares would decrease net profit per share from continuing 

ordinary operations. 

40. An enterprise uses net profit from continuing ordinary activities as “the control figure” 

that is used to establish whether potential equity shares are dilutive or anti-dilutive. The 

net profit from continuing ordinary activities is the net profit from ordinary activities (as 

defined in AS 5) after deducting preference dividends and any attributable tax thereto and 

after excluding items relating to discontinued operations3. 

                            

3Accounting Standard (AS) 24, ‘Discontinuing Operations’, specifies the requirements in respect of 

discontinued operations. 
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41. Potential equity shares are anti-dilutive when their conversion to equity shares would 

increase earnings per share from continuing ordinary activities or decrease loss per share 

from continuing ordinary activities. The effects of anti-dilutive potential equity shares are 

ignored in calculating diluted earnings per share. 

42. In considering whether potential equity shares are dilutive or anti- dilutive, each issue 

or series of potential equity shares is considered separately rather than in aggregate. The 

sequence in which potential equity shares are considered may affect whether or not they 

are dilutive. Therefore, in order to maximise the dilution of basic earnings per share, each 

issue or series of potential equity shares is considered in sequence from the most dilutive 

to the least dilutive. For the purpose of determining the sequence from most dilutive to 

least dilutive potential equity shares, the earnings per incremental potential equity share is 

calculated. Where the earnings per incremental share is the least, the potential equity share 

is considered most dilutive and vice-versa. 

Illustration VII attached to the Standard illustrates the manner of determining the order in 

which dilutive securities should be included in the computation of weighted average 

number of shares. 

43.  Potential equity shares are weighted for the period they were outstanding. Potential 

equity shares that were cancelled or allowed to lapse during the reporting period are 

included in the computation of diluted earnings per share only for the portion of the period 

during which they were outstanding. Potential equity shares that have been converted into 

equity shares during the reporting period are included in the calculation of diluted earnings 

per share from the beginning of the period to the date of conversion; from the date of 

conversion, the resulting equity shares are included in computing both basic and diluted 

earnings per share. 

Restatement 

44. If the number of equity or potential equity shares outstanding increases as a 

result of a bonus issue or share split or decreases as a result of a reverse share split 

(consolidation of shares), the calculation of basic and diluted earnings per share 

should be adjusted for all the periods presented. If these changes occur after the 

balance sheet date but before the date on which the financial statements are approved 

by the board of directors, the per share calculations for those financial statements 

and any prior period financial statements presented should be based on the new 

number of shares. When per share calculations reflect such changes in the number of 

shares, that fact should be disclosed. 

45. An enterprise does not restate diluted earnings per share of any prior period presented 

for changes in the assumptions used or for the conversion of potential equity shares into 

equity shares outstanding. 

46. An enterprise is encouraged to provide a description of equity share transactions or 

potential equity share transactions, other than bonus issues, share splits and reverse share 

splits (consolidation of shares) which occur after the balance sheet date when they are of 

such importance that non- disclosure would affect the ability of the users of the financial 

© The Institute of Chartered Accountants of India



  Part I: Accounting Standards  I-63 

statements to make proper evaluations and decisions. Examples of such transactions 

include: 

(a) the issue of shares for cash; 

(b) the issue of shares when the proceeds are used to repay debt or preference shares 

outstanding at the balance sheet date; 

(c) the cancellation of equity shares outstanding at the balance sheet date; 

(d) the conversion or exercise of potential equity shares, outstanding at the balance 

sheet date, into equity shares; 

(e) the issue of warrants, options or convertible securities; and 

(f) the satisfaction of conditions that would result in the issue of contingently 

issuable shares. 

47. Earnings per share amounts are not adjusted for such transactions occurring after the 

balance sheet date because such transactions do not affect the amount of capital used to 

produce the net profit or loss for the period. 

Disclosure 

48. In addition to disclosures as required by paragraphs 8, 9 and 44 of this Standard, 

an enterprise should disclose the following: 

(i) where the statement of profit and loss includes extraordinary items (within 

the meaning of AS 5, Net Profit or Loss for the Period, Prior Period Items and 

Changes in Accounting Policies), the enterprise should disclose basic and 

diluted earnings per share computed on the basis of earnings excluding 

extraordinary items (net of tax expense); and 

(ii) (a) the amounts used as the numerators in calculating basic and diluted 

earnings per share, and a reconciliation of those amounts to the net profit or 

loss for the period; 

(b) the weighted average number of equity shares used as the denominator 

in calculating basic and diluted earnings per share, and a reconciliation of 

these denominators to each other; and 

(c) the nominal value of shares along with the earnings per share figures. 

Provided that a non-corporate Small and Medium Sized Entity Falling in Level III, 

‘Applicability of Accounting Standards to Various Entities’, may not comply with sub-

paragraph (ii). 

49. Contracts generating potential equity shares may incorporate terms and conditions 

which affect the measurement of basic and diluted earnings per share. These terms and 

conditions may determine whether or not any potential equity shares are dilutive and, if so, 

the effect on the weighted average number of shares outstanding and any consequent 

adjustments to the net profit attributable to equity shareholders.  Disclosure of the terms 

and conditions of such contracts is encouraged by this Standard. 
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50. If an enterprise discloses, in addition to basic and diluted earnings per share, per 

share amounts using a reported component of net profit other than net profit or loss 

for the period attributable to equity shareholders, such amounts should be calculated 

using the weighted average number of equity shares determined in accordance with 

this Standard.  If a component of net profit is used which is not reported as a line item 

in the statement of profit and loss, a reconciliation should be provided between the 

component used and a line item which is reported in the statement of profit and loss. 

Basic and diluted per share amounts should be disclosed with equal prominence. 

51. An enterprise may wish to disclose more information than this Standard requires. Such 

information may help the users to evaluate the performance of the enterprise and may take 

the form of per share amounts for various components of net profit. Such disclosures are 

encouraged. However, when such amounts are disclosed, the denominators need to be 

calculated in accordance with this Standard in order to ensure the comparability of the per 

share amounts disclosed. 

Illustrations 

Note: These illustrations do not form part of the Accounting Standard. Their purpose is to 

illustrate the application of the Accounting Standard. 

Illustration I 

Example - Weighted Average Number of Shares 

(Accounting year 01-01-20X1 to 31-12-20X1) 

  No. of 

SharesIssue

d 

No. of 

Shares 

 

No. of 

Shares 

O t t di
1

st
Jan., 20X1 Balance at beginning of 

 

1,800 - 1,800 

31
st
May,20X1 Issue of shares for cash 600 - 2,400 

1
st
Nov., 20X1 Buy Back of shares - 300 2,100 

31
st
Dec., Balance at end of year 2,400 300 2,100 

Computation of Weighted Average: 

(1,800 x 5/12) + (2,400 x 5/12) + (2,100 x 2/12) = 2,100 shares. 

The weighted average number of shares can alternatively be computed as 

follows: 

Example – Partly paid shares 

(Accounting year 01-01-20X1 to 31-12-20X1) 

  No. of 

shares 

issued 

Nominal 

value of 

shares 

Amount 

paid 

1
st 

January, 20X1 Balance at 

beginning of year 

1,800 ` 10 ` 10 
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31
st 

October, 

20X1 

Issue of Shares 600 ` 10 ` 5 

Assuming that partly paid shares are entitled to participate in the dividend to the 

extent of amount paid, number of partly paid equity shares would be taken as 300 

for the purpose of calculation of earnings per share. 

Computation of weighted average would be as follows: 

(1,800x12/12) + (300x2/12) = 1,850 shares. 

Illustration III 

Example - Bonus Issue 

(Accounting year 01-01-20XX to 31-12-20XX) 

Net profit for the year 20X0 ` 18,00,000 

Net profit for the year 20X1 ` 60,00,000 

No. of equity shares outstanding 

until 30th September 20X1 

20,00,000 

Bonus issue 1st October 20X1 2 equity shares for each equity share 

outstanding at 30
th

September, 20X1 

20,00,000 x 2 = 40,00,000 

Earnings per share for the year 

20X1 )000,00,40000,00,20(

000,00,60

+
 

= ` 1.00
 

Adjusted earnings per share for 

the year 20X0 )000,00,40000,00,20(

000,00,18

+  

` 0.30 
 

Since the bonus issue is an issue without consideration, the issue is treated as if 

it had occurred prior to the beginning of the year 20X0, the earliest period 

reported. 

Example - Rights Issue 

(Accounting year 01-01-20XX to 31-12-20XX) 

Net profit Year 20X0 : `  11,00,000 

Year 20X1 : `  15,00,000 

No. of shares outstanding prior to 

rights issue 

5,00,000 shares 

lights issue One new share for each five outstanding (i.e. 

1,00,000 new shares) 

Rights issue price : ` 15.00 
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Last date to exercise rights: 

1st March 20X1 

Fair value of one equity share 

immediately prior to exercise of 

rights on 1
st
March 20X1 

` 21.00 

Computation of theoretical ex-rights fair value per share 

Fair value of all outstanding shares immediately prior to exercise of rights+total amount received from exercise

Number of shares outstanding prior to exercise + number of shares issued in the exercise

`      `    

    

( 21.00 x 5,00,000 shares) ( 15.00 x 1,00,000 shares)

5,00,000 shares 1,00,000 shares

+
+

 

Theoretical ex-rights fair value per share = ` 20.00 

Computation of adjustment factor 

Fair value per share prior to exercise of rights  

Theoretical ex-rights value per share
= 

` 

` 

(21.00)

(20.00)
=1.05 

Computation of earnings per share 

 Year 20X0 Year 20X1 

EPS for the year 20X0 as originally reported:  

` .11,00,000/5,00,000 shares 

` 2.20  

EPS for the year 20X0 restated for rights issue:  

` .11,00,000/ (5,00,000 shares x 1.05) 

` 2.10  

EPS for the year 20X1 including effects of rights 

issue  

  15,00,000

(5,00,000 x 1.05 x 2/12)+ (6,00,000 x 10/12)

`
 

  

` 2.55 

Example - Convertible Debentures 

(Accounting year 01-01-20XX to 31-12-20XX) 

Net profit for the current year ` 1,00,00,000 

No. of equity shares outstanding 50,00,000 

Basic earnings per share ` 2.00 

No. of 12% convertible debentures of 

` 100 each 

Each debenture is convertible into 

10 equity shares 

1,00,000 

Interest expense for the current year ` 12,00,000 

Tax relating to interest expense (30%) ` 3,60,000 
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Adjusted net profit for the current year ` (1,00,00,000 + 12,00,000 -

3,60,000)  

= ` 1,08,40,000 

No. of equity shares resulting from conversion 

of debentures 

10,00,000 

No. of equity shares used to compute diluted 

earnings per share 

50,00,000 + 10,00,000 

=60,00,000 

Diluted earnings per share 1,08,40,000/60,00,000 =  

` 1.81 

Illustration VI 

Example - Effects of Share Options on Diluted Earnings Per Share 

(Accounting year 01-01-20XX to 31-12-20XX) 

Net profit for the year 20X1 ` 12,00,000 

Weighted average number of equity shares outstanding 

during the year 20X1 

5,00,000 

shares 

Average fair value of one equity share during the year 20X1 ` 20.00 

Weighted average number of shares under option during the 

 20X1 

1,00,000 

h  Exercise price for shares under option during the year 20X1 ` 15.00 

Computation of earnings per share 

 Earnings Shares Earnings 

per share 

Net profit for the year 20X1 ` 12,00,000   

Weighted average number of shares 

outstanding during year 20X1 

 5,00,000  

Basic earnings per share   ` 2.40 

Number of shares under option  1,00,000  

Number of shares 

that would have been issued at fair 

value: 

(100,000 x 15.00)/20.00 

* (75,000)  

Diluted earnings per share ` 12,00,000 5,25,000 ` 2.29 

*The earnings have not been increased as the total number of shares has been 

increased only by the number of shares (25,000) deemed for the purpose of the 

computation to have been issued for no consideration{see para 37(b)} 
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Illustration VII 

Example - Determining the Order in Which to Include Dilutive Securities in the 

Computation of Weighted Average Number of Shares (Accounting year 01-01-20XX to 

31-12-20XX) 

Earnings, i.e., Net profit attributable to equity shareholders ` 1,00,00,000 

No. of equity shares outstanding 20,00,000 

Average fair value of one equity share during the year ` 75.00 

 

Potential Equity Shares 

Options 1,00,000 with exercise price of ` 60 

Convertible Preference Shares 

 

 

 

Attributable tax, e.g., corporate dividend 

tax 

8,00,000 shares entitled to a cumulative 

dividend of ` 8 per share. Each 

preference share is convertible into 2 

equity shares. 

10% 

12% Convertible Debentures of ` 100 

each 

Nominal amount ` 10,00,00,000. Each 

debenture is convertible into 4 equity 

shares. 

Tax rate 30% 

 

Increase in Earnings Attributable to Equity Shareholders on 

Conversion of Potential Equity Shares 

 Increase in 

Earnings 

Increase in no. 

ofEquity 

Shares 

Earnings per Incremental 

Share 

Options 

Increase in earnings Nil   

No. of incremental 

shares issued for no 

consideration {1,00,000 

x (75 - 60) / 75} 

  

 

20,000 

 

 

Nil 

Convertible Preference Shares 

Increase in net profit 

attributable to equity 

` 70,40,000   
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shareholders as adjusted 

by attributable tax 

[(` .8 x 8,00,000)+ 10% (8 

x 8,00,000)] 

No. of incremental 

shares 

{2 x 8,00,000} 

 16,00,000 ` 4.40 

12% Convertible Debentures 

Increase in net profit 

{` 10,00,00,000 x 0.12 x  

(1-0.30)} 

` 84,00,000   

No. of incremental 

shares 

{10,00,000 x 4} 

 40,00,000 ` .2.10 

It may be noted from the above that options are most dilutive as their earnings per 

incremental share is nil.  Hence, for the purpose of computation of diluted earnings per 

share, options will be considered first.  12% convertible debentures being second most 

dilutive will be considered next and thereafter convertible preference shares will be 

considered (see para 42). 

Conversion of Diluted Earnings Per Shares 

 Net Profit 

Attributable 

(`) 

No. of 

Equity 

Shares 

Net profit 

attributable 

Per Share 

(`) 

 

As reported 1,00,00,000 20,00,000 5.00  

Options   20,000   

 1,00,00,000 20,20,000 4.95 Dilutive 

12% Convertible 

Debentures 

84,00,000 40,00,000   

 1,84,00,000 60,20,000 3.06 Dilutive 

Convertible Preference 

Shares 

70,40,000 16,00,000   

 2,54,40,000 76,20,000 3.34 Anti- 

Dilutive 

Since diluted earnings per share is increased when taking the convertible preference shares 

into account (from ` 3.06 to ` 3.34), the convertible preference shares are anti-dilutive and 

are ignored in the calculation of diluted earnings per share. Therefore, diluted earnings per 

share is ` 3.06. 
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AS 24 (issued 2002) - Discontinuing Operations 

[This Accounting Standard includes paragraphs set in bold italic type and plain type, which 

have equal authority. Paragraphs in bold italic type indicate the main principles. This 

Accounting Standard should be read in the context of its objective, the Preface to the 

Statements of Accounting Standards
1
and the ‘Applicability of Accounting Standards to 

Various Entities] 

This Accounting Standard is not mandatory for non-corporate entities falling in Level III. 

Objective 

The objective of this Standard is to establish principles for reporting information about 

discontinuing operations, thereby enhancing the ability of users of financial statements to 

make projections of an enterprise's cash flows, earnings-generating capacity, and financial 

position by segregating information about discontinuing operations from information 

about continuing operations. 

Scope 

1.  This Standard applies to all discontinuing operations of an enterprise. 

2.  The requirements related to cash flow statement contained in this Standard are 

applicable where an enterprise prepares and presents a cash flow statement. 

Definitions 

Discontinuing Operation 

3. A discontinuing operation is a component of an enterprise:  

(a) that the enterprise, pursuant to a single plan, is: 

(i) disposing of substantially in its entirety, such as by selling the 

component in a single transaction or by demerger or spin-off of 

ownership of the component to the enterprise's shareholders; or 

(ii) disposing of piecemeal, such as by selling off the component's assets and 

settling its liabilities individually; or 

(iii) terminating through abandonment; and 

(b) that represents a separate major line of business or geographical area of 

operations; and 

(c) that can be distinguished operationally and for financial reporting purposes. 

4. Under criterion (a) of the definition (paragraph 3 (a)), a discontinuing operation may 

be disposed of in its entirety or piecemeal, but always pursuant to an overall plan to 

discontinue the entire component. 

                            

1Attention is specifically drawn to paragraph 4.3 of the Preface, according to which Accounting 

Standards are intended to apply only to items which are material. 
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5. If an enterprise sells a component substantially in its entirety, the result can be a net 

gain or net loss.  For such a discontinuance, a binding sale agreement is entered into on a 

specific date, although the actual transfer of possession and control of the discontinuing 

operation may occur at a later date.  Also, payments to the seller may occur at the time of 

the agreement, at the time of the transfer, or over an extended future period. 

6.  Instead of disposing of a component substantially in its entirety, an enterprise may 

discontinue and dispose of the component by selling its assets and settling its liabilities 

piecemeal (individually or in small groups). For piecemeal disposals, while the overall result 

may be a net gain or a net loss, the sale of an individual asset or settlement of an individual 

liability may have the opposite effect. Moreover, there is no specific date at which an overall 

binding sale agreement is entered into. Rather, the sales of assets and settlements of 

liabilities may occur over a period of months or perhaps even longer. Thus, disposal of a 

component may be in progress at the end of a financial reporting period. To qualify as a 

discontinuing operation, the disposal must be pursuant to a single co- ordinated plan. 

7. An enterprise may terminate an operation by abandonment without substantial sales 

of assets. An abandoned operation would be a discontinuing operation if it satisfies the 

criteria in the definition. However, changing the scope of an operation or the manner in 

which it is conducted is not an abandonment because that operation, although changed, is 

continuing. 

8. Business enterprises frequently close facilities, abandon products or even product 

lines, and change the size of their work force in response to market forces. While those 

kinds of terminations generally are not, in themselves, discontinuing operations as that 

term is defined in paragraph 3 of this Standard they can occur in connection with a 

discontinuing operation. 

9. Examples of activities that do not necessarily satisfy criterion (a) of paragraph 3, but 

that might do so in combination with other circumstances, include: 

(a) gradual or evolutionary phasing out of a product line or class of service; 

(b) discontinuing, even if relatively abruptly, several products within an ongoing line 

of business; 

(c) shifting of some production or marketing activities for a particular line of business 

from one location to another; and 

(d) closing of a facility to achieve productivity improvements or other cost savings. 

An example in relation to consolidated financial statements is selling a subsidiary whose 

activities are similar to those of the parent or other subsidiaries. 

10. A reportable business segment or geographical segment as defined in Accounting 

Standard (AS) 17, Segment Reporting, would normally satisfy criterion (b) of the definition 

of a discontinuing operation (paragraph 3), that is, it would represent a separate major line 

of business or geographical area of operations. A part of such a segment may also satisfy 

criterion (b) of the definition. For an enterprise that operates in a single business or 
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geographical segment and therefore does not report segment information, a major product 

or service line may also satisfy the criteria of the definition. 

11. A component can be distinguished operationally and for financial reporting purposes 

- criterion (c) of the definition of a discontinuing operation (paragraph 3) - if all the 

following conditions are met: 

(a) the operating assets and liabilities of the component can be directly attributed to 

it; 

(b) its revenue can be directly attributed to it; 

(c) at least a majority of its operating expenses can be directly attributed to it. 

12.  Assets, liabilities, revenue, and expenses are directly attributable to a component if 

they would be eliminated when the component is sold, abandoned or otherwise disposed 

of. If debt is attributable to a component, the related interest and other financing costs are 

similarly attributed to it. 

13. Discontinuing operations, as defined in this Standard are expected to occur relatively 

infrequently. All infrequently occurring events do not necessarily qualify as discontinuing 

operations.  Infrequently occurring events that do not qualify as discontinuing operations 

may result in items of income or expense that require separate disclosure pursuant to 

Accounting Standard (AS) 5, Net Profit or Loss for the Period, Prior Period Items and 

Changes in Accounting Policies, because their size, nature, or incidence make them relevant 

to explain the performance of the enterprise for the period. 

14.  The fact that a disposal of a component of an enterprise is classified as a discontinuing 

operation under this Standard does not, in itself, bring into question the enterprise's ability 

to continue as a going concern. 

Initial Disclosure Event 

15. With respect to a discontinuing operation, the initial disclosure event is the 

occurrence of one of the following, whichever occurs earlier: 

(a) the enterprise has entered into a binding sale agreement for substantially all 

of the assets attributable to the discontinuing operation; or 

(b) the enterprise's board of directors or similar governing body has both (i) 

approved a detailed, formal plan for the discontinuance and (ii) made an 

announcement of the plan. 

16. A detailed, formal plan for the discontinuance normally includes:  

(a) identification of the major assets to be disposed of; 

(b) the expected method of disposal; 

(c) the period expected to be required for completion of the disposal; 

(d) the principal locations affected; 

(e) the location, function, and approximate number of employees who will be 

compensated for terminating their services; and 
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(f) the estimated proceeds or salvage to be realised by disposal. 

17.  An enterprise's board of directors or similar governing body is considered to have 

made the announcement of a detailed, formal plan for discontinuance, if it has announced 

the main features of the plan to those affected by it, such as, lenders, stock exchanges, 

creditors, trade unions, etc., in a sufficiently specific manner so as to make the enterprise 

demonstrably committed to the discontinuance. 

Recognition and Measurement 

18. An enterprise should apply the principles of recognition and measurement that 

are set out in other Accounting Standards for the purpose of deciding as to when and 

how to recognise and measure the changes in assets and liabilities and the revenue, 

expenses, gains, losses and cash flows relating to a discontinuing operation. 

19.  This Standard does not establish any recognition and measurement principles. Rather, 

it requires that an enterprise follow recognition and measurement principles established in 

other Accounting Standards, e.g., Accounting Standard (AS) 4, Contingencies and Events 

Occurring After the Balance Sheet Date
2
and Accounting Standard on Impairment of 

Assets3. 

Presentation and Disclosure 

Initial Disclosure 

20. An enterprise should include the following information relating to a 

discontinuing operation in its financial statements beginning with the financial 

statements for the period in which the initial disclosure event (as defined in paragraph 

15) occurs: 

(a) a description of the discontinuing operation(s); 

(b) the business or geographical segment(s) in which it is reported as per AS 17, 

Segment Reporting; 

(c) the date and nature of the initial disclosure event; 

(d) the date or period in which the discontinuance is expected to be completed if 

known or determinable; 

(e) the carrying amounts, as of the balance sheet date, of the total assets to be 

disposed of and the total liabilities to be settled; 

(f)  the amounts of revenue and expenses in respect of the ordinary activities 

attributable to the discontinuing operation during the current financial 

reporting period; 

                            

2Pursuant to AS 29, Provisions, Contingent Liabilities and Contingent Assets, becoming mandatory, 

all paragraphs of AS 4 that deal with contingencies stand withdrawn except to the extend they deal 

with impairment of assets not covered by other Accounting Standards. 
3Accounting Standard (AS) 28, ‘Impairment of Assets’, specifies the requirements relating to 

impairment of assets. 
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(g) the amount of pre-tax profit or loss from ordinary activities attributable to 

the discontinuing operation during the current financial reporting period, 

and the income tax expense
4
related thereto; and 

(h) the amounts of net cash flows attributable to the operating, investing, and 

financing activities of the discontinuing operation during the current 

financial reporting period. 

21. For the purpose of presentation and disclosures required by this Standard, the items 

of assets, liabilities, revenues, expenses, gains, losses, and cash flows can be attributed to 

a discontinuing operation only if they will be disposed of, settled, reduced, or eliminated 

when the discontinuance is completed. To the extent that such items continue after 

completion of the discontinuance, they are not allocated to the discontinuing operation.  

For example, salary of the continuing staff of a discontinuing operation. 

22. If an initial disclosure event occurs between the balance sheet date and the date on 

which the financial statements for that period are approved by the board of directors in the 

case of a company or by the corresponding approving authority in the case of any other 

enterprise, disclosures as required by Accounting Standard (AS) 4, Contingencies and 

Events Occurring After the Balance Sheet Date, are made. 

Other Disclosures 

23. When an enterprise disposes of assets or settles liabilities attributable to a 

discontinuing operation or enters into binding agreements for the sale of such assets 

or the settlement of such liabilities, it should include, in its financial statements, the 

following information when the events occur: 

(a) for any gain or loss that is recognised on the disposal of assets or settlement 

of liabilities attributable to the discontinuing operation, (i) the amount of 

the pre-tax gain or loss and (ii) income tax expense relating to the gain or 

loss; and  

(b) the net selling price or range of prices (which is after deducting expected 

disposal costs) of those net assets for which the enterprise has entered into 

one or more binding sale agreements, the expected timing of receipt of those 

cash flows and the carrying amount of those net assets on the balance sheet 

date. 

24. The asset disposals, liability settlements, and binding sale agreements referred to in 

the preceding paragraph may occur concurrently with the initial disclosure event, or in the 

period in which the initial disclosure event occurs, or in a later period. 

25.  If some of the assets attributable to a discontinuing operation have actually been sold 

or are the subject of one or more binding sale agreements entered into between the 

balance sheet date and the date on which the financial statements are approved by the 

board of directors in case of a company or by the corresponding approving authority in 

                            

4As defined in Accounting Standard (AS) 22, Accounting for Taxes on Income. 
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the case of any other enterprise, the disclosures required by Accounting Standard (AS) 4, 

Contingencies and Events Occurring After the Balance Sheet Date, are made. 

Updating the Disclosures 

26. In addition to the disclosures in paragraphs 20 and 23, an enterprise should 

include, in its financial statements, for periods subsequent to the one in which the 

initial disclosure event occurs, a description of any significant changes in the amount 

or timing of cash flows relating to the assets to be disposed or liabilities to be settled 

and the events causing those changes. 

27. Examples of events and activities that would be disclosed include the nature and terms 

of binding sale agreements for the assets, a demerger or spin-off by issuing equity shares 

of the new company to the enterprise's shareholders, and legal or regulatory approvals. 

28. The disclosures required by paragraphs 20, 23 and 26 should continue in financial 

statements for periods up to and including the period in which the discontinuance is 

completed. A discontinuance is completed when the plan is substantially completed 

or abandoned, though full payments from the buyer(s) may not yet have been 

received. 

29. If an enterprise abandons or withdraws from a plan that was previously reported 

as a discontinuing operation, that fact, reasons therefor and its effect should be 

disclosed. 

30. For the purpose of applying paragraph 29, disclosure of the effect includes reversal of 

any prior impairment loss
5
or provision that was recognised with respect to the 

discontinuing operation. 

Separate Disclosure for Each Discontinuing Operation 

31. Any disclosures required by this Standard should be presented separately for each 

discontinuing operation. 

Presentation of the Required Disclosures 

32. The disclosures required by paragraphs 20, 23, 26, 28, 29 and 31 should be 

presented in the notes to the financial statements except the following which should 

be shown on the face of the statement of profit and loss: 

(a) the amount of pre-tax profit or loss from ordinary activities attributable to 

the discontinuing operation during the current financial reporting period, 

and the income tax expense related thereto (paragraph 20 (g)); and 

(b) the amount of the pre-tax gain or loss recognised on the disposal of assets 

or settlement of liabilities attributable to the discontinuing operation 

(paragraph 23 (a)). 

                            

5Accounting Standard (AS) 28, ‘Impairment of Assets’, specifies the requirements relating to reversal 

of impairment loss. 
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Illustrative Presentation and Disclosures 

33.  Illustration 1 attached to the standard illustrates the presentation and disclosures 

required by this Standard. 

Restatement of Prior Periods 

34. Comparative information for prior periods that is presented in financial 

statements prepared after the initial disclosure event should be restated to segregate 

assets, liabilities, revenue, expenses, and cash flows of continuing and discontinuing 

operations in a manner similar to that required by paragraphs 20, 23, 26, 28, 29, 31 

and 32. 

35. Illustration 2 attached to this Standard illustrates application of paragraph 34. 

Disclosure in Interim Financial Reports 

36. Disclosures in an interim financial report in respect of a discontinuing operation 

should be made in accordance with AS 25, Interim Financial Reporting, including: 

(a) any significant activities or events since the end of the most recent annual 

reporting period relating to a discontinuing operation; and 

(b) any significant changes in the amount or timing of cash flows relating to the 

assets to be disposed or liabilities to be settled. 

Illustration 1 

Illustrative Disclosures 

This illustration does not form part of the Accounting Standard. Its purpose is to illustrate the 

application of the Accounting Standard to assist in clarifying its meaning. 

Facts 

• Delta Company has three segments, Food Division, Beverage Division and Clothing 

Division. 

• Clothing Division, is deemed inconsistent with the long-term strategy of the Company. 

Management has decided, therefore, to dispose of the Clothing Division. 

• On 15 November 20X1, the Board of Directors of Delta Company approved a detailed, 

formal plan for disposal of Clothing Division, and an announcement was made. On 

that date the Clothing Division’s net assets was ` 90 lakhs (assets of ` 105 lakhs minus 

liabilities of ` 15 lakhs). 

• The recoverable amount of the assets carried at ` 105 lakhs was estimated to be ` 85 

lakhs and the Company had concluded that a pre-tax impairment loss of ` 20 lakhs 

should be recognised. 

• At 31 December 20Xl, the carrying amount of the Clothing Division's net assets was ` 

70 lakhs (assets of ` 85 lakhs minus liabilities of ` 15 lakhs). There was no further 

impairment of assets between 15 November 20X1 and 31 December 20X1 when the 

financial statements were prepared. 
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• On 30 September 20X2, the carrying amount of the net assets of the Clothing Division 

continued to be ` 70 lakhs. On that day, Delta Company signed a legally binding 

contract to sell the Clothing Division. 

• The sale is expected to be completed by 31 January 20X3. The recover- able amount 

of the net assets is ` 60 lakhs. Based on that amount, an additional impairment loss of 

` 10 lakhs isrecognised. 

• In addition, prior to 31 January 20X3, the sale contract obliges Delta Company to 

terminate employment of certain employees of the Clothing Division, which would 

result in termination cost of ` 30 lakhs, to be paid by 30 June 20X3. A liability and 

related expense in this regard is also recognised. 

• The Company continued to operate the Clothing Division throughout 20X2. 

• At 31 December 20X2, the carrying amount of the Clothing Division's net assets is ` 

45 lakhs, consisting of assets of ` 80 lakhs minus liabilities of ` 35 lakhs (including 

provision for expected termination cost of ` 30 lakhs). 

• Delta Company prepares its financial statements annually as of 31 December. It does 

not prepare a cash flow statement. 

• Other figures in the following financial statements are assumed to illustrate the 

presentation and disclosures required by the Standard. 

I. Financial Statements for 20X1 

1.1 Statement of Profit and Loss for 20X1 

The Statement of Profit and Loss of Delta Company for the year 20X1 can be presented as 

follows: 

(Amount in ` lakhs) 

 20X1  20X0 

Turnover  140  150 

Operating expenses  (92)  (105) 

Impairment loss  (20)  (---) 

Pre-tax profit from operating activities  28  45 

Interest expense  (15)  (20) 

Profit before tax  13  25 

Profit from continuing     

operations before tax(see Note 5) 15  12  

Income tax expense (7)  (6)  

Profit from continuing     

operations after tax  8  6 

Profit (loss) from     
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discontinuing operations     

before tax (see Note 5) (2)  13  

Income tax expense 1  (7)  

Profit (loss) from discontinuing     

operations after tax  (1)  6 

Profit from operating     

activities after tax  7  12 

1.2  Note to Financial Statements for 20X1 

The following is Note 5 to Delta Company's financial statements: 

On 15 November 20Xl, the Board of Directors announced a plan to dispose of Company's 

Clothing Division, which is also a separate segment as per AS 17, Segment Reporting. The 

disposal is consistent with the Company's long-term strategy to focus its activities in the 

areas of food and beverage manufacture and distribution, and to divest unrelated activities. 

The Company is actively seeking a buyer for the Clothing Division and hopes to complete 

the sale by the end of 20X2. At 31 December 20Xl, the carrying amount of the assets of the 

Clothing Division was ` 85 lakhs (previous year ` 120 lakhs) and its liabilities were ` 15 lakhs 

(previous year ` 20 lakhs). The following statement shows the revenue and expenses of 

continuing and discontinuing operations: 

(Amount in ` lakhs) 

 Continuing 

Operations 

(Food and 

Beverage 

Divisions) 

Discontinuing 

Operation 

(Clothing 

Division) 

Total 

20X1 20X0 20X1 20X0 20X1 20X0 

Turnover 90 80 50 70 140 150 

Operating Expenses (65) (60) (27) (45) (92) (105) 

Impairment Loss ---- ---- (20) (---) (20) (---) 

Pre-tax profit from 

operating activities 

25 20 3 25 28 45 

Interest expense (10) (8) (5) (12) (15) (20) 

Profit (loss) before tax 15 12 (2) 13 13 25 

Income tax expense (7) (6) 1 (7) (6) (13) 

Profit (loss) from 

operating activities after 

tax 

8 6 (1) 6 7 12 
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II. Financial Statements for 20X2 

2.1 Statement of Profit and Loss for 20X2 

The Statement of Profit and Loss of Delta Company for the year 20X2 can be presented as 

follows: 

(Amount in ` lakhs) 

 20X2 20X1 

Turnover 140 140 

Operating expenses (90) (92) 

Impairment loss (10) (20) 

Provision for employee termination benefits (30) -- 

Pre-tax profit from operating activities 10 28 

Interest expense (25) (15) 

Profit (loss) before tax (15) 13 

Profit from continuing operations before tax   

(see Note 5) 20 15 

Income tax expense (6) (7) 

Profit from continuing operations after tax 14 8 

Loss from discontinuing operations before tax   

(see Note 5) (35) (2) 

Income tax expense 10 1 

Loss from discontinuing operations after tax (25) (1) 

Profit (loss) from operating activities after tax (11) 7 

2.2  Note to Financial Statements for 20X2 

The following is Note 5 to Delta Company's financial statements: 

On 15 November 20Xl, the Board of Directors had announced a plan to dispose of 

Company's Clothing Division, which is also a separate segment as per AS 17, Segment 

Reporting. The disposal is consistent with the Company's long-term strategy to focus its 

activities in the areas of food and beverage manufacture and distribution, and to divest 

unrelated activities. On 30 September 20X2, the Company signed a contract to sell the 

Clothing Division to Z Corporation for ` 60 lakhs. 

Clothing Division's assets are written down by ` 10 lakhs (previous year ` 20 lakhs) before 

income tax saving of ` 3 lakhs (previous year ` 6 lakhs) to their recoverable amount. 

The Company has recognised provision for termination benefits of ` 30 lakhs (previous year 

` nil) before income tax saving of ` 9 lakhs (previous year ` nil) to be paid by 30 June 20X3 

to certain employees of the Clothing Division whose jobs will be terminated as a result of 

the sale. 
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At 31 December 20X2, the carrying amount of assets of the Clothing Division was ` 80 lakhs 

(previous year ` 85 lakhs) and its liabilities were ` 35 lakhs (previous year ` 15 lakhs), including 

the provision for expected termination cost of ` 30 lakhs (previous year ` nil). The process of 

selling the Clothing Division is likely to be completed by 31 January 20X3. 

The following statement shows the revenue and expenses of continuing and discontinuing 

operations: 

(Amount in ` lakhs) 

 Continuing 

Operations 

(Food and 

Beverage 

Divisions) 

Discontinuing 

Operation 

(Clothing 

Division) 

Total 

20X2 20X1 20X2 20X1 20X2 20X1 

Turnover 100 90 40 50 140 140 

Operating Expenses (60) (65) (30) (27) (90) (92) 

Impairment Loss ---- ---- (10) (20) (10) (20) 

Provision for employee 

termination 

---- ---- (30) ---- (30) --- 

Pre-tax profit (loss) from 

operating activities 

40 25 (30) 3 10 28 

Interest expense (20) (10) (5) (5) (25) (15) 

Profit (loss) before tax 20 15 (35) (2) (15) 13 

Income tax expense (6) (7) 10 1 4 (6) 

Profit (loss) from 

operating activities after 

tax 

14 8 (25) (1) (11) 7 

III. Financial Statements for 20X3 

The financial statements for 20X3, would disclose information related to discontinued 

operations in a manner similar to that for 20X2 including the fact of completion of 

discontinuance. 

Illustration 2 

Classification of Prior Period Operations 

This illustration does not form part of the Accounting Standard. Its purpose is to illustrate the 

application of the Accounting Standard to assist in clarifying its meaning. 

Facts 

l. Paragraph 34 requires that comparative information for prior periods that is presented 

in financial statements prepared after the initial disclosure event be restated to segregate 
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assets, liabilities, revenue, expenses, and cash flows of continuing and discontinuing 

operations in a manner similar to that required by paragraphs 20, 23, 26, 28, 29, 31 and 32. 

2. Consider following facts: 

(a) Operations A, B, C, and D were all continuing in years 1 and 2;  

(b)  Operation D is approved and announced for disposal in year 3 but actually 

disposed of in year 4; 

(c) Operation B is discontinued in year 4 (approved and announced for disposal and 

actually disposed of) and operation E is acquired; and 

(d)  Operation F is acquired in year 5. 

3. The following table illustrates the classification of continuing and discontinuing 

operations in years 3 to 5: 

FINANCIAL STATEMENTS FOR YEAR 3 (Approved and Published early in Year 

4) 

Year 2 Comparatives Year 3 

Continuing Discontinuing Continuing Discontinuing 

A  A  

B  B  

C  C  

 D  D 

 

FINANCIAL STATEMENTS FOR YEAR 4 (Approved and Published early in 

  Year 3 Comparatives Year 4 

Continuing Discontinuing Continuing Discontinuing 

A  A  

 B  B 

C  C  

 D  D 

  E  

 

FINANCIAL STATEMENTS FOR YEAR 5 (Approved and Published early in 

Year 4 Comparatives Year 5 

Continuing Discontinuing Continuing Discontinuing 

A  A  

 B   

C  C  

 D   

E  E  

  F  
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4. If, for whatever reason, five-year comparative financial statements were prepared in 

year 5, the classification of continuing and discontinuing operations would be as follows: 

FINANCIAL STATEMENTS FOR YEAR 5 

Year 1 

Comparatives 

Year 2 

Comparatives 

Year 3 

Comparatives 

Year 4 

Comparatives 

Year 5 

Cont. Disc. Cont. Disc. Cont. Disc. Cont. Disc. Cont. Disc. 

A  A  A  A  A  

 B  B  B  B   

C  C  C  C  C  

 D  D  D  D   

      E  E  

        F  

AS 26∗ : Intangible Assets 

[This Accounting Standard includes paragraphs set in bold italic type and plain type, which 

have equal authority. Paragraphs in bold italic type indicate the main principles. This 

Accounting Standard should be read in the context of its objective, the Preface to the 

Statements of Accounting Standards1and the ‘Applicability of Accounting Standards to 

Various Entities’.] 

Objective 

The objective of this Standard is to prescribe the accounting treatment for intangible assets 

that are not dealt with specifically in another Accounting Standard.  This Standard requires 

an enterprise to recognise an intangible asset if, and only if, certain criteria are met.  The 

Standard also specifies how to measure the carrying amount of intangible assets and 

requires certain disclosures about intangible assets. 

Scope 

1. This Standard should be applied by all enterprises in accounting for intangible 

assets, except: 

(a) intangible assets that are covered by another Accounting Standard; 

(b) financial assets2; 

                            

∗ Issued in 2002. 
1Attention is specifically drawn to paragraph 4.3 of the Preface, according to which Accounting 

Standards are intended to apply only to items which are material. 
2A financial asset is any asset that is:  

(a) cash; 

(b) a contractual right to receive cash or another financial asset from another enterprise; 
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(c) mineral rights and expenditure on the exploration for, or development and 

extraction of, minerals, oil, natural gas and similar non-regenerative 

resources; and 

(d) intangible assets arising in insurance enterprises from contracts with 

policyholders. 

This Standard should not be applied to expenditure in respect of termination 

benefits
3
also. 

2. If another Accounting Standard deals with a specific type of intangible asset, an 

enterprise applies that Accounting Standard instead of this Standard. For example, this 

Standard does not apply to: 

(a) intangible assets held by an enterprise for sale in the ordinary course of business 

(see AS 2, Valuation of Inventories, and AS 7, Construction Contracts); 

(b) deferred tax assets (see AS 22, Accounting for Taxes on Income);  

(c) leases that fall within the scope of AS 19, Leases; and 

(d) goodwill arising on an amalgamation (see AS 14, Accounting for Amalgamations) 

and goodwill arising on consolidation (see AS 21, Consolidated Financial 

Statements). 

3. This Standard applies to, among other things, expenditure on advertising, training, 

start-up, research and development activities.   Research and development activities are 

directed to the development of knowledge. Therefore, although these activities may result 

in an asset with physical substance (for example, a prototype), the physical element of the 

asset is secondary to its intangible component, that is the knowledge embodied in it. This 

Standard also applies to rights under licensing agreements for items such as motion picture 

films, video recordings, plays, manuscripts, patents and copyrights. These items are 

excluded from the scope of AS 19. 

4. In the case of a finance lease, the underlying asset may be either tangible or intangible.  

After initial recognition, a lessee deals with an intangible asset held under a finance lease 

under this Standard. 

5. Exclusions from the scope of an Accounting Standard may occur if certain activities or 

transactions are so specialised that they give rise to accounting issues that may need to be 

dealt with in a different way.  Such issues arise in the expenditure on the exploration for, 

or development and extraction of, oil, gas and mineral deposits in extractive industries and 

in the case of contracts between insurance enterprises and their policyholders. Therefore, 

this Standard does not apply to expenditure on such activities. However, this Standard 

applies to other intangible assets used (such as computer software), and other expenditure 

                            

(c) a contractual right to exchange financial instruments with another enterprise under conditions 

that are potentially favourable; or 

(d) an ownership interest in another enterprise. 
3Termination benefits are employee benefits payable as a result of either: 
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(such as start-up costs), in extractive industries or by insurance enterprises. Accounting 

issues of specialised nature also arise in respect of accounting for discount or premium 

relating to borrowings and ancillary costs incurred in connection with the arrangement of 

borrowings, share issue expenses and discount allowed on the issue of shares. Accordingly, 

this Standard does not apply to such items also. 

Definitions 

6. The following terms are used in this Standard with the meanings specified: 

6.1 An intangible asset is an identifiable non-monetary asset, without physical 

substance, held for use in the production or supply of goods or services, for rental to 

others, or for administrative purposes. 

6.2 An asset is a resource: 

(a) controlled by an enterprise as a result of past events; and 

(b) from which future economic benefits are expected to flow to the enterprise. 

6.3 Monetary assets are money held and assets to be received in fixed or determinable 

amounts of money. 

6.4 Non-monetary assets are assets other than monetary assets. 

6.5 Research is original and planned investigation undertaken with the prospect of 

gaining new scientific or technical knowledge and understanding. 

6.6 Development is the application of research findings or other knowledge to a plan 

or design for the production of new or substantially improved materials, devices, 

products, processes, systems or services prior to the commencement of commercial 

production or use. 

6.7 Amortisation is the systematic allocation of the depreciable amount of an 

intangible asset over its useful life. 

6.8 Depreciable amount is the cost of an asset less its residual value. 

6.9 Useful life is either: 

(a) the period of time over which an asset is expected to be used by the 

enterprise; or 

(b) the number of production or similar units expected to be obtained from the 

asset by the enterprise. 

6.10. Residual value is the amount which an enterprise expects to obtain for an 

asset at the end of its useful life after deducting the expected costs of disposal. 

6.11. Fair value of an asset is the amount for which that asset could be exchanged 

between knowledgeable, willing parties in an arm's length transaction. 

6.12. An active market is a market where all the following conditions exist: 

(a) the items traded within the market are homogeneous; 

(b) willing buyers and sellers can normally be found at any time; and 
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(c) prices are available to the public. 

6.13. An impairment loss is the amount by which the carrying amount of an asset 

exceeds its recoverable amount4. 

6.14. Carrying amount is the amount at which an asset is recognised in the balance 

sheet, net of any accumulated amortisation and accumulated impairment losses 

thereon. 

Intangible Assets 

7. Enterprises frequently expend resources, or incur liabilities, on the acquisition, 

development, maintenance or enhancement of intangible resources such as scientific or 

technical knowledge, design and implementation of new processes or systems, licences, 

intellectual property, market knowledge and trademarks (including brand names and 

publishing titles). Common examples of items encompassed by these broad headings are 

computer software, patents, copyrights, motion picture films, customer lists, mortgage 

servicing rights, fishing licences, import quotas, franchises, customer or supplier 

relationships, customer loyalty, market share and marketing rights. Goodwill is another 

example of an item of intangible nature which either arises on acquisition or is internally 

generated. 

8. Not all the items described in paragraph 7 will meet the definition of an intangible 

asset, that is, identifiability, control over a resource and expectation of future economic 

benefits flowing to the enterprise.  If an item covered by this Standard does not meet the 

definition of an intangible asset, expenditure to acquire it or generate it internally is 

recognised as an expense when it is incurred.  However, if the item is acquired in an 

amalgamation in the nature of purchase, it forms part of the goodwill recognised at the 

date of the amalgamation (see paragraph 55). 

9. Some intangible assets may be contained in or on a physical substance such as a 

compact disk (in the case of computer software), legal documentation (in the case of a 

licence or patent) or film (in the case of motion pictures). The cost of the physical substance 

containing the intangible assets is usually not significant.  Accordingly, the physical 

substance containing an intangible asset, though tangible in nature, is commonly treated 

as a part of the intangible asset contained in or on it. 

10. In some cases, an asset may incorporate both intangible and tangible elements that 

are, in practice, inseparable. In determining whether such an asset should be treated under 

AS 10, Accounting for Fixed Assets, or as an intangible asset under this Standard, 

judgement is required to assess as to which element is predominant.  For example, 

computer software for a computer controlled machine tool that cannot operate without 

that specific software is an integral part of the related hardware and it is treated as a fixed 

                            

4Accounting Standard (AS) 28, ‘Impairment of Assets’, specifies the requirements relating to 

impairment of assets. 
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asset. The same applies to the operating system of a computer. Where the software is not 

an integral part of the related hardware, computer software is treated as an intangible asset. 

Identifiability 

11. The definition of an intangible asset requires that an intangible asset be identifiable. 

To be identifiable, it is necessary that the intangible asset is clearly distinguished from 

goodwill. Goodwill arising on an amalgamation in the nature of purchase represents a 

payment made by the acquirer in anticipation of future economic benefits. The future 

economic benefits may result from synergy between the identifiable assets acquired or 

from assets which, individually, do not qualify for recognition in the financial statements 

but for which the acquirer is prepared to make a payment in the amalgamation. 

12. An intangible asset can be clearly distinguished from goodwill if the asset is separable.  

An asset is separable if the enterprise could rent, sell, exchange or distribute the specific 

future economic benefits attributable to the asset without also disposing of future 

economic benefits that flow from other assets used in the same revenue earning activity. 

13. Separability is not a necessary condition for identifiability since an enterprise may be 

able to identify an asset in some other way. For example, if an intangible asset is acquired 

with a group of assets, the transaction may involve the transfer of legal rights that enable 

an enterprise to identify the intangible asset. Similarly, if an internal project aims to create 

legal rights for the enterprise, the nature of these rights may assist the enterprise in 

identifying an underlying internally generated intangible asset. Also, even if an asset 

generates future economic benefits only in combination with other assets, the asset is 

identifiable if the enterprise can identify the future economic benefits that will flow from 

the asset. 

Control 

14. An enterprise controls an asset if the enterprise has the power to obtain the future 

economic benefits flowing from the underlying resource and also can restrict the access of 

others to those benefits. The capacity of an enterprise to control the future economic 

benefits from an intangible asset would normally stem from legal rights that are 

enforceable in a court of law.  In the absence of legal rights, it is more difficult to 

demonstrate control.  However, legal enforceability of a right is not a necessary condition 

for control since an enterprise may be able to control the future economic benefits in some 

other way. 

15. Market and technical knowledge may give rise to future economic benefits.  An 

enterprise controls those benefits if, for example, the knowledge is protected by legal rights 

such as copyrights, a restraint of trade agreement (where permitted) or by a legal duty on 

employees to maintain confidentiality. 

16.  An enterprise may have a team of skilled staff and may be able to identify incremental 

staff skills leading to future economic benefits from training. The enterprise may also expect 

that the staff will continue to make their skills available to the enterprise.  However, usually 

an enterprise has insufficient control over the expected future economic benefits arising 

from a team of skilled staff and from training to consider that these items meet the 
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definition of an intangible asset.  For a similar reason, specific management or technical 

talent is unlikely to meet the definition of an intangible asset, unless it is protected by legal 

rights to use it and to obtain the future economic benefits expected from it, and it also 

meets the other parts of the definition. 

17. An enterprise may have a portfolio of customers or a market share and expect that, 

due to its efforts in building customer relationships and loyalty, the customers will continue 

to trade with the enterprise.  However, in the absence of legal rights to protect, or other 

ways to control, the relationships with customers or the loyalty of the customers to the 

enterprise, the enterprise usually has insufficient control over the economic benefits from 

customer relationships and loyalty to consider that such items (portfolio of customers, 

market shares, customer relationships, customer loyalty) meet the definition of intangible 

assets. 

Future Economic Benefits 

18. The future economic benefits flowing from an intangible asset may include revenue 

from the sale of products or services, cost savings, or other benefits resulting from the use 

of the asset by the enterprise. For example, the use of intellectual property in a production 

process may reduce future production costs rather than increase future revenues. 

Recognition and Initial Measurement of an Intangible Asset 

19. The recognition of an item as an intangible asset requires an enterprise to demonstrate 

that the item meets the: 

(a) definition of an intangible asset (see paragraphs 6-18); and 

(b) recognition criteria set out in this Standard (see paragraphs 20-54). 

20.  An intangible asset should be recognised if, and only if: 

(a) it is probable that the future economic benefits that are attributable to the 

asset will flow to the enterprise; and 

(b) the cost of the asset can be measured reliably. 

21. An enterprise should assess the probability of future economic benefits using 

reasonable and supportable assumptions that represent best estimate of the set of 

economic conditions that will exist over the useful life of the asset. 

22. An enterprise uses judgement to assess the degree of certainty attached to the flow 

of future economic benefits that are attributable to the use of the asset on the basis of the 

evidence available at the time of initial recognition, giving greater weight to external 

evidence. 

23. An intangible asset should be measured initially at cost. 

Separate Acquisition 

24. If an intangible asset is acquired separately, the cost of the intangible asset can usually 

be measured reliably.  This is particularly so when the purchase consideration is in the form 

of cash or other monetary assets. 
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25. The cost of an intangible asset comprises its purchase price, including any import 

duties and other taxes (other than those subsequently recoverable by the enterprise from 

the taxing authorities), and any directly attributable expenditure on making the asset ready 

for its intended use. Directly attributable expenditure includes, for example, professional 

fees for legal services. Any trade discounts and rebates are deducted in arriving at the cost. 

26. If an intangible asset is acquired in exchange for shares or other securities of the 

reporting enterprise, the asset is recorded at its fair value, or the fair value of the securities 

issued, whichever is more clearly evident. 

Acquisition as Part of an Amalgamation 

27. An intangible asset acquired in an amalgamation in the nature of purchase is 

accounted for in accordance with Accounting Standard (AS) 14, Accounting for 

Amalgamations. Where in preparing the financial statements of the transferee company, 

the consideration is allocated to individual identifiable assets and liabilities on the basis of 

their fair values at the date of amalgamation, paragraphs 28 to 32 of this Standard need to 

be considered. 

28. Judgement is required to determine whether the cost (i.e. fair value) of an intangible 

asset acquired in an amalgamation can be measured with sufficient reliability for the 

purpose of separate recognition. Quoted market prices in an active market provide the 

most reliable measurement of fair value.  The appropriate market price is usually the current 

bid price.  If current bid prices are unavailable, the price of the most recent similar 

transaction may provide a basis from which to estimate fair value, provided that there has 

not been a significant change in economic circumstances between the transaction date and 

the date at which the asset's fair value is estimated. 

29.  If no active market exists for an asset, its cost reflects the amount that the enterprise 

would have paid, at the date of the acquisition, for the asset in an arm's length transaction 

between knowledgeable and willing parties, based on the best information available.  In 

determining this amount, an enterprise considers the outcome of recent transactions for 

similar assets. 

30. Certain enterprises that are regularly involved in the purchase and sale of unique 

intangible assets have developed techniques for estimating their fair values indirectly.  

These techniques may be used for initial measurement of an intangible asset acquired in 

an amalgamation in the nature of purchase if their objective is to estimate fair value as 

defined in this Standard and if they reflect current transactions and practices in the industry 

to which the asset belongs.  These techniques include, where appropriate, applying 

multiples reflecting current market transactions to certain indicators driving the 

profitability of the asset (such as revenue, market shares, operating profit, etc.) or 

discounting estimated future net cash flows from the asset. 

31.  In accordance with this Standard: 

(a) a transferee recognises an intangible asset that meets the recognition criteria in 

paragraphs 20 and 21, even if that intangible asset had not been recognised in 

the financial statements of the transferor; and 
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(b) if the cost (i.e. fair value) of an intangible asset acquired as part of an 

amalgamation in the nature of purchase cannot be measured reliably, that asset 

is not recognised as a separate intangible asset but is included in goodwill (see 

paragraph 55). 

32. Unless there is an active market for an intangible asset acquired in an amalgamation 

in the nature of purchase, the cost initially recognised for the intangible asset is restricted 

to an amount that does not create or increase any capital reserve arising at the date of the 

amalgamation. 

Acquisition by way of a Government Grant 

33. In some cases, an intangible asset may be acquired free of charge, or for nominal 

consideration, by way of a government grant. This may occur when a government transfers 

or allocates to an enterprise intangible assets such as airport landing rights, licences to 

operate radio or television stations, import licences or quotas or rights to access other 

restricted resources. AS 12, Accounting for Government Grants, requires that government 

grants in the form of non-monetary assets, given at a concessional rate should be 

accounted for on the basis of their acquisition cost. AS 12 also requires that in case a non-

monetary asset is given free of cost, it should be recorded at a nominal value. Accordingly, 

intangible asset acquired free of charge, or for nominal consideration, by way of 

government grant is recognised at a nominal value or at the acquisition cost, as 

appropriate; any expenditure that is directly attributable to making the asset ready for its 

intended use is also included in the cost of the asset. 

Exchanges of Assets 

34. An intangible asset may be acquired in exchange or part exchange for another asset. 

In such a case, the cost of the asset acquired is determined in accordance with the principles 

laid down in this regard in AS 10, Accounting for Fixed Assets. 

Internally Generated Goodwill 

35. Internally generated goodwill should not be recognised as an asset. 

36. In some cases, expenditure is incurred to generate future economic benefits, but it 

does not result in the creation of an intangible asset that meets the recognition criteria in 

this Standard.  Such expenditure is often described as contributing to internally generated 

goodwill.   Internally generated goodwill is not recognised as an asset because it is not an 

identifiable resource controlled by the enterprise that can be measured reliably at cost. 

37. Differences between the market value of an enterprise and the carrying amount of its 

identifiable net assets at any point in time may be due to a range of factors that affect the 

value of the enterprise. However, such differences cannot be considered to represent the 

cost of intangible assets controlled by the enterprise. 

Internally Generated Intangible Assets 

38. It is sometimes difficult to assess whether an internally generated intangible asset 

qualifies for recognition. It is often difficult to: 
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(a) identify whether, and the point of time when, there is an identifiable asset that 

will generate probable future economic benefits; and 

(b) determine the cost of the asset reliably.  In some cases, the cost of generating an 

intangible asset internally cannot be distinguished from the cost of maintaining 

or enhancing the enterprise’s internally generated goodwill or of running day-to- 

day operations. 

Therefore, in addition to complying with the general requirements for the recognition and 

initial measurement of an intangible asset, an enterprise applies the requirements and 

guidance in paragraphs 39-54 below to all internally generated intangible assets. 

39. To assess whether an internally generated intangible asset meets the criteria for 

recognition, an enterprise classifies the generation of the asset into: 

(a) a research phase; and 

(b) a development phase. 

Although the terms ‘research’ and ‘development’ are defined, the terms ‘research phase’ 

and ‘development phase’ have a broader meaning for the purpose of this Standard. 

40. If an enterprise cannot distinguish the research phase from the development phase of 

an internal project to create an intangible asset, the enterprise treats the expenditure on 

that project as if it were incurred in the research phase only. 

Research Phase 

41. No intangible asset arising from research (or from the research phase of an 

internal project) should be recognised.  Expenditure on research (or on the research 

phase of an internal project) should be recognised as an expense when it is incurred. 

42. This Standard takes the view that, in the research phase of a project, an enterprise 

cannot demonstrate that an intangible asset exists from which future economic benefits 

are probable.  Therefore, this expenditure is recognised as an expense when it is incurred. 

43.  Examples of research activities are: 

(a) activities aimed at obtaining new knowledge; 

(b) the search for, evaluation and final selection of, applications of research findings 

or other knowledge; 

(c) the search for alternatives for materials, devices, products, processes, systems or 

services; and 

(d) the formulation, design, evaluation and final selection of possible alternatives for 

new or improved materials, devices, products, processes, systems or services. 

Development Phase 

44. An intangible asset arising from development (or from the development phase of 

an internal project) should be recognised if, and only if, an enterprise can demonstrate 

all of the following: 
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(a) the technical feasibility of completing the intangible asset so that it will be 

available for use or sale; 

(b) its intention to complete the intangible asset and use or sell it;  

(c) its ability to use or sell the intangible asset; 

(d) how the intangible asset will generate probable future economic benefits. 

Among other things, the enterprise should demonstrate the existence of a 

market for the output of the intangible asset or the intangible asset itself or, 

if it is to be used internally, the usefulness of the intangible asset; 

(e) the availability of adequate technical, financial and other resources to 

complete the development and to use or sell the intangible asset; and 

(f) its ability to measure the expenditure attributable to the intangible asset 

during its development reliably. 

45. In the development phase of a project, an enterprise can, in some instances, identify 

an intangible asset and demonstrate that future economic benefits from the asset are 

probable. This is because the development phase of a project is further advanced than the 

research phase. 

46. Examples of development activities are: 

(a) the design, construction and testing of pre-production or pre-use prototypes and 

models; 

(b)  the design of tools, jigs, moulds and dies involving new technology; 

(c) the design, construction and operation of a pilot plant that is not of a scale 

economically feasible for commercial production; and 

(d) the design, construction and testing of a chosen alternative for new or improved 

materials, devices, products, processes, systems or services. 

47. To demonstrate how an intangible asset will generate probable future economic 

benefits, an enterprise assesses the future economic benefits to be received from the asset 

using the principles in Accounting Standard on Impairment of Assets5. If the asset will 

generate economic benefits only in combination with other assets, the enterprise applies 

the concept of cash- generating units as set out in Accounting Standard on Impairment of 

Assets. 

48. Availability of resources to complete, use and obtain the benefits from an intangible 

asset can be demonstrated by, for example, a business plan showing the technical, financial 

and other resources needed and the enterprise's ability to secure those resources. In certain 

cases, an enterprise demonstrates the availability of external finance by obtaining a lender's 

indication of its willingness to fund the plan. 

                            

5Accounting Standard (AS) 28, ‘Impairment of Assets’, specifies the requirements relating to 

impairment of assets. 
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49. An enterprise's costing systems can often measure reliably the cost of generating an 

intangible asset internally, such as salary and other expenditure incurred in securing 

copyrights or licences or developing computer software. 

50. Internally generated brands, mastheads, publishing titles, customer lists and 

items similar in substance should not be recognised as intangible assets. 

51. This Standard takes the view that expenditure on internally generated brands, 

mastheads, publishing titles, customer lists and items similar in substance cannot be 

distinguished from the cost of developing the business as a whole. Therefore, such items 

are not recognised as intangible assets. 

Cost of an Internally Generated Intangible Asset 

52.  The cost of an internally generated intangible asset for the purpose of paragraph 23 

is the sum of expenditure incurred from the time when the intangible asset first meets the 

recognition criteria in paragraphs 20-21 and 

44. Paragraph 58 prohibits reinstatement of expenditure recognised as an expense in 

previous annual financial statements or interim financial reports. 

53.  The cost of an internally generated intangible asset comprises all expenditure that can 

be directly attributed, or allocated on a reasonable and consistent basis, to creating, 

producing and making the asset ready for its intended use.  The cost includes, if applicable: 

(a) expenditure on materials and services used or consumed in generating the 

intangible asset; 

(b) the salaries, wages and other employment related costs of personnel directly 

engaged in generating the asset; 

(c) any expenditure that is directly attributable to generating the asset, such as fees 

to register a legal right and the amortisation of patents and licences that are used 

to generate the asset; and 

(d) overheads that are necessary to generate the asset and that can be allocated on 

a reasonable and consistent basis to the asset (for example, an allocation of the 

depreciation of fixed assets, insurance premium and rent). Allocations of 

overheads are made on bases similar to those used in allocating overheads to 

inventories (see AS 2, Valuation of Inventories).   AS 16, Borrowing Costs, 

establishes criteria for the recognition of interest as a component of the cost of a 

qualifying asset. These criteria are also applied for the recognition of interest as 

a component of the cost of an internally generated intangible asset. 

54. The following are not components of the cost of an internally generated intangible 

asset: 

(a) selling, administrative and other general overhead expenditure unless this 

expenditure can be directly attributed to making the asset ready for use; 

(b) clearly identified inefficiencies and initial operating losses incurred before an 

asset achieves planned performance; and 
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(c) expenditure on training the staff to operate the asset. 

Example Illustrating Paragraph 52 

An enterprise is developing a new production process.  During the year 20X1, expenditure 

incurred was ` 10 lakhs, of which ` 9 lakhs was incurred before 1 December 20X1 and 1 

lakh was incurred between 1 December 20X1 and 31 December 20X1. The enterprise is able 

to demonstrate that, at 1 December 20X1, the production process met the criteria for 

recognition as an intangible asset.  The recoverable amount of the know-how embodied in 

the process (including future cash outflows to complete the process before it is available 

for use) is estimated to be ` 5 lakhs. 

At the end of 20X1, the production process is recognised as an intangible asset at a cost of ` 

1 lakh (expenditure incurred since the date when the recognition criteria were met, that is, 1 

December 20X1). The ` 9 lakhs expenditure incurred before 1 December 20X1 is recognised 

as an expense because the recognition criteria were not met until 1 December 20X1. This 

expenditure will never form part of the cost of the production process recognised in the 

balance sheet. 

During the year 20X2, expenditure incurred is ` 20 lakhs. At the end of 20X2, the recoverable 

amount of the know-how embodied in the process (including future cash outflows to 

complete the process before it is available for use) is estimated to be ` 19 lakhs. 

At the end of the year 20X2, the cost of the production process is ` 21 lakhs (` 1 lakh 

expenditure recognised at the end of 20X1 plus ` 20 lakhs expenditure recognised in 20X2). 

The enterprise recognises an impairment loss of ` 2 lakhs to adjust the carrying amount of 

the process before impairment loss (` 21 lakhs) to its recoverable amount (` 19 lakhs). This 

impairment loss will be reversed in a subsequent period if the requirements for the reversal 

of an impairment loss in Accounting Standard on Impairment of Assets6, are met. 

Recognition of an Expense 

55. Expenditure on an intangible item should be recognised as an expense when it is 

incurred unless: 

(a) it forms part of the cost of an intangible asset that meets the recognition 

criteria (see paragraphs 19-54); or 

(b) the item is acquired in an amalgamation in the nature of purchase and 

cannot be recognised as an intangible asset.  If this is the case, this 

expenditure (included in the cost of acquisition) should form part of the 

amount attributed to goodwill (capital reserve) at the date of acquisition 

(see AS 14, Accounting for Amalgamations). 

56. In some cases, expenditure is incurred to provide future economic benefits to an 

enterprise, but no intangible asset or other asset is acquired or created that can be 

                            

6Accounting Standard (AS) 28, ‘Impairment of Assets’, specifies the requirements relating to 

impairment of assets. 
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recognised. In these cases, the expenditure is recognised as an expense when it is incurred. 

For example, expenditure on research is always recognised as an expense when it is incurred 

(see paragraph 41). Examples of other expenditure that is recognised as an expense when 

it is incurred include: 

(a) expenditure on start-up activities (start-up costs), unless this expenditure is 

included in the cost of an item of fixed asset under AS 10.   Start-up costs may 

consist of preliminary expenses incurred in establishing a legal entity such as legal 

and secretarial costs, expenditure to open a new facility or business (pre-opening 

costs) or expenditures for commencing new operations or launching new 

products or processes (pre-operating costs); 

(b) expenditure on training activities; 

(c) expenditure on advertising and promotional activities; and 

(d) expenditure on relocating or re-organising part or all of an enterprise. 

57. Paragraph 55 does not apply to payments for the delivery of goods or services made 

in advance of the delivery of goods or the rendering of services. Such prepayments are 

recognised as assets. 

Past Expenses not to be Recognised as an Asset 

58. Expenditure on an intangible item that was initially recognised as an expense by 

a reporting enterprise in previous annual financial statements or interim financial 

reports should not be recognised as part of the cost of an intangible asset at a later 

date. 

Subsequent Expenditure 

59. Subsequent expenditure on an intangible asset after its purchase or its 

completion should be recognised as an expense when it is incurred unless: 

(a) it is probable that the expenditure will enable the asset to generate future 

economic benefits in excess of its originally assessed standard of 

performance; and 

(b) the expenditure can be measured and attributed to the asset reliably. 

If these conditions are met, the subsequent expenditure should be added to the cost 

of the intangible asset. 

60. Subsequent expenditure on a recognised intangible asset is recognised as an expense 

if this expenditure is required to maintain the asset at its originally assessed standard of 

performance. The nature of intangible assets is such that, in many cases, it is not possible 

to determine whether subsequent expenditure is likely to enhance or maintain the 

economic benefits that will flow to the enterprise from those assets.  In addition, it is often 

difficult to attribute such expenditure directly to a particular intangible asset rather than 

the business as a whole. Therefore, only rarely will expenditure incurred after the initial 

recognition of a purchased intangible asset or after completion of an internally generated 

intangible asset result in additions to the cost of the intangible asset. 
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61. Consistent with paragraph 50, subsequent expenditure on brands, mastheads, 

publishing titles, customer lists and items similar in substance (whether externally 

purchased or internally generated) is always recognised as an expense to avoid the 

recognition of internally generated goodwill. 

Measurement Subsequent to Initial Recognition 

62. After initial recognition, an intangible asset should be carried at its cost less any 

accumulated amortisation and any accumulated impairment losses. 

Amortisation 

Amortisation Period 

63. The depreciable amount of an intangible asset should be allocated on a 

systematic basis over the best estimate of its useful life.  There is a rebuttable 

presumption that the useful life of an intangible asset will not exceed ten years from 

the date when the asset is available for use. Amortisation should commence when the 

asset is available for use. 

64. As the future economic benefits embodied in an intangible asset are consumed over 

time, the carrying amount of the asset is reduced to reflect that consumption. This is 

achieved by systematic allocation of the cost of the asset, less any residual value, as an 

expense over the asset's useful life. Amortisation is recognised whether or not there has 

been an increase in, for example, the asset's fair value or recoverable amount. Many factors 

need to be considered in determining the useful life of an intangible asset including: 

(a) the expected usage of the asset by the enterprise and whether the asset could be 

efficiently managed by another management team; 

(b) typical product life cycles for the asset and public information on estimates of 

useful lives of similar types of assets that are used in a similar way; 

(c) technical, technological or other types of obsolescence; 

(d) the stability of the industry in which the asset operates and changes in the market 

demand for the products or services output from the asset; 

(e) expected actions by competitors or potential competitors; 

(f) the level of maintenance expenditure required to obtain the expected future 

economic benefits from the asset and the company's ability and intent to reach 

such a level; 

(g) the period of control over the asset and legal or similar limits on the use of the 

asset, such as the expiry dates of related leases; and 

(h) whether the useful life of the asset is dependent on the useful life of other assets 

of the enterprise. 

65.  Given the history of rapid changes in technology, computer software and many other 

intangible assets are susceptible to technological obsolescence. Therefore, it is likely that 

their useful life will be short. 
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66. Estimates of the useful life of an intangible asset generally become less reliable as the 

length of the useful life increases. This Standard adopts a presumption that the useful life 

of intangible assets is unlikely to exceed ten years. 

67.  In some cases, there may be persuasive evidence that the useful life of an intangible 

asset will be a specific period longer than ten years. In these cases, the presumption that 

the useful life generally does not exceed ten years is rebutted and the enterprise: 

(a) amortises the intangible asset over the best estimate of its useful life; 

(b) estimates the recoverable amount of the intangible asset at least annually in order 

to identify any impairment loss (see paragraph 83); and 

(c) discloses the reasons why the presumption is rebutted and the factor(s) that 

played a significant role in determining the useful life of the asset (see paragraph 

94(a)). 

Examples 

A. An enterprise has purchased an exclusive right to generate hydro-electric power for 

sixty years. The costs of generating hydro- electric power are much lower than the costs of 

obtaining power from alternative sources.  It is expected that the geographical area 

surrounding the power station will demand a significant amount of power from the power 

station for at least sixty years. 

The enterprise amortises the right to generate power over sixty years, unless there is evidence 

that its useful life is shorter. 

B. An enterprise has purchased an exclusive right to operate a toll motorway for thirty 

years. There is no plan to construct alternative routes in the area served by the motorway.  

It is expected that this motorway will be in use for at least thirty years. 

The enterprise amortises the right to operate the motorway over thirty years, unless there is 

evidence that its useful life is shorter. 

68. The useful life of an intangible asset may be very long but it is always finite. Uncertainty 

justifies estimating the useful life of an intangible asset on a prudent basis, but it does not 

justify choosing a life that is unrealistically short. 

69. If control over the future economic benefits from an intangible asset is achieved 

through legal rights that have been granted for a finite period, the useful life of the 

intangible asset should not exceed the period of the legal rights unless: 

(a) the legal rights are renewable; and 

(b) renewal is virtually certain. 

70. There may be both economic and legal factors influencing the useful life of an 

intangible asset: economic factors determine the period over which future economic 

benefits will be generated; legal factors may restrict the period over which the enterprise 

controls access to these benefits. The useful life is the shorter of the periods determined 

by these factors. 
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71. The following factors, among others, indicate that renewal of a legal right is virtually 

certain: 

(a) the fair value of the intangible asset is not expected to reduce as the initial expiry 

date approaches, or is not expected to reduce by more than the cost of renewing 

the underlying right; 

(b) there is evidence (possibly based on past experience) that the legal rights will be 

renewed; and  

(c) there is evidence that the conditions necessary to obtain the renewal of the legal 

right (if any) will be satisfied. 

Amortisation Method 

72. The amortisation method used should reflect the pattern in which the asset's 

economic benefits are consumed by the enterprise.  If that pattern cannot be 

determined reliably, the straight-line method should be used.  The amortisation 

charge for each period should be recognised as an expense unless another Accounting 

Standard permits or requires it to be included in the carrying amount of another asset. 

73. A variety of amortisation methods can be used to allocate the depreciable amount of 

an asset on a systematic basis over its useful life. These methods include the straight-line 

method, the diminishing balance method and the unit of production method. The method 

used for an asset is selected based on the expected pattern of consumption of economic 

benefits and is consistently applied from period to period, unless there is a change in the 

expected pattern of consumption of economic benefits to be derived from that asset. There 

will rarely, if ever, be persuasive evidence to support an amortisation method for intangible 

assets that results in a lower amount of accumulated amortisation than under the straight-

line method. 

74. Amortisation is usually recognised as an expense.  However, sometimes, the economic 

benefits embodied in an asset are absorbed by the enterprise in producing other assets 

rather than giving rise to an expense. In these cases, the amortisation charge forms part of 

the cost of the other asset and is included in its carrying amount.  For example, the 

amortisation of intangible assets used in a production process is included in the carrying 

amount of inventories (see AS 2, Valuation of Inventories). 

Residual Value 

75. The residual value of an intangible asset should be assumed to be zero unless: 

(a) there is a commitment by a third party to purchase the asset at the end of its 

useful life; or 

(b) there is an active market for the asset and: 

(i) residual value can be determined by reference to that market; and 

(ii) it is probable that such a market will exist at the end of the asset's useful 

life. 
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76. A residual value other than zero implies that an enterprise expects to dispose of the 

intangible asset before the end of its economic life. 

77. The residual value is estimated using prices prevailing at the date of acquisition of the 

asset, for the sale of a similar asset that has reached the end of its estimated useful life and 

that has operated under conditions similar to those in which the asset will be used.  The 

residual value is not subsequently increased for changes in prices or value. 

Review of Amortisation Period and Amortisation Method 

78. The amortisation period and the amortisation method should be reviewed at least 

at each financial year end. If the expected useful life of the asset is significantly 

different from previous estimates, the amortisation period should be changed 

accordingly. If there has been a significant change in the expected pattern of economic 

benefits from the asset, the amortisation method should be changed to reflect the 

changed pattern. Such changes should be accounted for in accordance with AS 5, Net 

Profit or Loss for the Period, Prior Period Items and Changes in Accounting Policies. 

79. During the life of an intangible asset, it may become apparent that the estimate of its 

useful life is inappropriate. For example, the useful life may be extended by subsequent 

expenditure that improves the condition of the asset beyond its originally assessed 

standard of performance.  Also, the recognition of an impairment loss may indicate that 

the amortisation period needs to be changed. 

80. Over time, the pattern of future economic benefits expected to flow to an enterprise 

from an intangible asset may change.  For example, it may become apparent that a 

diminishing balance method of amortisation is appropriate rather than a straight-line 

method. Another example is if use of the rights represented by a licence is deferred pending 

action on other components of the business plan.  In this case, economic benefits that flow 

from the asset may not be received until later periods. 

Recoverability of the Carrying Amount — Impairment Losses 

81.  To determine whether an intangible asset is impaired, an enterprise applies 

Accounting Standard on Impairment of Assets7.   That Standard explains how an enterprise 

reviews the carrying amount of its assets, how it determines the recoverable amount of an 

asset and when it recognises or reverses an impairment loss. 

82. If an impairment loss occurs before the end of the first annual accounting period 

commencing after acquisition for an intangible asset acquired in an amalgamation in the 

nature of purchase, the impairment loss is recognised as an adjustment to both the amount 

assigned to the intangible asset and the goodwill (capital reserve) recognised at the date 

of the amalgamation. However, if the impairment loss relates to specific events or changes 

in circumstances occurring after the date of acquisition, the impairment loss is recognised 

                            

7Accounting Standard (AS) 28, ‘Impairment of Assets’, specifies the requirements relating to 

impairment of assets. 
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under Accounting Standard on Impairment of Assets and not as an adjustment to the 

amount assigned to the goodwill (capital reserve) recognised at the date of acquisition. 

83. In addition to the requirements of Accounting Standard on Impairment of Assets, 

an enterprise should estimate the recoverable amount of the following intangible 

assets at least at each financial year end even if there is no indication that the asset 

is impaired: 

(a) an intangible asset that is not yet available for use; and 

(b) an intangible asset that is amortised over a period exceeding ten years from 

the date when the asset is available for use. 

The recoverable amount should be determined under Accounting Standard on 

Impairment of Assets and impairment losses recognised accordingly. 

84. The ability of an intangible asset to generate sufficient future economic benefits to 

recover its cost is usually subject to great uncertainty until the asset is available for use.  

Therefore, this Standard requires an enterprise to test for impairment, at least annually, the 

carrying amount of an intangible asset that is not yet available for use. 

85. It is sometimes difficult to identify whether an intangible asset may be impaired 

because, among other things, there is not necessarily any obvious evidence of 

obsolescence. This difficulty arises particularly if the asset has a long useful life. As a 

consequence, this Standard requires, as a minimum, an annual calculation of the 

recoverable amount of an intangible asset if its useful life exceeds ten years from the date 

when it becomes available for use. 

86. The requirement for an annual impairment test of an intangible asset applies whenever 

the current total estimated useful life of the asset exceeds ten years from when it became 

available for use.  Therefore, if the useful life of an intangible asset was estimated to be less 

than ten years at initial recognition, but the useful life is extended by subsequent 

expenditure to exceed ten years from when the asset became available for use, an 

enterprise performs the impairment test required under paragraph 83(b) and also makes 

the disclosure required under paragraph 94(a). 

Retirements and Disposals 

87. An intangible asset should be derecognised (eliminated from the balance sheet) 

on disposal or when no future economic benefits are expected from its use and 

subsequent disposal. 

88. Gains or losses arising from the retirement or disposal of an intangible asset 

should be determined as the difference between the net disposal proceeds and the 

carrying amount of the asset and should be recognised as income or expense in the 

statement of profit and loss. 

89.  An intangible asset that is retired from active use and held for disposal is carried at its 

carrying amount at the date when the asset is retired from active use. At least at each 
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financial year end, an enterprise tests the asset for impairment under Accounting Standard 

on Impairment of Assets8, and recognises any impairment loss accordingly. 

Disclosure 

General 

90. The financial statements should disclose the following for each class of intangible 

assets, distinguishing between internally generated intangible assets and other 

intangible assets: 

(a) the useful lives or the amortisation rates used;  

(b) the amortisation methods used; 

(c) the gross carrying amount and the accumulated amortisation (aggregated 

with accumulated impairment losses) at the beginning and end of the period; 

(d) a reconciliation of the carrying amount at the beginning and end of the 

period showing: 

(i) additions, indicating separately those from internal development and 

through amalgamation; 

(ii) retirements and disposals; 

(iii) impairment losses recognised in the statement of profit and loss during 

the period (if any); 

(iv) impairment losses reversed in the statement of profit and loss during the 

period (if any); 

(v) amortisation recognised during the period; and 

(vi) other changes in the carrying amount during the period. 

91.  A class of intangible assets is a grouping of assets of a similar nature and use in an 

enterprise's operations. Examples of separate classes may include: 

(a) brand names; 

(b) mastheads and publishing titles; 

(c) computer software; 

(d) licences and franchises; 

(e)  copyrights, and patents and other industrial property rights, service and operating 

rights; 

(f) recipes, formulae, models, designs and prototypes; and 

(g) intangible assets under development. 

                            

8Accounting Standard (AS) 28, ‘Impairment of Assets’, specifies the requirements relating to 

impairment of assets. 
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The classes mentioned above are disaggregated (aggregated) into smaller (larger) classes 

if this results in more relevant information for the users of the financial statements. 

92. An enterprise discloses information on impaired intangible assets under Accounting 

Standard on Impairment of Assets
9
in addition to the information required by paragraph 

90(d)(iii) and (iv). 

93. An enterprise discloses the change in an accounting estimate or accounting policy 

such as that arising from changes in the amortisation method, the amortisation period or 

estimated residual values, in accordance with AS 5, Net Profit or Loss for the Period, Prior 

Period Items and Changes in Accounting Policies. 

94. The financial statements should also disclose: 

(a) if an intangible asset is amortised over more than ten years, the reasons why 

it is presumed that the useful life of an intangible asset will exceed ten years 

from the date when the asset is available for use.  In giving these reasons, 

the enterprise should describe the factor(s) that played a significant role in 

determining the useful life of the asset; 

(b) a description, the carrying amount and remaining amortisation period of any 

individual intangible asset that is material to the financial statements of the 

enterprise as a whole; 

(c) the existence and carrying amounts of intangible assets whose title is 

restricted and the carrying amounts of intangible assets pledged as security 

for liabilities; and 

(d) the amount of commitments for the acquisition of intangible assets. 

95. When an enterprise describes the factor(s) that played a significant role in determining 

the useful life of an intangible asset that is amortised over more than ten years, the 

enterprise considers the list of factors in paragraph 64. 

Research and Development Expenditure 

96. The financial statements should disclose the aggregate amount of research and 

development expenditure recognised as an expense during the period. 

97. Research and development expenditure comprises all expenditure that is directly 

attributable to research or development activities or that can be allocated on a reasonable 

and consistent basis to such activities (see paragraphs 53-54 for guidance on the type of 

expenditure to be included for the purpose of the disclosure requirement in paragraph 96). 

Other Information 

98.  An enterprise is encouraged, but not required, to give a description of any fully 

amortised intangible asset that is still in use. 

                            

9Accounting Standard (AS) 28, ‘Impairment of Assets’, specifies the requirements relating to 

impairment of assets. 
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Transitional Provisions 

99. Where, on the date of this Standard coming into effect, an enterprise is following 

an accounting policy of not amortising an intangible item or amortising an intangible 

item over a period longer than the period determined under paragraph 63 of this 

Standard and the period determined under paragraph 63 has expired on the date of 

this Standard coming into effect, the carrying amount appearing in the balance sheet 

in respect of that item should be eliminated with a corresponding adjustment to the 

opening balance of revenue reserves. 

In the event the period determined under paragraph 63 has not expired on the date of 

this Standard coming into effect and: 

(a) if the enterprise is following an accounting policy of not amortising an 

intangible item, the carrying amount of the intangible item should be 

restated, as if the accumulated amortisation had always been determined 

under this Standard, with the corresponding adjustment to the opening 

balance of revenue reserves. The restated carrying amount should be 

amortised over the balance of the period as determined in paragraph 63. 

(b) if the remaining period as per the accounting policy followed by the 

enterprise: 

(i) is shorter as compared to the balance of the period determined under 

paragraph 63, the carrying amount of the intangible item should be 

amortised over the remaining period as per the accounting policy 

followed by the enterprise, 

(ii) is longer as compared to the balance of the period determined under 

paragraph 63, the carrying amount of the intangible item should be 

restated, as if the accumulated amortisation had always been 

determined under this Standard, with the corresponding adjustment to 

the opening balance of revenue reserves. The restated carrying amount 

should be amortised over the balance of the period as determined in 

paragraph 63. 

100. Illustration B attached to the Standard illustrates the application of paragraph 99. 

Illustration A 

This illustration which does not form part of the Accounting Standard, provides illustrative 

application of the principles laid down in the Standard to internal use software and web-site 

costs. Its purpose is to illustrate the application of the Accounting Standard to assist in 

clarifying its meaning. 

I.  Illustrative Application of the Accounting 

Standard to Internal Use Computer Software 

Computer software for internal use can be internally generated or acquired. 
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Internally Generated Computer Software 

1. Internally generated computer software for internal use is developed or modified 

internally by the enterprise solely to meet the needs of the enterprise and at no stage it is 

planned to sell it. 

2.  The stages of development of internally generated software may be categorised into 

the following two phases: 

• Preliminary project stage, i.e., the research phase 

• Development stage 

Preliminary project stage 

3. At the preliminary project stage the internally generated software should not be 

recognised as an asset.  Expenditure incurred in the preliminary project stage should be 

recognised as an expense when it is incurred. The reason for such a treatment is that at this 

stage of the software project an enterprise cannot demonstrate that an asset exists from 

which future economic benefits are probable. 

4. When a computer software project is in the preliminary project stage, enterprises are 

likely to: 

(a) Make strategic decisions to allocate resources between alternative projects at a 

given point in time.  For example, should programmers develop a new payroll 

system or direct their efforts toward correcting existing problems in an operating 

payroll system. 

(b) Determine the performance requirements (that is, what it is that they need the 

software to do) and systems requirements for the computer software project it 

has proposed to undertake. 

(c) Explore alternative means of achieving specified performance requirements.  For 

example, should an entity make or buy the software.  Should the software run on 

a mainframe or a client server system. 

(d) Determine that the technology needed to achieve performance requirements 

exists. 

(e) Select a consultant to assist in the development and/or installation of the 

software. 

Development Stage 

5. An internally generated software arising at the development stage should be 

recognised as an asset if, and only if, an enterprise can demonstrate all of the following: 

(a) the technical feasibility of completing the internally generated software so that it 

will be available for internal use; 

(b) the intention of the enterprise to complete the internally generated software and 

use it to perform the functions intended. For example, the intention to complete 
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the internally generated software can be demonstrated if the enterprise commits 

to the funding of the software project; 

(c) the ability of the enterprise to use the software; 

(d) how the software will generate probable future economic benefits. Among other 

things, the enterprise should demonstrate the usefulness of the software; 

(e) the availability of adequate technical, financial and other resources to complete 

the development and to use the software; and 

(f) the ability of the enterprise to measure the expenditure attributable to the 

software during its development reliably. 

6.  Examples of development activities in respect of internally generated software include: 

(a) Design including detailed program design - which is the process of detail design 

of computer software that takes product function, feature, and technical 

requirements to their most detailed, logical form and is ready for coding. 

(b) Coding which includes generating detailed instructions in a computer language 

to carry out the requirements described in the detail program design. The coding 

of computer software may begin prior to, concurrent with, or subsequent to the 

completion of the detail program design. 

At the end of these stages of the development activity, the enterprise has a working model, 

which is an operative version of the computer software capable of performing all the major 

planned functions, and is ready for initial testing ("beta" versions). 

(c) Testing which is the process of performing the steps necessary to determine 

whether the coded computer software product meets function, feature, and 

technical performance requirements set forth in the product design. 

At the end of the testing process, the enterprise has a master version of the internal use 

software, which is a completed version together with the related user documentation and 

the training materials. 

Cost of internally generated software 

7.  The cost of an internally generated software is the sum of the expenditure incurred 

from the time when the software first met the recognition criteria for an intangible asset as 

stated in paragraphs 20 and 21 of this Standard and paragraph 5 above. An expenditure 

which did not meet the recognition criteria as aforesaid and expensed in an earlier financial 

statements should not be reinstated if the recognition criteria are met later. 

8. The cost of an internally generated software comprises all expenditure that can be 

directly attributed or allocated on a reasonable and consistent basis to create the software 

for its intended use.  The cost include: 

(a)  expenditure on materials and services used or consumed in developing the 

software; 

(b)  the salaries, wages and other employment related costs of personnel directly 

engaged in developing the software; 
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(c) any expenditure that is directly attributable to generating software; and 

(d) overheads that are necessary to generate the software and that can be allocated 

on a reasonable and consistent basis to the software (For example, an allocation 

of the depreciation of fixed assets, insurance premium and rent).  Allocation of 

overheads are made on basis similar to those used in allocating the overhead to 

inventories. 

9.  The following are not components of the cost of an internally generated software: 

(a) selling, administration and other general overhead expenditure unless this 

expenditure can be directly attributable to the development of the software; 

(b) clearly identified inefficiencies and initial operating losses incurred before 

software achieves the planned performance; and 

(c) expenditure on training the staff to use the internally generated software. 

Software Acquired for Internal Use 

10.  The cost of a software acquired for internal use should be recognised as an asset if it 

meets the recognition criteria prescribed in paragraphs 20 and 21 of this Standard. 

11.  The cost of a software purchased for internal use comprises its purchase price, 

including any import duties and other taxes (other than those subsequently recoverable by 

the enterprise from the taxing authorities) and any directly attributable expenditure on 

making the software ready for its use. Any trade discounts and rebates are deducted in 

arriving at the cost. In the determination of cost, matters stated in paragraphs 24 to 34 of 

the Standard need to be considered, as appropriate. 

Subsequent expenditure 

12. Enterprises may incur considerable cost in modifying existing software systems. 

Subsequent expenditure on software after its purchase or its completion should be 

recognised as an expense when it is incurred unless: 

(a) it is probable that the expenditure will enable the software to generate future 

economic benefits in excess of its originally assessed standards of performance; 

and 

(b) the expenditure can be measured and attributed to the software reliably. 

If these conditions are met, the subsequent expenditure should be added to the carrying 

amount of the software.  Costs incurred in order to restore or maintain the future economic 

benefits that an enterprise can expect from the originally assessed standard of performance 

of existing software systems is recognised as an expense when, and only when, the 

restoration or maintenance work is carried out. 

Amortisation period 

13. The depreciable amount of a software should be allocated on a systematic basis over 

the best estimate of its useful life. The amortisation should commence when the software 

is available for use. 
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14. As per this Standard, there is a rebuttable presumption that the useful life of an 

intangible asset will not exceed ten years from the date when the asset is available for use.  

However, given the history of rapid changes in technology, computer software is 

susceptible to technological obsolescence. Therefore, it is likely that useful life of the 

software will be much shorter, say 3 to 5 years. 

Amortisation method 

15. The amortisation method used should reflect the pattern in which the software's 

economic benefits are consumed by the enterprise. If that pattern cannot be determined 

reliably, the straight-line method should be used. The amortisation charge for each period 

should be recognised as an expenditure unless another Accounting Standard permits or 

requires it to be included in the carrying amount of another asset.  For example, the 

amortisation of a software used in a production process is included in the carrying amount 

of inventories. 

II.  Illustrative Application of the Accounting Standard to Web-Site 

Costs 

1.  An enterprise may incur internal expenditures when developing, enhancing and 

maintaining its own web site. The web site may be used for various purposes such as 

promoting and advertising products and services, providing electronic services, and selling 

products and services. 

2. The stages of a web site's development can be described as follows:  

(a) Planning - includes undertaking feasibility studies, defining objectives and 

specifications, evaluating alternatives and selecting preferences; 

(b) Application and Infrastructure Development - includes obtaining a domain name, 

purchasing and developing hardware and operating software, installing 

developed applications and stress testing; and 

(c)  Graphical Design and Content Development - includes designing the appearance 

of web pages and creating, purchasing, preparing and uploading information, 

either textual or graphical in nature, on the web site prior to the web site 

becoming available for use.   This information may either be stored in separate 

databases that are integrated into (or accessed from) the web site or coded 

directly into the web pages. 

3. Once development of a web site has been completed and the web site is available for 

use, the web site commences an operating stage.  During this stage, an enterprise maintains 

and enhances the applications, infrastructure, graphical design and content of the web site. 

4. The expenditures for purchasing, developing, maintaining and enhancing hardware 

(e.g., web servers, staging servers, production servers and Internet connections) related to 

a web site are not accounted for under this Standard but are accounted for under AS 10, 

Accounting for Fixed Assets. Additionally, when an enterprise incurs an expenditure for 

having an Internet service provider host the enterprise's web site on its own servers 

connected to the Internet, the expenditure is recognised as an expense. 
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5. An intangible asset is defined in paragraph 6 of this Standard as an identifiable non-

monetary asset, without physical substance, held for use in the production or supply of 

goods or services, for rental to others, or for administrative purposes.  Paragraph 7 of this 

Standard provides computer software as a common example of an intangible asset.  By 

analogy, a web site is another example of an intangible asset. Accordingly, a web site 

developed by an enterprise for its own use is an internally generated intangible asset that 

is subject to the requirements of this Standard. 

6. An enterprise should apply the requirements of this Standard to an internal 

expenditure for developing, enhancing and maintaining its own web site. Paragraph 55 of 

this Standard provides expenditure on an intangible item to be recognised as an expense 

when incurred unless it forms part of the cost of an intangible asset that meets the 

recognition criteria in paragraphs 19-54 of the Standard. Paragraph 56 of the Standard 

requires expenditure on start-up activities to be recognised as an expense when incurred. 

Developing a web site by an enterprise for its own use is not a start-up activity to the extent 

that an internally generated intangible asset is created.  An enterprise applies the 

requirements and guidance in paragraphs 39-54 of this Standard to an expenditure 

incurred for developing its own web site in addition to the general requirements for 

recognition and initial measurement of an intangible asset.  The cost of a web site, as 

described in paragraphs 52-54 of this Standard, comprises all expenditure that can be 

directly attributed, or allocated on a reasonable and consistent basis, to creating, producing 

and preparing the asset for its intended use. 

The enterprise should evaluate the nature of each activity for which an expenditure is 

incurred (e.g., training employees and maintaining the web site) and the web site's stage 

of development or post-development: 

(a) Paragraph 41 of this Standard requires an expenditure on research (or on the 

research phase of an internal project) to be recognised as an expense when 

incurred.  The examples provided in paragraph 43 of this Standard are similar to 

the activities undertaken in the Planning stage of a web site's development. 

Consequently, expenditures incurred in the Planning stage of a web site's 

development are recognised as an expense when incurred. 

(b) Paragraph 44 of this Standard requires an intangible asset arising from the 

development phase of an internal project to be recognised if an enterprise can 

demonstrate fulfillment of the six criteria specified. Application and Infrastructure 

Development and Graphical Design and Content Development stages are similar 

in nature to the development phase. Therefore, expenditures incurred in these 

stages should be recognised as an intangible asset if, and only if, in addition to 

complying with the general requirements for recognition and initial measurement 

of an intangible asset, an enterprise can demonstrate those items described in 

paragraph 44 of this Standard. In addition, 

(i) an enterprise may be able to demonstrate how its web site will generate 

probable future economic benefits under paragraph 44(d) by using the 
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principles in Accounting Standard on Impairment of Assets10.  This includes 

situations where the web site is developed solely or primarily for promoting 

and advertising an enterprise's own products and services. Demonstrating 

how a web site will generate probable future economic benefits under 

paragraph 44(d) by assessing the economic benefits to be received from the 

web site and using the principles in Accounting Standard on Impairment of 

Assets, may be particularly difficult for an enterprise that develops a web site 

solely or primarily for advertising and promoting its own products and 

services; information is unlikely to be available for reliably estimating the 

amount obtainable from the sale of the web site in an arm's length 

transaction, or the future cash inflows and outflows to be derived from its  

continuing  use  and  ultimate  disposal.  In this circumstance, an enterprise 

determines the future economic benefits of the cash-generating unit to 

which the web site belongs, if it does not belong to one.  If the web site is 

considered a corporate asset (one that does not generate cash inflows 

independently from other assets and their carrying amount cannot be fully 

attributed to a cash- generating unit), then an enterprise applies the 

'bottom-up' test and/or the 'top-down' test under Accounting Standard on 

Impairment of Assets. 

(ii) an enterprise may incur an expenditure to enable use of content, which had 

been purchased or created for another purpose, on its web site (e.g., 

acquiring a license to reproduce information) or may purchase or create 

content specifically for use on its web site prior to the web site becoming 

available for use.   In such circumstances, an enterprise should determine 

whether a separate asset, is identifiable with respect to such content (e.g., 

copyrights and licenses), and if a separate asset is not identifiable, then the 

expenditure should be included in the cost of developing the web site when 

the expenditure meets the conditions in paragraph 44 of this Standard. As 

per paragraph 20 of this Standard, an intangible asset is recognised if, and 

only if, it meets specified criteria, including the definition of an intangible 

asset.  Paragraph 52 indicates that the cost of an internally generated 

intangible asset is the sum of expenditure incurred from the time when the 

intangible asset first meets the specified recognition criteria. When an 

enterprise acquires or creates content, it may be possible to identify an 

intangible asset (e.g., a license or a copyright) separate from a web site. 

Consequently, an enterprise determines whether an expenditure to enable 

use of content, which had been created for another purpose, on its web site 

becoming available for use results in a separate identifiable asset or the 

expenditure is included in the cost of developing the web site. 

                            

10Accounting Standard (AS) 28, ‘Impairment of Assets’, specifies the requirements relating to 

impairment of assets. 
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(c) the operating stage commences once the web site is available for use, and 

therefore an expenditure to maintain or enhance the web site after development 

has been completed should be recognised as an expense when it is incurred 

unless it meets the criteria in paragraph 59 of the Standard. Paragraph 60 explains 

that if the expenditure is required to maintain the asset at its originally assessed 

standard of performance, then the expenditure is recognised as an expense when 

incurred. 

7. An intangible asset is measured subsequent to initial recognition by applying the 

requirements in paragraph 62 of this Standard. Additionally, since paragraph 68 of the 

Standard states that an intangible asset always has a finite useful life, a web site that is 

recognised as an asset is amortised over the best estimate of its useful life.  As indicated in 

paragraph 65 of the Standard, web sites are susceptible to technological obsolescence, and 

given the history of rapid changes in technology, their useful life will be short. 

8.  The following table illustrates examples of expenditures that occur within each of the 

stages described in paragraphs 2 and 3 above and application of paragraphs 5 and 6 above. 

It is not intended to be a comprehensive checklist of expenditures that might be incurred. 

Nature of Expenditure Accounting treatment 

Planning 

• undertaking feasibility studies 

• defining hardware and software 

specifications 

• evaluating alternative products and 

suppliers 

• selecting preferences 

 

Expense when incurred 

Application and Infrastructure 

Development 

• purchasing or developing hardware 

 

 

Apply the requirements of AS 

10 

• obtaining a domain name 

• developing operating software (e.g., 

operating system and server software) 

• developing code for the application 

• installing developed applications on the 

web server 

• stress testing 

Expense when incurred, unless 

it meets the recognition criteria 

under paragraphs 20 and 44 
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Graphical Design and Content 

Development 

• designing the appearance (e.g., layout and 

colour) of web pages 

• creating, purchasing, preparing (e.g., 

creating links and identifying tags), and 

uploading information, either textual or 

graphical in nature, on the website prior to 

the web site becoming available for use. 

Examples of content include information 

about an enterprise, products or services 

offered for sale, and topics that subscribers 

access 

 

 

If a separate asset is not 

identifiable, then expense when 

incurred, unless it meets the 

recognition criteria under 

paragraphs 20 and 44 

Operating 

• updating graphics and revising content 

• adding new functions, features and content 

• registering the web site with search 

engines 

• backing up data 

• reviewing security access 

• analysing usage of the web site 

 

Expense when incurred, unless 

in rare circumstances it meets 

the criteria in paragraph 59, in 

which case the expenditure is 

included in the cost of the web 

site 

Other 

• selling, administrative and other general 

overhead expenditure unless it can be 

directly attributed to preparing the web 

site for use 

• clearly identified inefficiencies 

• and initial operating losses incurred before 

the web site achieves planned performance 

(e.g., false start testing) 

• training employees to operate the web site 

 

 

Expense when incurred 

Illustration B 

This Illustration which does not form part of the Accounting Standard, provides illustrative 

application of the requirements contained in paragraph 99 of this Accounting Standard in 

respect of transitional provisions. 

Illustration 1 - Intangible Item was not amortised and the amortisation period 

determined under paragraph 63 has expired. 
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An intangible item is appearing in the balance sheet of A Ltd. at ` 10 lakhs as on 1-4-2003. 

The item was acquired for ` 10 lakhs on April 1, 1990 and was available for use from that 

date.  The enterprise has been following an accounting policy of not amortising the item. 

Applying paragraph 63, the enterprise determines that the item would have been amortised 

over a period of 10 years from the date when the item was available for use i.e., April 1, 

1990. 

Since the amortisation period determined by applying paragraph 63 has already expired as 

on1-4-2003, the carrying amount of the intangible item of ` 10 lakhs would be required to 

be eliminated with a corresponding adjustment to the opening balance of revenue reserves 

as on 1-4-2003. 

Illustration 2 - Intangible Item is being amortised and the amortisation period 

determined under paragraph 63 has expired. 

An intangible item is appearing in the balance sheet of A Ltd. at ` 8 lakhs as on 1-4-2003. 

The item was acquired for ` 20 lakhs on April 1, 1991 and was available for use from that 

date.  The enterprise has been following a policy of amortising the item over a period of 

20 years on straight-line basis. Applying paragraph 63, the enterprise determines that the 

item would have been amortised over a period of 10 years from the date when the item 

was available for use i.e., April 1, 1991. 

Since the amortisation period determined by applying paragraph 63 has already expired as 

on 1-4-2003, the carrying amount of ` 8 lakhs would be required to be eliminated with a 

corresponding adjustment to the opening balance of revenue reserves as on 1-4-2003. 

Illustration 3 - Amortisation period determined under paragraph63 has not expired 

and the remaining amortisation period as per the accounting policy followed by the 

enterprise is shorter. 

An intangible item is appearing in the balance sheet of A Ltd. at ` 8 lakhs as on 1-4-2003. 

The item was acquired for ` 20 lakhs on April 1, 2000 and was available for use from that 

date.  The enterprise has been following a policy of amortising the intangible item over a 

period of 5 years on straight line basis. Applying paragraph 63, the enterprise determines 

the amortisation period to be 8 years, being the best estimate of its useful life, from the 

date when the item was available for use i.e., April 1, 2000. 

On 1-4-2003, the remaining period of amortisation is 2 years as per the accounting policy 

followed by the enterprise which is shorter as compared to the balance of amortisation period 

determined by applying paragraph 63, i.e., 5 years. Accordingly, the enterprise would be required 

to amortise the intangible item over the remaining 2 years as per the accounting policy followed 

by the enterprise. 

Illustration 4 - Amortisation period determined under paragraph 63 has not expired and 

the remaining amortisation period as per the accounting policy followed by the 

enterprise is longer. 

An intangible item is appearing in the balance sheet of A Ltd. at ` 18 lakhs as on 1-4-2003. The 

item was acquired for ` 24 lakhs on April 1, 2000 and was available for use from that date.  The 

enterprise has been following a policy of amortising the intangible item over a period of 12 
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years on straight-line basis. Applying paragraph 63, the enterprise determines that the item 

would have been amortised over a period of 10 years on straight line basis from the date when 

the item was available for use i.e., April 1, 2000. 

On 1-4-2003, the remaining period of amortisation is 9 years as per the accounting policy 

followed by the enterprise which is longer as compared to the balance of period stipulated in 

paragraph 63, i.e., 7 years. Accordingly, the enterprise would be required to restate the carrying 

amount of intangible item on 1-4-2003 at ` 16.8 lakhs (` 24 lakhs - 3x` 2.4 lakhs, i.e., 

amortisation that would have been charged as per the Standard) and the difference of ` 1.2 lakhs 

(` 18 lakhs-` 16.8 lakhs) would be required to be adjusted against the opening balance of the 

revenue reserves. The carrying amount of ` 16.8 lakhs would be amortised over 7 years which is 

the balance of the amortisation period as per paragraph 63. 

Illustration 5 - Intangible Item is not amortised and amortisation period determined 

under paragraph 63 has not expired. 

An intangible item is appearing in the balance sheet of A Ltd. at ` 20 lakhs as on 1-4-2003. The 

item was acquired for ` 20 lakhs on April 1, 2000 and was available for use from that date.  

The enterprise has been following an accounting policy of not amortising the item. 

Applying paragraph 63, the enterprise determines that the item would have been amortised 

over a period of 10 years on straight line basis from the date when the item was available 

for use i.e., April 1, 2000. 

On 1-4-2003, the enterprise would be required to restate the carrying amount of intangible 

item at ` 14 lakhs (` 20 lakhs - 3x` 2 lakhs, i.e., amortisation that would have been charged 

as per the Standard) and the difference of ` 6 lakhs (` 20 lakhs-` 14 lakhs) would be required 

to be adjusted against the opening balance of the revenue reserves. The carrying amount of 

` 14 lakhs would be amortised over 7 years which is the balance of the amortisation period 

as per paragraph 63. 

AS 29∗ : Provisions, Contingent Liabilities and Contingent 

Assets 

[This Accounting Standard includes paragraphs set in bold italic type and plain type, which 

have equal authority. Paragraphs in bold italic type indicate the main principles. This 

Accounting Standard should be read in the context of its objective, the Preface to the 

Statements of Accounting Standards
1
and the ‘Applicability of Accounting Standards to 

Various Entities’.] 

Pursuant to this Accounting Standard coming into effect, all paragraphs of Accounting 

Standards (AS) 4, Contingencies and Events Occurring After the Balance Sheet Date, that 

deal with contingencies (viz., paragraphs 1(a), 2, 3.1, 4 (4.1 to 4.4), 5(5.1 to 5.6), 6, 7 (7.1 to 

                            

∗Issued in 2003. 
1Attention is specifically drawn to paragraph 4.3 of the Preface, according to which Accounting 

Standards are intended to apply only to items which are material. 
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7.3), 9.1 (relevant portion). 9.2, 10, 11, 12 and 16), stand withdrawn except to the extent 

they deal with impairment of assets not covered by other Accounting Standards. 

Objective 

The objective of this Standard is to ensure that appropriate recognition criteria and 

measurement bases are applied to provisions and contingent liabilities and that sufficient 

information is disclosed in the notes to the financial statements to enable users to 

understand their nature, timing and amount. The objective of this Standard is also to lay 

down appropriate accounting for contingent assets. 

Scope 

1. This Standard should be applied in accounting for provisions and contingent 

liabilities and in dealing with contingent assets, except: 

(a) those resulting from financial instruments2 that are carried at fair value; 

(b) those resulting from executory contracts, except where the contract is 

onerous; 

Explanation: 

(i) An ‘onerous contract’ is a contract in which the unavoidable costs of meeting 

the obligations under the contract exceed the economic benefits expected to 

be received under it. Thus, for a contract to qualify as an onerous contract, 

the unavoidable costs of meeting the obligation under the contract should 

exceed the economic benefits expected to be received under it. The 

unavoidable costs under a contract reflect the least net cost of exiting from 

the contract, which is the lower of the cost of fulfilling it and any 

compensation or penalties arising from failure to fulfill it. 

(ii) If an enterprise has a contract that is onerous, the present obligation under 

the contract is recognised and measured as a provision as per this Standard. 

The application of the above explanation is illustrated in Illustration 10 of 

Illustration C attached to the Standard. 

(c) those arising in insurance enterprises from contracts with policy-holders; and 

(d) those covered by another Accounting Standard. 

2. This Standard applies to financial instruments (including guarantees) that are not 

carried at fair value. 

3. Executory contracts are contracts under which neither party has performed any of its 

obligations or both parties have partially performed their obligations to an equal extent. 

This Standard does not apply to executory contracts unless they are onerous. 

                            

2For the purpose of this Standard, the term ‘financial instruments’ shall have the same meaning as in 

Accounting Standard (AS) 20, Earnings Per Share. 
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4. This Standard applies to provisions, contingent liabilities and contingent assets of 

insurance enterprises other than those arising from contracts with policy-holders. 

5. Where another Accounting Standard deals with a specific type of provision, contingent 

liability or contingent asset, an enterprise applies that Standard instead of this Standard. 

For example, certain types of provisions are also addressed in Accounting Standards on: 

(a) construction contracts (see AS 7, Construction Contracts); 

(b) taxes on income (see AS 22, Accounting for Taxes on Income);  

(c)  leases (see AS 19, Leases). However, as AS 19 contains no specific requirements 

to deal with operating leases that have become onerous, this Standard applies to 

such cases; and 

(d) retirement benefits (see AS 15, Accounting for Retirement Benefits in the Financial 

Statements of Employers).3 

6. Some amounts treated as provisions may relate to the recognition of revenue, for 

example where an enterprise gives guarantees in exchange for a fee. This Standard does 

not address the recognition of revenue. AS 9, Revenue Recognition, identifies the 

circumstances in which revenue is recognised and provides practical guidance on the 

application of the recognition criteria. This Standard does not change the requirements of 

AS 9. 

7.  This Standard defines provisions as liabilities which can be measured only by using a 

substantial degree of estimation. The term ‘provision’ is also used in the context of items 

such as depreciation, impairment of assets and doubtful debts: these are adjustments to 

the carrying amounts of assets and are not addressed in this Standard. 

8.  Other Accounting Standards specify whether expenditures are treated as assets or as 

expenses.  These issues are not addressed in this Standard. Accordingly, this Standard 

neither prohibits nor requires capitalisation of the costs recognised when a provision is 

made. 

9.  This Standard applies to provisions for restructuring (including discontinuing 

operations). Where a restructuring meets the definition of a discontinuing operation, 

additional disclosures are required by AS 24, Discontinuing Operations. 

Definitions 

10. The following terms are used in this Standard with the meanings specified: 

10.1 A provision is a liability which can be measured only by using a substantial 

degree of estimation. 

10.2 A liability is a present obligation of the enterprise arising from past events, the 

settlement of which is expected to result in an outflow from the enterprise of resources 

embodying economic benefits. 

                            

3AS 15 (issued 1995) has since been revised and is now titled as ‘Employee Benefits’. 
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10.3  An obligating event is an event that creates an obligation that results in an 

enterprise having no realistic alternative to settling that obligation. 

10.4  A contingent liability is: 

(a) a possible obligation that arises from past events and the existence of which 

will be confirmed only by the occurrence or non-occurrence of one or more 

uncertain future events not wholly within the control of the enterprise; or 

(b) a present obligation that arises from past events but is not recognised 

because: 

(i) it is not probable that an outflow of resources embodying economic 

benefits will be required to settle the obligation; or 

(ii) a reliable estimate of the amount of the obligation cannot be made. 

10.5  A contingent asset is a possible asset that arises from past events the 

existence of which will be confirmed only by the occurrence or non- occurrence of one 

or more uncertain future events not wholly within the control of the enterprise. 

10.6  Present obligation - an obligation is a present obligation if, based on the 

evidence available, its existence at the balance sheet date is considered probable, i.e., 

more likely than not. 

10.7  Possible obligation - an obligation is a possible obligation if, based on the 

evidence available, its existence at the balance sheet date is considered not probable. 

10.8  A restructuring is a programme that is planned and controlled by 

management, and materially changes either: 

(a) the scope of a business undertaken by an enterprise; or 

(b) the manner in which that business is conducted. 

11. An obligation is a duty or responsibility to act or perform in a certain way. Obligations 

may be legally enforceable as a consequence of a binding contract or statutory 

requirement. Obligations also arise from normal business practice, custom and a desire to 

maintain good business relations or act in an equitable manner. 

12. Provisions can be distinguished from other liabilities such as trade payables and 

accruals because in the measurement of provisions substantial degree of estimation is 

involved with regard to the future expenditure required in settlement. By contrast: 

(a) trade payables are liabilities to pay for goods or services that have been received 

or supplied and have been invoiced or formally agreed with the supplier; and 

(b) accruals are liabilities to pay for goods or services that have been received or 

supplied but have not been paid, invoiced or formally agreed with the supplier, 

including amounts due to employees. Although it is sometimes necessary to 

estimate the amount of accruals, the degree of estimation is generally much less 

than that for provisions. 

13. In this Standard, the term ‘contingent’ is used for liabilities and assets that are not 

recognised because their existence will be confirmed only by the occurrence or non-
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occurrence of one or more uncertain future events not wholly within the control of the 

enterprise. In addition, the term ‘contingent liability’ is used for liabilities that do not meet 

the recognition criteria. 

Recognition 

Provisions 

14. A provision should be recognised when: 

(a)  an enterprise has a present obligation as a result of a past event;  

(b) it is probable that an outflow of resources embodying economic benefits will 

be required to settle the obligation; and 

(c) a reliable estimate can be made of the amount of the obligation. If these 

conditions are not met, no provision should be recognised. 

Present Obligation 

15. In almost all cases it will be clear whether a past event has given rise to a present 

obligation. In rare cases, for example in a lawsuit, it may be disputed either whether certain 

events have occurred or whether those events result in a present obligation. In such a case, 

an enterprise determines whether a present obligation exists at the balance sheet date by 

taking account of all available evidence, including, for example, the opinion of experts. The 

evidence considered includes any additional evidence provided by events after the balance 

sheet date. On the basis of such evidence: 

(a) where it is more likely than not that a present obligation exists at the balance 

sheet date, the enterprise recognises a provision (if the recognition criteria are 

met); and 

(b) where it is more likely that no present obligation exists at the balance sheet date, 

the enterprise discloses a contingent liability, unless the possibility of an outflow 

of resources embodying economic benefits is remote (see paragraph 68). 

Past Event 

16. A past event that leads to a present obligation is called an obligating event. For an 

event to be an obligating event, it is necessary that the enterprise has no realistic alternative 

to settling the obligation created by the event. 

17.  Financial statements deal with the financial position of an enterprise at the end of its 

reporting period and not its possible position in the future. Therefore, no provision is 

recognised for costs that need to be incurred to operate in the future. The only liabilities 

recognised in an enterprise’s balance sheet are those that exist at the balance sheet date. 

18. It is only those obligations arising from past events existing independently of an 

enterprise’s future actions (i.e. the future conduct of its business) that are recognised as 

provisions. Examples of such obligations are penalties or clean-up costs for unlawful 

environmental damage, both of which would lead to an outflow of resources embodying 

economic benefits in settlement regardless of the future actions of the enterprise. Similarly, 

an enterprise recognises a provision for the decommissioning costs of an oil installation to 
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the extent that the enterprise is obliged to rectify damage already caused. In contrast, 

because of commercial pressures or legal requirements, an enterprise may intend or need 

to carry out expenditure to operate in a particular way in the future (for example, by fitting 

smoke filters in a certain type of factory). Because the enterprise can avoid the future 

expenditure by its future actions, for example by changing its method of operation, it has 

no present obligation for that future expenditure and no provision is recognised. 

19. An obligation always involves another party to whom the obligation is owed. It is not 

necessary, however, to know the identity of the party to whom the obligation is owed – 

indeed the obligation may be to the public at large. 

20. An event that does not give rise to an obligation immediately may do so at a later 

date, because of changes in the law.   For example, when environmental damage is caused 

there may be no obligation to remedy the consequences.  However, the causing of the 

damage will become an obligating event when a new law requires the existing damage to 

be rectified. 

21. Where details of a proposed new law have yet to be finalised, an obligation arises only 

when the legislation is virtually certain to be enacted. Differences in circumstances 

surrounding enactment usually make it impossible to specify a single event that would 

make the enactment of a law virtually certain. In many cases it will be impossible to be 

virtually certain of the enactment of a law until it is enacted. 

Probable Outflow of Resources Embodying Economic Benefits 

22.  For a liability to qualify for recognition there must be not only a present obligation 

but also the probability of an outflow of resources embodying economic benefits to settle 

that obligation. For the purpose of this Standard4, an outflow of resources or other event 

is regarded as probable if the event is more likely than not to occur, i.e., the probability 

that the event will occur is greater than the probability that it will not. Where it is not 

probable that a present obligation exists, an enterprise discloses a contingent liability, 

unless the possibility of an outflow of resources embodying economic benefits is remote 

(see paragraph 68). 

23. Where there are a number of similar obligations (e.g. product warranties or similar 

contracts) the probability that an outflow will be required in settlement is determined by 

considering the class of obligations as a whole. Although the likelihood of outflow for any 

one item may be small, it may well be probable that some outflow of resources will be 

needed to settle the class of obligations as a whole. If that is the case, a provision is 

recognised (if the other recognition criteria are met). 

Reliable Estimate of the Obligation 

24.  The use of estimates is an essential part of the preparation of financial statements and 

does not undermine their reliability. This is especially true in the case of provisions, which 

                            

4The interpretation of ‘probable’ in this Standard as ‘more likely than not’ does not necessarily apply 

in other Accounting Standards. 
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by their nature involve a greater degree of estimation than most other items. Except in 

extremely rare cases, an enterprise will be able to determine a range of possible outcomes 

and can therefore make an estimate of the obligation that is reliable to use in recognising 

a provision. 

25. In the extremely rare case where no reliable estimate can be made, a liability exists 

that cannot be recognised.  That liability is disclosed as a contingent liability (see paragraph 

68). 

Contingent Liabilities 

26. An enterprise should not recognise a contingent liability. 

27.   A contingent liability is disclosed, as required by paragraph 68, unless the possibility 

of an outflow of resources embodying economic benefits is remote. 

28.  Where an enterprise is jointly and severally liable for an obligation, the part of the 

obligation that is expected to be met by other parties is treated as a contingent liability. 

The enterprise recognises a provision for the part of the obligation for which an outflow of 

resources embodying economic benefits is probable, except in the extremely rare 

circumstances where no reliable estimate can be made (see paragraph 14). 

29.  Contingent liabilities may develop in a way not initially expected. Therefore, they are 

assessed continually to determine whether an outflow of resources embodying economic 

benefits has become probable.  If it becomes probable that an outflow of future economic 

benefits will be required for an item previously dealt with as a contingent liability, a 

provision is recognised in accordance with paragraph 14 in the financial statements of the 

period in which the change in probability occurs (except in the extremely rare circumstances 

where no reliable estimate can be made). 

Contingent Assets 

30. An enterprise should not recognise a contingent asset. 

31. Contingent assets usually arise from unplanned or other unexpected events that give 

rise to the possibility of an inflow of economic benefits to the enterprise. An example is a 

claim that an enterprise is pursuing through legal processes, where the outcome is 

uncertain. 

32. Contingent assets are not recognised in financial statements since this may result in 

the recognition of income that may never be realised. However, when the realisation of 

income is virtually certain, then the related asset is not a contingent asset and its 

recognition is appropriate. 

33. A contingent asset is not disclosed in the financial statements. It is usually disclosed 

in the report of the approving authority (Board of Directors in the case of a company, and, 

the corresponding approving authority in the case of any other enterprise), where an inflow 

of economic benefits is probable. 
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34.  Contingent assets are assessed continually and if it has become virtually certain that 

an inflow of economic benefits will arise, the asset and the related income are recognised 

in the financial statements of the period in which the change occurs. 

Measurement 

Best Estimate 

35. The amount recognised as a provision should be the best estimate of the 

expenditure required to settle the present obligation at the balance sheet date.  The 

amount of a provision should not be discounted to its present valueexcept in case of 

decommissioning, restoration and similar liabilities that are recognised as cost of 

Property, Plant and Equipment. The discount rate (or rates) should be a pre-tax rate 

(or rates) that reflect(s) current market assessments of the time value of money and 

the risks specific to the liability. The discount rate(s) should not reflect risks for which 

future cash flow estimates have been adjusted. Periodic unwinding of discount should 

be recognised in the statement of profit and loss. 

36.  The estimates of outcome and financial effect are determined by the judgment of the 

management of the enterprise, supplemented by experience of similar transactions and, in 

some cases, reports from independent experts. The evidence considered includes any 

additional evidence provided by events after the balance sheet date. 

37.  The provision is measured before tax; the tax consequences of the provision, and 

changes in it, are dealt with under AS 22, Accounting for Taxes on Income. 

Risks and Uncertainties 

38. The risks and uncertainties that inevitably surround many events and 

circumstances should be taken into account in reaching the best estimate of a 

provision. 

39.  Risk describes variability of outcome. A risk adjustment may increase the amount at 

which a liability is measured.  Caution is needed in making judgments under conditions of 

uncertainty, so that income or assets are not overstated and expenses or liabilities are not 

understated. However, uncertainty does not justify the creation of excessive provisions or 

a deliberate overstatement of liabilities. For example, if the projected costs of a particularly 

adverse outcome are estimated on a prudent basis, that outcome is not then deliberately 

treated as more probable than is realistically the case. Care is needed to avoid duplicating 

adjustments for risk and uncertainty with consequent overstatement of a provision. 

40. Disclosure of the uncertainties surrounding the amount of the expenditure is made 

under paragraph 67(b). 

Future Events 

41. Future events that may affect the amount required to settle an obligation should 

be reflected in the amount of a provision where there is sufficient objective evidence 

that they will occur. 
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42. Expected future events may be particularly important in measuring provisions. For 

example, an enterprise may believe that the cost of cleaning up a site at the end of its life 

will be reduced by future changes in technology. The amount recognised reflects a 

reasonable expectation of technically qualified, objective observers, taking account of all 

available evidence as to the technology that will be available at the time of the clean-up. 

Thus, it is appropriate to include, for example, expected cost reductions associated with 

increased experience in applying existing technology or the expected cost of applying 

existing technology to a larger or more complex clean-up operation than has previously 

been carried out.  However, an enterprise does not anticipate the development of a 

completely new technology for cleaning up unless it is supported by sufficient objective 

evidence. 

43.  The effect of possible new legislation is taken into consideration in measuring an 

existing obligation when sufficient objective evidence exists that the legislation is virtually 

certain to be enacted. The variety of circumstances that arise in practice usually makes it 

impossible to specify a single event that will provide sufficient, objective evidence in every 

case. Evidence is required both of what legislation will demand and of whether it is virtually 

certain to be enacted and implemented in due course. In many cases sufficient objective 

evidence will not exist until the new legislation is enacted. 

Expected Disposal of Assets 

44. Gains from the expected disposal of assets should not be taken into account in 

measuring a provision. 

45. Gains on the expected disposal of assets are not taken into account in measuring a 

provision, even if the expected disposal is closely linked to the event giving rise to the 

provision. Instead, an enterprise recognises gains on expected disposals of assets at the 

time specified by the Accounting Standard dealing with the assets concerned. 

Reimbursements 

46. Where some or all of the expenditure required to settle a provision is expected to 

be reimbursed by another party, the reimbursement should be recognised when, and 

only when, it is virtually certain that reimbursement will be received if the enterprise 

settles the obligation. The reimbursement should be treated as a separate asset. The 

amount recognised for the reimbursement should not exceed the amount of the 

provision. 

47. In the statement of profit and loss, the expense relating to a provision may be 

presented net of the amount recognised for a reimbursement. 

48.   Sometimes, an enterprise is able to look to another party to pay part or all of the 

expenditure required to settle a provision (for example, through insurance contracts, 

indemnity clauses or suppliers’ warranties). The other party may either reimburse amounts 

paid by the enterprise or pay the amounts directly. 

49.  In most cases, the enterprise will remain liable for the whole of the amount in question 

so that the enterprise would have to settle the full amount if the third party failed to pay 
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for any reason. In this situation, a provision is recognised for the full amount of the liability, 

and a separate asset for the expected reimbursement is recognised when it is virtually 

certain that reimbursement will be received if the enterprise settles the liability. 

50.  In some cases, the enterprise will not be liable for the costs in question if the third 

party fails to pay. In such a case, the enterprise has no liability for those costs and they are 

not included in the provision. 

51. As noted in paragraph 28, an obligation for which an enterprise is jointly and severally 

liable is a contingent liability to the extent that it is expected that the obligation will be 

settled by the other parties. 

Changes in Provisions 

52. Provisions should be reviewed at each balance sheet date and adjusted to reflect 

the current best estimate. If it is no longer probable that an outflow of resources 

embodying economic benefits will be required to settle the obligation, the provision 

should be reversed. 

Use of Provisions 

53. A provision should be used only for expenditures for which the provision was 

originally recognised. 

54. Only expenditures that relate to the original provision are adjusted against it. 

Adjusting expenditures against a provision that was originally recognised for another 

purpose would conceal the impact of two different events. 

Application of the Recognition and Measurement Rules 

Future Operating Losses 

55. Provisions should not be recognised for future operating losses. 

56. Future operating losses do not meet the definition of a liability in paragraph 10 and 

the general recognition criteria set out for provisions in paragraph 14. 

57.  An expectation of future operating losses is an indication that certain assets of the 

operation may be impaired. An enterprise tests these assets for impairment under 

Accounting Standard (AS) 28, Impairment of Assets. 

Restructuring 

58. The following are examples of events that may fall under the definition of 

restructuring: 

(a) sale or termination of a line of business; 

(b) the closure of business locations in a country or region or the relocation of 

business activities from one country or region to another; 

(c) changes in management structure, for example, eliminating a layer of 

management; and 
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(d) fundamental re-organisations that have a material effect on the nature and focus 

of the enterprise’s operations. 

59. A provision for restructuring costs is recognised only when the recognition criteria for 

provisions set out in paragraph 14 are met. 

60. No obligation arises for the sale of an operation until the enterprise is committed 

to the sale, i.e., there is a binding sale agreement. 

61.  An enterprise cannot be committed to the sale until a purchaser has been identified 

and there is a binding sale agreement. Until there is a binding sale agreement, the 

enterprise will be able to change its mind and indeed will have to take another course of 

action if a purchaser cannot be found on acceptable terms. When the sale of an operation 

is envisaged as part of a restructuring, the assets of the operation are reviewed for 

impairment under Accounting Standard (AS) 28, Impairment of Assets. 

62. A restructuring provision should include only the direct expenditures arising from 

the restructuring which are those that are both: 

(a)  necessarily entailed by the restructuring; and 

(b)  not associated with the ongoing activities of the enterprise. 

63. A restructuring provision does not include such costs as:  

(a) retraining or relocating continuing staff; 

(b)  marketing; or 

(c) investment in new systems and distribution networks. 

These expenditures relate to the future conduct of the business and are not liabilities for 

restructuring at the balance sheet date. Such expenditures are recognised on the same 

basis as if they arose independently of a restructuring. 

64.  Identifiable future operating losses up to the date of a restructuring are not included 

in a provision. 

65.  As required by paragraph 44, gains on the expected disposal of assets are not taken 

into account in measuring a restructuring provision, even if the sale of assets is envisaged 

as part of the restructuring. 

Disclosure 

66. For each class of provision, an enterprise should disclose: 

(a) the carrying amount at the beginning and end of the period; (b)

 additional provisions made in the period, including increases to existing 

provisions; 

(c) amounts used (i.e. incurred and charged against the provision) during the 

period; and 

(d) unused amounts reversed during the period. 
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Provided that a Small and Medium-sized Company and a Small and Medium-sized 

Enterprise (Level II and Level III non-corporate entities), may not comply with 

paragraph 66 above. 

67. An enterprise should disclose the following for each class of provision: 

(a) a brief description of the nature of the obligation and the expected timing of 

any resulting outflows of economic benefits; 

(b) an indication of the uncertainties about those outflows. Where necessary to 

provide adequate information, an enterprise should disclose the major 

assumptions made concerning future events, as addressed in paragraph 41; 

and 

(c) the amount of any expected reimbursement, stating the amount of any asset 

that has been recognised for that expected reimbursement. 

Provided that a Small and Medium-sized Company and a Small and Medium-sized 

Enterprise (Level II and Level III non-corporate entities) may not comply with 

paragraph 67 above. 

68. Unless the possibility of any outflow in settlement is remote, an enterprise should 

disclose for each class of contingent liability at the balance sheet date a brief 

description of the nature of the contingent liability and, where practicable: 

(a) an estimate of its financial effect, measured under paragraphs 35-45; 

(b) an indication of the uncertainties relating to any outflow; and 

(c) the possibility of any reimbursement. 

69. In determining which provisions or contingent liabilities may be aggregated to form a 

class, it is necessary to consider whether the nature of the items is sufficiently similar for a 

single statement about them to fulfill the requirements of paragraphs 67 (a) and (b) and 68 

(a) and (b). Thus, it may be appropriate to treat as a single class of provision amounts 

relating to warranties of different products, but it would not be appropriate to treat as a 

single class amounts relating to normal warranties and amounts that are subject to legal 

proceedings. 

70.  Where a provision and a contingent liability arise from the same set of circumstances, 

an enterprise makes the disclosures required by paragraphs 66-68 in a way that shows 

the link between the provision and the contingent liability. 

71.  Where any of the information required by paragraph 68 is not disclosed because 

it is not practicable to do so, that fact should be stated. 

72.  In extremely rare cases, disclosure of some or all of the information required by 

paragraphs 66-70 can be expected to prejudice seriously the position of the enterprise 

in a dispute with other parties on the subject matter of the provision or contingent 

liability. In such cases, an enterprise need not disclose the information, but should 

disclose the general nature of the dispute, together with the fact that, and reason why, 

the information has not been disclosed. 
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Transitional Provisions 

73. All the existing provisions for decommissioning, restoration and similar 

liabilities (see paragraph 35) should be discounted prospectively, with the 

corresponding effect to the related item of property, plant and equipment. 

Illustration A 

Tables - Provisions, Contingent Liabilities and 

Reimbursements 

The purpose of this illustration is to summarise the main requirements of the Accounting 

Standard. It does not form part of the Accounting Standard and should be read in the context 

of the full text of the Ac- counting Standard. 

Provisions and Contingent Liabilities 

Where, as a result of past events, there may be an outflow of resources embodying 

future economic benefits in settlement of: (a) a present obligation the one whose 

existence at the balance sheet date is considered probable; or (b) a possible 

obligation the existence of which at the balance sheet date is considered not 

probable. 

There is a present 

obligation that probably 

requires an outflow of 

resources and a reliable 

estimate can be made of 

the amount of 

obligation. 

There is a possible 

obligation or a present 

obligation that may, 

but probably will not, 

require an outflow of 

resources. 

There is a possible obligation 

or a present obligation where 

the likelihood of an outflow 

of resources is remote. 

A provision is recognised 

(paragraph 14). 

Disclosures are required 

for the provision 

(paragraphs 66 and 67). 

No provision is 

recognised (para- graph 

26). 

Disclosures are required 

for the contingent 

liability (paragraph 68). 

No provision is recognised 

(para- graph 26). 

No disclosure is required 

(paragraph 68). 

Reimbursements 

Some or all of the expenditure required to settle a provision is expected to be 

reimbursed by another party. 

The enterprise has no 

obligation for the part 

of the expenditure to 

be reimbursed by the 

other party. 

The obligation for the 

amount expected to be 

reimbursed remains with 

the enterprise and it is 

virtually certain that 

reimbursement will be 

The obligation for the 

amount expected to be 

reimbursed remains with 

the enterprise and the 

reimbursement is not 

virtually certain if the 
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received if the enterprise 

settles the provision.

enterprise settles the 

provision.

The enterprise has no 

liability for the amount 

to be reimbursed 

(paragraph 50). 

The reimbursement is 

recognised as a separate 

asset in the balance sheet 

and may be offset against 

the expense in the 

statement of profit and loss. 

The amount recognised for 

the expected 

reimbursement does not 

exceed the liability 

(paragraphs 46 and 47). 

The expected reimbursement 

is not recognised as an asset 

(paragraph 46). 

No disclosure is 

required. 

The reimbursement is 

disclosed together with the 

amount recognised for the 

reimbursement [paragraph 

67(c)]. 

The expected reimbursement 

is disclosed [paragraph67(c)]. 

Illustration B 

Decision Tree 

The purpose of the decision tree is to summarise the main recognition requirements of the 

Accounting Standard for provisions and contingent liabilities. The decision tree does not form 

part of the Accounting Standard and should be read in the context of the full text of the 

Accounting Standard. 
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Note: in rare cases, it is not clear whether there is a present obligation. In these cases, a 

past event is deemed to give rise to a present obligation if, taking account of all available 

evidence, it is more likely than not that a present obligation exists at the balance sheet date 

(paragraph 15 of the Standard). 

Illustration C Illustrations: Recognition 

This illustration illustrates the application of the Accounting Standard to assist in clarifying 

its meaning. It does not form part of the Accounting Standard. 

All the enterprises in the Illustration have 31 March year ends. In all cases, it is assumed that 

a reliable estimate can be made of any outflows expected. In some Illustrations the 

circumstances described may have resulted in impairment of the assets - this aspect is not 

dealt with in the Illustrations. 

The cross references provided in the Illustrations indicate paragraphs of the Accounting 

Standard that are particularly relevant. The illustration should be read in the context of the 

full text of the Accounting Standard. 

Illustration 1: Warranties 

A manufacturer gives warranties at the time of sale to purchasers of its product. Under the 

terms of the contract for sale the manufacturer undertakes to make good, by repair or 

replacement, manufacturing defects that become apparent within three years from the date 

of sale. On past experience, it is probable (i.e. more likely than not) that there will be some 

claims under the warranties. 

Present obligation as a result of a past obligating event - The obligating event is the 

sale of the product with a warranty, which gives rise to an obligation. 

An outflow of resources embodying economic benefits in settlement - Probable for 

the warranties as a whole (see paragraph 23). 

Conclusion - A provision is recognised for the best estimate of the costs of making good 

under the warranty products sold before the balance sheet date (see paragraphs 14 and 

23). 

Illustration 2: Contaminated Land - Legislation Virtually 

Certain to be Enacted 

An enterprise in the oil industry causes contamination but does not clean up because there 

is no legislation requiring cleaning up, and the enterprise has been contaminating land for 

several years. At 31 March 2005 it is virtually certain that a law requiring a clean-up of land 

already contaminated will be enacted shortly after the year end. 

Present obligation as a result of a past obligating event - The obligating event is the 

contamination of the land because of the virtual certainty of legislation requiring cleaning up. 

An outflow of resources embodying economic benefits in settlement - Probable. 

Conclusion - A provision is recognised for the best estimate of the costs of the clean-up 

(see paragraphs 14 and 21). 
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Illustration 3: Offshore Oilfield 

An enterprise operates an offshore oilfield where its licensing agreement requires it to 

remove the oil rig at the end of production and restore the seabed. Ninety per cent of the 

eventual costs relate to the removal of the oil rig and restoration of damage caused by 

building it, and ten per cent arise through the extraction of oil. At the balance sheet date, 

the rig has been constructed but no oil has been extracted. 

Present obligation as a result of a past obligating event - The construction of the oil rig 

creates an obligation under the terms of the licence to remove the rig and restore the 

seabed and is thus an obligating event. At the balance sheet date, however, there is no 

obligation to rectify the damage that will be caused by extraction of the oil. 

An outflow of resources embodying economic benefits in settlement - Probable. 

Conclusion - A provision is recognised for the best estimate of ninety per cent of the 

eventual costs that relate to the removal of the oil rig and restoration of damage caused 

by building it (see paragraph 14). These costs are included as part of the cost of the oil rig. 

The ten per cent of costs that arise through the extraction of oil are recognised as a liability 

when the oil is extracted. 

Illustration 4: Refunds Policy 

A retail store has a policy of refunding purchases by dissatisfied customers, even though it 

is under no legal obligation to do so. Its policy of making refunds is generally known. 

Present obligation as a result of a past obligating event - The obligating event is the 

sale of the product, which gives rise to an obligation because obligations also arise from 

normal business practice, custom and a desire to maintain good business relations or act 

in an equitable manner. 

An outflow of resources embodying economic benefits in settlement - 

Probable, a proportion of goods are returned for refund (see paragraph 23). 

Conclusion - A provision is recognised for the best estimate of the costs of refunds (see 

paragraphs 11, 14 and 23). 

Illustration 5: Legal Requirement to Fit Smoke Filters 

Under new legislation, an enterprise is required to fit smoke filters to its factories by 30 

September 2005. The enterprise has not fitted the smoke filters. 

(a) At the balance sheet date of 31 March 2005 

Present obligation as a result of a past obligating event - There is no obligation because 

there is no obligating event either for the costs of fitting smoke filters or for fines under 

the legislation. 

Conclusion - No provision is recognised for the cost of fitting the smoke filters (see 

paragraphs 14 and 16-18). 

(b) At the balance sheet date of 31 March 2006 

Present obligation as a result of a past obligating event - There is still no obligation for 

the costs of fitting smoke filters because no obligating event has occurred (the fitting of 
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the filters). However, an obligation might arise to pay fines or penalties under the 

legislation because the obligating event has occurred (the non-compliant operation of the 

factory). 

An outflow of resources embodying economic benefits in settlement - Assessment of 

probability of incurring fines and penalties by non-compliant operation depends on the 

details of the legislation and the stringency of the enforcement regime. 

Conclusion - No provision is recognised for the costs of fitting smoke filters. However, a 

provision is recognised for the best estimate of any fines and penalties that are more likely 

than not to be imposed (see paragraphs 14 and 16-18). 

Illustration 6: Staff Retraining as a Result of Changes in the Income Tax 

System 

The government introduces a number of changes to the income tax system. As a result of 

these changes, an enterprise in the financial services sector will need to retrain a large 

proportion of its administrative and sales workforce in order to ensure continued 

compliance with financial services regulation. At the balance sheet date, no retraining of 

staff has taken place. 

Present obligation as a result of a past obligating event - There is no obligation because 

no obligating event (retraining) has taken place. 

Conclusion - No provision is recognised (see paragraphs 14 and 16-18). 

Illustration 7: A Single Guarantee 

During 2004-05, Enterprise A gives a guarantee of certain borrowings of Enterprise B, whose 

financial condition at that time is sound. During 2005-06, the financial condition of 

Enterprise B deteriorates and at 30 September 2005 Enterprise B goes into liquidation.  

(a) At 31 March 2005 

Present obligation as a result of a past obligating event - The obligating event is the 

giving of the guarantee, which gives rise to an obligation. 

An outflow of resources embodying economic benefits in settlement - 

No outflow of benefits is probable at 31 March 2005. 

Conclusion - No provision is recognised (see paragraphs 14 and 22). The guarantee is 

disclosed as a contingent liability unless the probability of any outflow is regarded as 

remote (see paragraph 68). 

(b)  At 31 March 2006 

Present obligation as a result of a past obligating event - The obligating event is the 

giving of the guarantee, which gives rise to a legal obligation. 

An outflow of resources embodying economic benefits in settlement - At 31 March 

2006, it is probable that an outflow of resources embodying economic benefits will be 

required to settle the obligation. 

Conclusion - A provision is recognised for the best estimate of the obligation (see 

paragraphs 14 and 22). 
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Note: This example deals with a single guarantee. If an enterprise has a portfolio of similar 

guarantees, it will assess that portfolio as a whole in determining whether an outflow of 

resources embodying economic benefit is probable (see paragraph 23). Where an 

enterprise gives guarantees in exchange for a fee, revenue is recognised under AS 9, 

Revenue Recognition. 

Illustration 8 : A Court Case 

After a wedding in 2004-05, ten people died, possibly as a result of food poisoning from 

products sold by the enterprise. Legal proceedings are started seeking damages from the 

enterprise but it disputes liability. Up to the date of approval of the financial statements 

for the year 31 March 2005, the enterprise’s lawyers advise that it is probable that the 

enterprise will not be found liable. However, when the enterprise prepares the financial 

statements for the year 31 March 2006, its lawyers advise that, owing to developments in 

the case, it is probable that the enterprise will be found liable. 

(a)  At 31 March 2005 

Present obligation as a result of a past obligating event - On the basis of the evidence 

available when the financial statements were approved, there is no present obligation as a 

result of past events. 

Conclusion - No provision is recognised (see definition of ‘present obligation’ and 

paragraph 15). The matter is disclosed as a contingent liability unless the probability of any 

outflow is regarded as remote (paragraph 68). 

(b)  At 31 March 2006 

Present obligation as a result of a past obligating event - On the basis of the evidence 

available, there is a present obligation. 

An outflow of resources embodying economic benefits in settlement - Probable. 

Conclusion - A provision is recognised for the best estimate of the amount to settle the 

obligation (paragraphs 14-15). 

Illustration 9A: Refurbishment Costs - No Legislative Requirement 

A furnace has a lining that needs to be replaced every five years for technical reasons. At 

the balance sheet date, the lining has been in use for three years. 

Present obligation as a result of a past obligating event - There is no present obligation. 

Conclusion - No provision is recognised (see paragraphs 14 and 16-18). The cost of 

replacing the lining is not recognised because, at the balance sheet date, no obligation to 

replace the lining exists independently of the company’s future actions - even the intention 

to incur the expenditure depends on the company deciding to continue operating the 

furnace or to replace the lining. 

Illustration 9B: Refurbishment Costs – Legislative Requirement 

An airline is required by law to overhaul its aircraft once every three years. 

Present obligation as a result of a past obligating event - There is no present obligation. 
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Conclusion - No provision is recognised (see paragraphs 14 and 16-18). The costs of 

overhauling aircraft are not recognised as a provision for the same reasons as the cost of 

replacing the lining is not recognised as a provision in illustration 9A. Even a legal 

requirement to overhaul does not make the costs of overhaul a liability, because no 

obligation exists to overhaul the aircraft independently of the enterprise’s future actions - 

the enterprise could avoid the future expenditure by its future actions, for example by 

selling the aircraft. 

Illustration 10: An Onerous Contract 

An enterprise operates profitably from a factory that it has leased under an operating lease. 

During December 2005 the enterprise relocates its operations to a new factory. The lease 

on the old factory continues for the next four years, it cannot be cancelled and the factory 

cannot be re-let to another user. 

Present obligation as a result of a past obligating event-The obligating event occurs 

when the lease contract becomes binding on the enterprise, which gives rise to a legal 

obligation. 

An outflow of resources embodying economic benefits in settlement- When the lease 

becomes onerous, an outflow of resources embodying economic benefits is probable, (Until 

the lease becomes onerous, the enterprise accounts for the lease under AS 19, Leases). 

Conclusion-A provision is recognised for the best estimate of the unavoidable lease 

payments. 

Illustration D 

Illustrations: Disclosure 

This illustration does not form part of the Accounting Standard. Its purpose is to illustrate the 

application of the Accounting Standard to assist in clarifying its meaning. 

An illustration of the disclosures required by paragraph 67 is provided below. 

Illustration 1 Warranties 

A manufacturer gives warranties at the time of sale to purchasers of its three product lines. 

Under the terms of the warranty, the manufacturer undertakes to repair or replace items 

that fail to perform satisfactorily for two years from the date of sale. At the balance sheet 

date, a provision of ` 60,000 has been recognised. The following information is disclosed: 

A provision of ` 60,000 has been recognised for expected warranty claims on products sold 

during the last three financial years. It is expected that the majority of this expenditure will 

be incurred in the next financial year, and all will be incurred within two years of the balance 

sheet date. 

An illustration is given below of the disclosures required by paragraph 72 where some of the 

information required is not given because it can be expected to prejudice seriously the 

position of the enterprise. 
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Illustration 2 Disclosure Exemption 

An enterprise is involved in a dispute with a competitor, who is alleging that the enterprise 

has infringed patents and is seeking damages of ` 1000 lakh. The enterprise recognises a 

provision for its best estimate of the obligation, but discloses none of the information 

required by paragraphs 66 and 67 of the Standard. The following information is disclosed: 

Litigation is in process against the company relating to a dispute with a competitor who 

alleges that the company has infringed patents and is seeking damages of ` 1000 lakh. The 

information usually required by AS 29, Provisions, Contingent Liabilities and Contingent 

Assets is not disclosed on the grounds that it can be expected to prejudice the interests of the 

company. The directors are of the opinion that the claim can be successfully resisted by the 

company. 
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GN(A) 5 (Issued 1983) Guidance Note on Terms Used  

in Financial Statements 
The following is the text of the guidance note issued with a view to clarify the important 

terms (including phrases) commonly used in the preparation and presentation of ‘general 

purpose financial statements’. These statements include balance sheet, statement of 
profit and loss and other statements and explanatory notes which form part thereof, 

issued for the use of shareholders/members, creditor, employees and public at la rge. 

Introduction 

1. The objective of this guidance note is to facilitate a broad and basic understanding 

of the various terms as well as to promote consistency and uniformity in their usage. As 

such it does not purport to provide a comprehensive or rigid dictionary. 

2.  The basic considerations to be borne in mind when selecting terms for use in the 

financial statements are clarity, significance and consistency.  

3.  This guidance note does not primarily cover the terms used in a specific sense by 

certain specialised institutions, e.g., banks, insurance companies, financial institutions or 

electricity companies. However, it is possible that some of the terms defined here may 

have common application for such institutions. 

4.  Many of the terms have, over a period of time, acquired a worldwide usage and 

recognition. Therefore, while formulating this guidance note, the Accounting Standards 

Board has taken into consideration the terminologies in use in various countries as 

formulated by their respective professional bodies. 

5.  The terms have been defined in this note, keeping in view their usage in the 

preparation and presentation of the financial statements. Some of these terms may have 

different meanings when used in the context of certain special enactments.  

6.  The definitions of the terms in this guidance note do not spell out the accounting 

procedure and are not prescriptive of a course of action.  

General Definitions 

1.01 Absorption Costing 

A method whereby the cost is determined so as to include the appropriate share of both 

variable and fixed costs. 

1.02 Acceptance 

The drawee’s signed assent on bill of exchange, to the order of the drawer. This term is 

also used to describe a bill of exchange that has been accepted. 

1.03 Account Receivable 

See Sundry Debtor 
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1.04 Accounting Policies 

The specific accounting principles and the methods of applying those principles adopted 

by an enterprise in the preparation and presentation of financial statements.  

1.05 Accrual  

Recognition of revenues and costs as they are earned or incurred (and not as money is 

received or paid). It includes recognition of transactions relating to assets and liabilities as 

they occur irrespective of the actual receipts or payments.  

1.06 Accrual Basis of Accounting 

The method of recording transactions by which revenues, costs, assets and liabilities are 

reflected in the accounts in the period in which they accrue. The ‘accrual basis of 
accounting’ includes considerations relating to deferrals, allocations, depreciation and 

amortisation. This basis is also referred to as mercantile basis of accounting.  

1.07 Accrued Asset 

A developing but not yet enforceable claim against another person which accumulates 

with the passage of time or the rendering of service or otherwise. It may arise from the 

rendering of services (including the use of money) which at the date of accounting have 

been partly performed, and are not yet billable. 

1.08 Accrued Expense 

An expense which has been incurred in an accounting period but for which no enforceable 

claim has become due in that period against the enterprise. It may arise from the 

purchase of services (including the use of money) which at the date of accounting have 

been only partly performed, and are not yet billable. 

1.09 Accrued Liability 

A developing but not yet enforceable claim by another person which accumulates with 

the passage of time or the receipt of service or otherwise. It may arise from the purchase 

of services (including the use of money) which at the date of accounting have been only 

partly performed, and are not yet billable. 

1.10 Accrued Revenue 

Revenue which has been earned in an accounting period but in respect of which no 

enforceable claim has become due in that period by the enterprise.  It may arise from the 

rendering of services (including the use of money) which at the date of accounting have 

been partly performed, and are not yet billable. 

1.11 Accumulated Depletion 

The total to date of the periodic depletion charges on wasting assets. 

1.12 Accumulated Depreciation 

The total to date of the periodic depreciation charges on depreciable assets. 
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1.13 Actual Cost 

See Cost 

1.14 Ad-valorem 

A method of levying tax or duty on goods by using their assessable value as the tax base.  

1.15 Added Value 

See Value Added 

1.16 Added Value Statement 

See Value Added Statement 

1.17 Advance 

Payment made on account of, but before completion of, a contract, or before acquisition 

of goods or receipt of services. 

1.18 Amortisable Amount 

See Amortisation 

1.19 Amortisation 

The gradual and systematic writing off of an asset or an account over an appropriate 

period. The amount on which amortisation is provided is referred to as amortisable 

amount. Depreciation accounting is a form of amortisation applied to depreciable assets. 

Depletion accounting is another form of amortisation applied to wasting assets. 

Amortisation also refers to gradual extinction or provision for extinction of a debt by 

gradual redemption or sinking fund payments or the gradual writing off to revenue of 

miscellaneous expenditure carried forward, e.g., share issue expenses, preliminary 

expenses, etc. 

1.20 Amortised Value 

The amortisable amount less any portion already provided by way of amortisation. 

1.21 Annual Report 

The information provided annually by the management of an enterprise to the owners 

and other interested persons concerning its operations and financial position. It includes 

the information statutorily required, e.g., in the case of a company, the balance sheet, 

profit and loss statement and notes on accounts, the auditor’s report thereon, and the 

report of the Board of Directors.  It also includes other information voluntarily provided 

e.g., value added statement, graphs, charts, etc. 

1.22 Appropriation Account 

An account sometimes included as a separate section of the profit and loss statement 

showing application of profits towards dividends, reserves, etc. 
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1.23 Assets 

Tangible objects or intangible rights owned by an enterprise and carrying probable future 

benefits. 

1.24 Auditor’s Report 

The formal expression of opinion by an independent external auditor on the financial 

statements of an enterprise including such reservations, qualifications and negations as 

may be called for and incorporating, where appropriate, such statutory affirmations as 

may be prescribed. 

1.25 Authorised Share Capital 

The number and par value, of each class of shares that an enterprise may issue in 

accordance with its instrument of incorporation. This is sometimes referred to as nominal 

share capital. 

1.26 Average Cost 

The cost of an item at a point of time as determined by applying an average of the cost of 

all items of the same nature over a period. When weightages are also applied in the 

computation, it is termed as weighted average cost. 

2.01 Bad Debts 

Debts owed to an enterprise which are considered to be irrecoverable. 

2.02 Balance Sheet 

A statement of the financial position of an enterprise as at a given date, which exhibits its 

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

values. 

2.03 Bill of Exchange 

An instrument in writing containing an unconditional order, signed by the maker, 

directing a certain person to pay a certain sum of money only, to or to the order of a 

certain person or to the bearer of the instrument. 

2.04 Bond 

See Debenture 

2.05 Bonus Shares 

Shares allotted by capitalisation of the reserves or surplus of a corporate enterprise. 

2.06 Book Value 

The amount at which an item appears in the books of account or financial statements. It 

does not refer to any particular basis on which the amount is determined e.g., cost, 

replacement value, etc. 
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3.01 Call 

A demand pursuant to terms of issue to pay a part or whole of the balance remaining 

payable on shares or debentures after allotment. 

3.02 Called-up Share Capital 

That part of the subscribed share capital which shareholders have been required to pay. 

3.03 Capital 

Generally refers to the amount invested in an enterprise by its owners e.g. paid-up share 

capital in a corporate enterprise. It is also used to refer to the interest of owners in the 

assets of an enterprise. 

3.04 Capital Assets 

Assets, including investments not held for sale, conversion or consumption in the ordinary 

course of business. 

3.05 Capital Commitment 

Future liability for capital expenditure in respect of which contracts have been made.  

3.06 Capital Employed 

The finances deployed by an enterprise in its net fixed assets, investments and working 

capital. Capital employed in an operation may, however, exclude investments made 

outside that operation. 

3.07 Capital Loss 

See Capital Profit 

3.08 Capital Profit 

Excess of the proceeds realised from the sale, transfer, or exchange of the whole or a part 

of a capital asset over its cost. When the result of this computation is negative, it is 

referred to as capital loss. 

3.09 Capital Redemption Reserve 

A reserve created on redemption of the redeemable preference shares of a corporate 

enterprise out of its profits which would otherwise have been available for distribution as 

dividend. 

3.10 Capital Reserve 

A reserve of a corporate enterprise which is not available for distribution as dividend. 

3.11 Capital Work-in-progress 

Expenditure on capital assets which are in the process of construction or completion. 

 

© The Institute of Chartered Accountants of India



II-6 Accounting Pronouncements 

3.12 Cash Basis of Accounting 

The method of recording transactions by which revenues and costs and assets and 

liabilities are reflected in the accounts in the period in which actual receipts or actual 

payments are made. 

3.13 Cash Discount 

A reduction granted by a supplier from the invoiced price in consideration of immediate 

payment or payment within a stipulated period.  

3.14 Cash Profit 

The net profit as increased by non-cash costs, such as depreciation, amortisation, etc. 

When the result of the computation is negative, it is termed as cash loss. 

3.15 Changes in Financial Position, Statement of 

A financial statement which summarises, for the period covered by it, the changes in the 

financial position including the sources from which funds were obtained by the enterprise 

and the specific uses to which such funds were applied. This is also called the funds flow 

statement. 

3.16 Charge 

An encumbrance on an asset to secure an indebtedness or other obligations. It may be 

fixed or floating. 

3.17 Cheque 

A bill of exchange drawn upon a specified banker and not expressed to be payable 

otherwise than on demand. 

3.18 Collateral Security 

Security which is given in addition to the principal security against the same liability or 

obligation. 

3.19 Contingency 

A condition or situation, the ultimate outcome of which, gain or loss, will be known or 

determined only on the occurrence or non-occurrence of one or more uncertain future 

events. 

3.20 Contingent Asset 

An asset the existence, ownership or value of which may be known or determined only on the 

occurrence or non-occurrence of one or more uncertain future events. 

3.21 Contingent Liability 

An obligation relating to an existing condition or situation which may arise in future 

depending on the occurrence or non-occurrence of one or more uncertain future events. 
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3.22 Contra Account 

One or two or more accounts which partially or wholly off-set another or other accounts. 

3.23 Cost 

The amount of expenditure incurred on or attributable to a specified article, product or 

activity. 

3.24 Cost of Purchase 

The purchase price including duties and taxes, freight inwards and other expenditure 

directly attributable to acquisition, less trade discounts, rebates, duty drawbacks, and 

subsidies in respect of such purchase. 

3.25 Cost-plus Contract 

A contract under which the contractor is reimbursed for allowable or otherwise defined 

costs as increased by a percentage of such costs or an agreed fee. 

3.26 Cost of Goods Sold 

The cost of goods sold during an accounting period. In manufacturing operations, it includes 

(i) cost of materials; (ii) labour and factory overheads; selling and administrative expenses are 

normally excluded. 

3.27 Cost of Sales 

Cost of goods sold plus selling and administrative expenses. 

3.28 Conversion Cost 

Cost incurred to convert raw materials or components into finished or semi-finished 

products. This normally includes costs which are specifically attributable to units of 

production, i.e., direct labour, direct expenses and subcontracted work, and production 

overheads as applicable in accordance with either the direct cost or absorption costing 

method. Production overheads exclude expenses which relate to general administration, 

finance, selling and distribution. 

3.29 Convertible Bond 

See Convertible Debenture 

3.30 Convertible Debenture 

A debenture which gives the holder a right to its conversion, wholly or partly, in shares  in 

accordance with the terms of issue. 

3.31 Creditor 

See Sundry Creditor 

3.32 Cumulative Dividend 

A dividend payable on cumulative preference shares which, if unpaid, accumulates as a 

claim against the earnings of a corporate enterprise, before any distribution is made to 

the other shareholders. 
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3.33 Cumulative Preference Shares 

A class of preference shares entitled to payment of cumulative dividends. Preference 

shares are always deemed to be cumulative, unless they are expressly made non-

cumulative. 

3.34 Current Assets 

Cash and other assets that are expected to be converted into cash or consumed in the 

production of goods or rendering of services in the normal course of business.  

3.35 Current Liability 

Liability including loans, deposits and bank overdraft which falls due for payment in a 

relatively short period, normally not more than twelve months.  

4.01 Debenture 

A formal document constituting acknowledgment of a debt by an enterprise usually given 

under its common seal and normally containing provisions regarding payment of interest, 

repayment of principal and security, if any. It is transferable in the appropriate manner.  

4.02 Debenture Redemption Reserve 

A reserve created for the redemption of debentures at a future date. 

4.03 Debtor 

See Sundry Debtor 

4.04 Deferral 

Postponement of recognition of a revenue or expense after its related receipt or payment 

(or incurrence of a liability) to a subsequent period to which it applies. Common examples 

of deferrals include prepaid rent and taxes, unearned subscr iptions received in advance 

by newspapers and magazine selling companies, etc. 

4.05 Deferred Expenditure 

Expenditure for which payment has been made or a liability incurred but which is carried 

forward on the presumption that it will be of benefit over a subsequent period or periods. 

This is also referred to as deferred revenue expenditure. 

4.06 Deferred Revenue 

Revenue or income received or recorded before it is earned and carried forward to a 

subsequent period or periods to which it relates.  

4.07 Deferred Revenue Expenditure 

See Deferred Expenditure 

4.08 Deficiency 

The excess of liabilities over assets of an enterprise at a given date. The debit balance in 

the profit and loss statement. 
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4.09 Deficit 

The debit balance in the profit and loss statement. 

4.10 Depletion 

A measure of exhaustion of a wasting asset represented by periodic write off of cost or 

other substituted value. 

4.11 Depreciable Amount 

The historical cost, or other amount substituted for historical cost of a depreciable asset in 

the financial statements, less the estimated residual value. 

4.12 Depreciable Asset 

Asset which is expected to be used during more than one accounting period, has a limited 

useful life, and is held by an enterprise for use in the production or supply of goods, and 

services, for rental to others, or for administrative purposes and not for the purpose of 

sale in the ordinary course of business. 

4.13 Depreciation 

A measure of the wearing out, consumption or other loss of value of a depreciable asset 

arising from use, effluxion of time or obsolescence through technology and market 

changes. It is allocated so as to charge a fair proportion in each accounting period during 

the useful life of the asset. It includes amortisation of assets whose useful life is 

predetermined and depletion of wasting assets. 

4.14 Depreciation Method 

Any method of calculating depreciation for an accounting period. 

4.15 Depreciation Rate 

A percentage applied to the historical cost or the substituted amount of a depreciable 

asset (or in case of diminishing balance method, the historical cost or the substituted 

amount less accumulated depreciation). 

4.16 Development Allowance Reserve 

A reserve created in compliance with one of the conditions for claiming development 

allowance under the Income-tax Act, 1961. 

4.17 Development Rebate Reserve 

A reserve created in compliance with one of the conditions for claiming development 

rebate under the Income-tax Act, 1961. 

4.18 Diminishing Balance Method 

A method under which the periodic charge for depreciation of an asset is computed by 

applying a fixed percentage to its historical cost or substituted amount less accumulated 

depreciation (net book value). This is also referred to as written down value method. 
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4.19 Direct Cost 

An item of cost that can be reasonably identified with a specific unit of product or with a 

specific operation or other cost center. 

4.20 Direct Costing  

A method whereby the cost is determined so as to include the appropriate share of 

variable costs only, all fixed costs being charged against revenue in the period in which 

they are incurred. 

4.21 Discount 

A reduction from a list price, quoted price or invoiced price. It also refers to the price for 

obtaining payment on a bill before its maturity.  

4.22 Dividend 

A distribution to shareholders out of profits or reserves available for this purpose. 

4.23 Dividend Equalisation Reserve 

A reserve created to maintain the rate of dividend in future years. 

5.01 Earnings Per Share 

The earnings in monetary terms attributable to each equity share, based on the net profit 

for the period, before taking into account prior period items, extraordinary items and 

adjustments resulting from changes in accounting policies but after deducting tax 

appropriate thereto and preference dividends, divided by the number of equity shares 

issued and ranking for dividend in respect of that period. 

5.02 Entity Concept 

The view of the relationship between the accounting entity and its owners which regards 

the entity as a separate person, distinct and apart from its owners.  

5.03 Equity Share 

A share which is not a preference share. Also sometimes called ordinary share. 

5.04 Expenditure 

Incurring a liability, disbursement of cash or transfer of property for the purpose of 

obtaining assets, goods or services. 

5.05 Expense 

A cost relating to the operations of an accounting period or to the revenue earned during 

the period or the benefits of which do not extend beyond that period.  

5.06 Expired Cost 

That portion of an expenditure from which no further benefit is expected. Also termed as 

expense. 
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5.07 Extraordinary Item 

Gain or loss which arises from events or transactions that are distinct from ordinary 

activities of the enterprise and which are both material and expected not to recur 

frequently or regularly. This would also include material adjustments necessitated by 

circumstances, which, though related to previous periods, are determined in the current 

period. 

6.01 Fair Market Value 

The price that would be agreed to in an open and unrestricted market between 

knowledgeable and willing parties dealing at arm’s length who are fully informed and not 
under any compulsion to transact. Arm’s length is a term applied to any transaction on 
the assumption that the parties to the transaction would act without being influenced by 

each other or by any other person. 

6.02 Fictitious Asset 

Item grouped under assets in a balance sheet which has no real value (e.g. the debit 

balance of the profit and loss statement).  

6.03 First Charge 

A charge having priority over other charges. 

6.04 First In, First Out (FIFO) 

Computation of the cost of items sold or consumed during a period as though they were 

sold or consumed in order of their acquisition.  

6.05 Fixed Asset 

Asset held for the purpose of providing or producing goods or services and that is not 

held for resale in the normal course of business. 

6.06 Fixed Cost 

That cost of production which by its very nature remains relatively unaffected in a defined 

period of time by variations in the volume of production.  

6.07 Fixed Deposit 

Deposit for a specified period and at specified rate of interest. 

6.08 Fixed or Specific Charge 

A charge which attaches to a particular asset which is identified when the charge is 

created, and the identity of the asset does not change during the subsistence of the 

charge. 

6.09 Floating Charge 

A general charge on some or all assets of an enterprise which are not attached to specific 

assets and are given as security against a debt. 
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6.10 Foreign Currency, Translation of 

The process of expressing amounts stated in a foreign currency into  equivalent amounts 

in local currency by using an exchange rate between the two currencies.  

6.11 Foreign Currency Conversion 

The process of expressing amounts stated in a foreign currency into equivalent amounts 

in local currency by using the exchange rate at which the foreign currency is bought or 

sold. 

6.12 Forfeited Share 

A share to which title is lost by a member for non-payment of call money or default in 

fulfilling any engagement between members or expulsion of members where the articles 

specifically provide therefor. 

6.13 Free Reserve 

A reserve the utilisation of which is not restricted in any manner. 

6.14 Functional Classification 

A system of classification of expenses and revenues and the corresponding assets and 

liabilities to each function or activity, rather than by reference to their nature. 

6.15 Fund 

An account usually of the nature of a reserve or a provision which is represented by 

specifically earmarked assets. 

6.16 Fundamental Accounting Assumptions 

Basic accounting assumptions which underlie the preparation and presentation of 

financial statements. They are going concern, consistency and accrual. Usually, they are 

not specifically stated because their acceptance and use are assumed. Disclosure is 

necessary if they are not followed. 

6.17 Funds Flow Statement 

See Changes in Financial Position, Statement of 7.01 Gain 

A monetary benefit, profit or advantage resulting from a transaction or group of transactions. 

7.02 General Reserve 

A revenue reserve which is not earmarked for a specific purpose. 

7.03 Going Concern Assumption 

An accounting assumption according to which an enterprise is viewed as continuing in 

operation for the foreseeable future. It is assumed that the enterprise has neither the 

intention nor the necessity of liquidation or of curtailing materially the scale of its 

operations. 

 

© The Institute of Chartered Accountants of India



    Part – II: Guidance Notes  II-13 

7.04 Goodwill 

An intangible asset arising from business connections or trade name or reputation of an 

enterprise. 

7.05 Gross Margin or Gross Profit 

The excess of the proceeds of goods sold and services rendered during a period over 

their cost, before taking into account administration, selling, distribution and financing 

expenses. When the result of this computation is negative it is referred to as gross loss. 

7.06 Gross Sales 

See Sales Turnover 

7.07 Gross Turnover 

See Sales Turnover 

8.01 Income 

See Revenue 

8.02 Income and Expenditure Statement 

A financial statement, often prepared by non-profit making enterprises like clubs, 

associations etc. to present their revenues and expenses for an accounting period and to 

show the excess of revenues over expenses (or vice versa) for that period. It is similar to 

profit and loss statement and is also called revenue and expense statement. 

8.03 Intangible Asset 

Asset which does not have a physical identity e.g. goodwill, patents, copyright etc. 

8.04 Internal Audit 

An independent appraisal activity within an enterprise whether by the staff of the 

enterprise or by a firm of accountants appointed for that purpose, for the review of 

accounting, financial and other operations and controls as a basis for service to 

management. It involves a specialised application of the techniques of auditing.  

8.05 Internal Check 

A system of allocation of responsibility, division of work, and methods of recording 

transactions, whereby the work of an employee or group of employees is checked 

continuously by correlating it with the work of others. An essential feature is that no one 

employee or group of employees has exclusive control over any transaction or group of 

transactions.  

8.06 Internal Control 

The entire system of controls, financial and otherwise, established by the management in 

order to carry on the business of the enterprise in an orderly and efficient manner, ensure 

adherence to management policies, safeguard the assets and secure as far as possible the 

accuracy and completeness of the records. 
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8.07 Interim Report 

The information provided with reference to a date before the close of the accounting 

period by the management of an enterprise to owners or other interested persons 

concerning its operations or financial position. 

8.08 Inventory 

Tangible property held for sale in the ordinary course of business, or in the process of 

production for such sale, or for consumption in the production of goods or services for 

sale, including maintenance supplies and consumables other than machinery spares. 

8.09 Investment 

Expenditure on assets held to earn interest, income, profit or other benefits. 

8.10 Investments 

Assets held not for operational purposes or for rendering services i.e. assets other than fixed 

assets or current assets (e.g. securities, shares, debentures, immovable properties). 

8.11 Investment Allowance Reserve 

A reserve created in compliance with one of the conditions for claiming investment 

allowance under the Income-tax Act, 1961.  

8.12 Issued Share Capital 

That portion of the authorised share capital which has actually been offered for 

subscription. This includes any bonus shares allotted by the corporate enterprise. 

9.01 Last In, First Out (LIFO) 

Computation of the cost of items sold or consumed during a period on the basis that the 

items last acquired were sold or consumed first.  

9.02 Liability 

The financial obligation of an enterprise other than owners’ funds.  
9.03 Lien 

Right of one person to satisfy a claim against another by holding or retaining possession 

of that other’s assets/property.   

9.04 Long-term Liability 

Liability which does not fall due for payment in a relatively short period, i.e., normally a 

period not more than twelve months. 

9.05 Loss 

See Profit 
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10.01 Materiality 

An accounting concept according to which all relatively important and relevant items, i.e., 

items the knowledge of which might influence the decisions of the user of the financial 

statements are disclosed in the financial statements.  

10.02 Mercantile Basis of Accounting 

See Accrual Basis of Accounting 

10.03 Mortgage 

A transfer of interest in specific immovable property for the purpose of securing a loan 

advanced, or to be advanced, an existing or future debt or the performance of an 

engagement which may give rise to a pecuniary liability. The security is redeemed when 

the loan is repaid or the debt discharged or the obligations performed.  

11.01 Net Assets 

The excess of the book value of assets (other than fictitious assets) of an enterprise over its 

liabilities. This is also referred to as net worth or shareholders’ funds. 
11.02 Net Fixed Assets 

Fixed assets less accumulated depreciation thereon up-to-date. 

11.03 Net Loss 

See Net Profit 

11.04 Net Profit 

The excess of revenue over expenses during a particular accounting period. When the 

result of this computation is negative, it is referred to as net loss. The net profit may be 

shown before or after tax. 

11.05 Net Realisable Value 

The actual/estimated selling price of an asset in the ordinary course of the business less 

cost of completion and cost necessarily to be incurred in order to make the sale.  

11.06 Net Sales 

See Sales Turnover 

11.07 Net Turnover 

See Sales Turnover 

11.08 Net Worth 

See Net Assets 

11.09 Nominal Share Capital 

See Authorised Share Capital 
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12.01 Obsolescence 

Diminution in the value of an asset by reason of its becoming out-of date or less useful 

due to technological changes, improvement in production methods, change in market 

demand for the product or service output of the asset, or legal or other restrictions. 

12.02 Operating Profit 

The net profit arising from the normal operations and activities of an enterprise without 

taking account of extraneous transactions and expenses of a purely financial nature.  

13.01 Paid-up Share Capital 

That part of the subscribed share capital for which consideration in cash or otherwise has 

been received. This includes bonus shares allotted by the corporate enterprise. 

13.02 Pari Passu Charge 

Charge created by an enterprise on its assets in favour of more than one person on the 

condition that each such person has equal rights of realization out of the assets as the 

other(s). 

13.03 Pledge 

Deposit of goods by one person (pledgor or pawnor) to another person (pledgee or 

pawnee) as a security for payment of a debt or performance of a promise. The pledgee 

has a special lien/right on the property in the pledged goods with a right to sell the same 

after notice if the pledgor fails to discharge the debt or perform his promise on the 

stipulated date.  

13.04 Preference Share Capital 

That part of the share capital of a corporate enterprise which enjoys preferential rights in 

respect of payments of fixed dividend and repayment of capital. Preference shares may 

also have full or partial participating rights in surplus profi ts or surplus capital. 

13.05 Preferential Payment 

Payment which in a winding up or insolvency has to be made in priority  to all other debts 

as per statute. 

13.06 Preliminary Expenses 

Expenses relating to the formation of an enterprise. These include legal,  accounting and 

share issue expenses incurred for formation of the enterprise.  

13.07 Pre-paid Expense 

Payment for expense in an accounting period, the benefit for which will accrue in the 

subsequent accounting period(s). 

13.08 Prime Cost 

The total cost of direct materials, direct wages and other direct production expenses.  
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13.09 Prior Period Item 

A material charge or credit which arises in the current period as a result of errors or 

omissions in the preparation of the financial statements of one or more pr ior periods. 

13.10 Profit 

A general term for the excess of revenue over related cost. When the result of this 

computation is negative it is referred to as loss. Also see gross profit, operating profit, 

net profit. 

13.11 Profit and Loss Statement 

A financial statement which presents the revenues and expenses of an enterprise for an 

accounting period and shows the excess of revenues over expenses (or vice versa). It is 

also known as profit and loss account. 

13.12 Promissory Note 

An instrument in writing (not being a bank note or currency note) containing an 

unconditional undertaking, signed by the maker, to pay a certain sum of money only to, 

or to the order of, a certain person or to the bearer of the instrument.  

13.13 Propriety Concept 

A concept of evaluating performance or specific transactions of an enterprise with 

reference to the tests of commonly accepted norms, customs and standards of conduct 

including those based on considerations of public interest.  

13.14 Provision 

An amount written off or retained by way of providing for depreciation or diminution in 

value of assets or retained by way of providing for any known liability the amount of 

which cannot be determined with substantial accuracy. 

13.15 Provision for Doubtful Debts 

A provision made for debts considered doubtful of recovery. 

13.16 Prudence 

A concept of care and caution used in accounting according to which (in view of the 

uncertainty attached to future events) profits are not anticipated, but recognised only 

when realised, though not necessarily in cash. Under this concept, provision is made for 

all known liabilities and losses, even though the amount cannot be determined with 

certainty and represents only a best estimate in the light of available information.  

13.17 Public Deposits 

Fixed deposits accepted by an enterprise from the public in accordance with the prevailing 

Rules made in this behalf. 
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14.01 Redeemable Preference Share 

The preference share that is repayable either after a fixed or determinable period or at 

any time decided by the management (by giving due notice), under certain conditions 

prescribed by the instrument of incorporation or the terms of issue.  

14.02 Redemption 

Repayment as per given terms normally used in connection with preference shares and 

debentures. 

14.03 Reduction of Capital 

The extinguishment or reduction of shareholders’ liability on any of the shares of a 
corporate enterprise in respect of the share capital not fully paid up or the cancellation of 

paid-up share capital of a company which is not represented by available assets. It also 

refers to the return of any paid-up share capital in excess of requirements. 

14.04 Reserve 

The portion of earnings, receipts or other surplus of an enterprise (whether capital or 

revenue) appropriated by the management for a general or a specific purpose other than 

a provision for depreciation or diminution in the value of assets or for a known liability. 

The reserves are primarily of two types: capital reserves and revenue reserves. 

14.05 Revaluation Reserve 

A reserve created on the revaluation of assets or net assets of an enterprise represented 

by the surplus of the estimated replacement cost or estimated market values over the 

book values thereof. 

14.06 Revenue 

The gross inflow of cash, receivables or other consideration arising in the course of the 

ordinary activities of an enterprise from the sale of goods, from the rendering of services, 

and from the use by others of enterprise resources yielding interest, royalties and 

dividends. Revenue is measured by the charges made to customers or clients for goods 

supplied and services rendered to them and by the charges and rewards arising from the 

use of resources by them. It excludes amounts collected on behalf of third parties such as 

certain taxes. In an agency relationship, the revenue is the amount of commission and not 

the gross inflow of cash, receivables or other consideration. 

14.07 Revenue and Expense Statement 

See Income and Expenditure Statement 

14.08 Revenue Reserve 

Any reserve other than a capital reserve. 

14.09 Right Share 

An allotment of shares on the issue of fresh capital by a corporate enterprise to which a 

shareholder is entitled on payment, by virtue of his holding certain shares in the 
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enterprise in proportion to the number of shares already held by him. (Shares allotted to 

certain categories of debenture holders pursuant to the rights enjoyed by them are 

sometimes called right shares) 

15.01 Sales Turnover 

The aggregate amount for which sales are effected or services rendered by an enterprise. 

The terms gross turnover and net turnover (or gross sales and net sales) are 

sometimes used to distinguish the sales aggregate before and after deduction of returns 

and trade discounts. 

15.02 Secured Loan 

Loan secured wholly or partly against an asset. 

15.03 Self-Insurance 

The assumption by an enterprise of a risk which is not covered by an external insurance 

agency and for which internal allocations or provisions have been made. 

15.04 Share Capital 

Aggregate amount of money paid or credited as paid on the shares and/ or stocks of a 

corporate enterprise. 

15.05 Share Discount 

The excess of the face value of shares over their issue price. 

15.06 Shareholders’ Equity 

The interest of the shareholders in the net assets of a corporate enterprise. However, in 

the case of liquidation it is represented by the residual assets after meeting prior claims. 

15.07 Shareholders’ Funds 

See Net Assets 

15.08 Share Issue Expenses 

Costs incurred in connection with the issue and allotment of shares. These include legal 

and professional fees, advertising expenses, printing costs, underwriting commission, 

brokerage, and also expenses in connection with the issue of prospectus and allotment of 

shares. 

15.09 Share Premium 

The excess of the issue price of shares over their face value. 

15.10 Short-term Liability 

See Current Liability 

15.11 Sinking Fund 

A fund created for the repayment of a liability or for the replacement of an asset. 
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15.12 Social Cost Benefit Analysis 

The identification, measurement and reporting of social costs and benefits related to a 

project or an enterprise. 

15.13 Social Cost 

The cost or the loss to society resulting from the operations of an enterprise in its 

particular circumstances. Such costs are often not readily measurable in monetary terms. 

This term is also used in a specific sense to denote the costs incurred by an enterprise in 

providing social amenities.  

15.14 Social Benefit 

The benefits or income to society resulting from operations of an enterprise in its 

particular circumstances. Such benefits are often not readily measurable in monetary 

terms. 

15.15 Standard Cost 

A pre-determined cost of an activity, operation, process or product, established as a basis 

for control and reporting. 

15.16 Straight Line Method 

The method under which the periodic charge for depreciation is computed by dividing the 

depreciable amount of a depreciable asset by the estimated number of years of its useful 

life. 

15.17 Subscribed Share Capital 

That portion of the issued share capital which has actually been subscribed and allotted. 

This includes any bonus shares allotted by the corporate enterprise. 

15.18 Substance over Form 

An accounting concept according to which the substance and not merely the legal form 

of transactions and events governs their accounting treatment and presentation in 

financial statements. 

15.19 Sundry Creditor 

Amount owed by an enterprise on account of goods purchased or services received or in 

respect of contractual obligations. Also termed as trade creditor or account payable. 

15.20 Sundry Debtor 

Person from whom amounts are due for goods sold or services rendered or in respect of 

contractual obligations. Also termed as debtor, trade debtor, account receivable . 

15.21 Surplus 

Credit balance in the profit and loss statement after providing for proposed 

appropriations, e.g., dividend or reserves. 
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16.01 Test Check 

Examination of representative items selected from an account or record for the purpose 

of arriving at an opinion on the entire account or record.  

16.02 Trade Creditor 

See Sundry Creditor 

16.03 Trade Debtor 

See Sundry Debtor 

16.04 Trade Discount 

A reduction granted by a supplier from the list price of goods or services on business 

considerations other than for prompt payment.  

16.05 Transfer Price 

The price charged (or value assigned) to a product or service which is transferred  within 

an enterprise from one segment/division to another.  

17.01 Unclaimed Dividend 

Dividend which has been declared by a corporate enterprise and a warrant or a cheque in 

respect whereof has been despatched but has not been encashed by the shareholder 

concerned. 

17.02 Unexpired Cost 

That portion of an expenditure whose benefit has not yet been exhausted. 

17.03 Unissued Share Capital 

That portion of the authorised share capital for which shares have not been offered for 

subscription. 

17.04 Unpaid Dividend 

Dividend which has been declared by a corporate enterprise but has not been paid, or the 

warrant or cheque in respect whereof has not been dispatched within the prescribed 

period. 

17.05 Useful Life 

Life which is either (i) the period over which a depreciable asset is expected to be used by 

the enterprise; or (ii) the number of production or similar units expected to be obtained 

from the use of the asset by the enterprise. 

18.01 Value Added 

The increase in value of a product or service resulting from an alteration in the form, 

location or availability excluding the cost of bought-out materials or services. This is also 

referred to as added value. 
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18.02 Value Added Statement 

A statement of the value added that an enterprise has been able to generate and it s 

distribution among those contributing to its generation. This is also referred to as added 

value statement. 

GN(A) 6 (Issued 1988) 

Guidance Note on Accrual Basis of Accounting 

1. Introduction 

1.1 Certain fundamental accounting assumptions underlie the preparation and 

presentation of financial statements. “Accrual” is one of the fundamental accounting 
assumptions. Para 27 of the Accounting Standard on Disclosure of Accounting Policies 

(AS-1), issued by the Institute of Chartered Accountants of India (ICAI) , provides that if 

fundamental accounting assumptions, viz., going concern, consistency and accrual are not 

followed, the fact should be disclosed. 

1.2 There are three bases of accounting in use, viz., (i) accrual (ii) cash and (iii) hybrid. 

The Companies (Amendment) Act, 1988, has amended section 209 of the Companies Act, 

1956 with effect from 15th June, 1988, making it obligatory on all companies to maintain 

their accounts on accrual basis and according to the double entry system of accounting. 

In view of this amendment all companies will now be required to keep their accounts on 

accrual basis of accounting, in respect of any accounting year closing on or after 15th 

June, 1988. 

1.3 This guidance note is issued by the Research Committee of the ICAI providing 

guidance in respect of maintenance of accounts on the accrual basis of accounting.  

2. Accrual Basis of Accounting 

2.1 The term “Accrual” has been explained in the Accounting Standard on Disclosure of 
Accounting Policies (AS-1), as under: 

“Revenues and costs are accrued, that is, recognised as they are earned or incurred (and 

not as money is received or paid) and recorded in the financial statements of the periods 

to which they relate”. 
2.2 The Guidance Note on Terms Used in Financial Statements, issued by the Accounting 

Standards Board of the ICAI, explains ‘Accrual Basis of Accounting’ as under:  
“The method of recording transactions by which revenues, costs, assets and liabilities are 
reflected in the accounts in the period in which they accrue. The ‘Accrual Basis of 

Accounting’ includes considerations relating to deferrals, allocations, depreciation and 
amortisation. This basis is also referred to as ‘Mercantile Basis of Accounting’.”  

Accrual Basis of Accounting  

2.3 Accrual basis of accounting, thus, attempts to record the financial effects of the 

transactions, events, and circumstances of an enterprises in the period in which they 
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occur rather than recording them in the period(s) in which cash is received or paid by the 

enterprise. It recognises that the buying, producing, selling and other economic events 

that affect enterprise’s performance often do not coincide with the cash receipts and 
payments of the period. The goal of accrual basis of accounting is to relate the 

accomplishments (measured in the form of revenue) and the efforts (measured in terms 

of cost) so that reported net income measures an enterprise’s performance during a 
period instead of merely listing its cash receipts and payments. Apart from income 

measurement, accrual basis of accounting recognises assets, liabilities or components of 

revenues and expenses for amounts received or paid in cash in past, and amounts 

expected to be received or paid in cash in the future. 

2.4 The major difference between accrual accounting and accounting based on cash 

receipts and outlays, is in timing of recognition of revenues, expenses, gains and losses. 

Cash receipts in a particular period may largely reflect the effects of activities of the 

enterprise in the earlier periods, while many of the cash outlays may relate to activities 

and efforts expected in future periods. Thus, an account showing cash receipts and cash 

outlays of an enterprise for a short period cannot indicate how much of the cash received 

is return of investment and how much is return on investment and thus cannot indicate 

whether or to what extent an enterprise is successful or unsuccessful.  

2.5 The following are the essential features of accrual basis of accounting:  

(i)  Revenue is recognised as it is earned. 

(ii) Costs are matched either against revenues so recognised or against the relevant time 

period to determine periodic income, and 

(iii) Costs which are not charged to income are carried forward and are kept under 

continuous review. Any cost that appears to have lost its utility or its power to 

generate future revenue is written-off as a loss. 

2.6 The above features of accrual basis of accounting are discussed in the following 

paragraphs. 

3. Revenue Recognition 

3.1 The Accounting Standard on “Revenue Recognition” (AS-9) issued by ICAI deals with 

the bases for recognition of revenue in the statement of profit and loss of an enterprise. 

This standard lays down rules for recognition of revenue arising in the course of the 

ordinary activities of the enterprise from (i) sale of goods, (ii) rendering of services, and 

(iii) use of resources of the enterprise by others yielding interest, royalties and dividends.  

3.2 Recognition of revenue requires that revenue is measurable and that at the time of 

sale or the rendering of service or the use of resources of the enterprise by others it 

would not be unreasonable to expect ultimate collection. 

3.3 An essential criterion for the recognition of revenue is that the consideration 

receivable from the sale of goods, the rendering of services or from the use by others of 

resources of the enterprise is reasonably determinable. When such consideration is not 

determinable within reasonable limits, the recognition of revenue is postponed.  
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3.4 When recognition of revenue is postponed due to the effect of uncertaint ies, it is 

considered as revenue for the period in which it is properly recognised according to the 

principles discussed herein. 

3.5 Where the ability to assess the ultimate collection with reasonable certainty is lacking 

at the time of raising any claim, e.g., for escalation of price, export incentives, interest etc., 

revenue recognition is postponed to the extent of uncertainty involved. It is possible that 

the uncertainty of collection may be either in respect of the entire transaction or a part 

thereof. For that part in respect of which there is no uncertainty of collection, the revenue 

is immediately recognised and for the remaining part the recognition of revenue is 

postponed. In such cases, it may be appropriate to recognise revenue only when it is 

reasonably certain that the ultimate collection will be made. It is necessary to disclose the 

circumstances in which revenue recognition has been postponed pending the resolution 

of significant uncertainties. Where there is no uncertainty as to ultimate collection, 

revenue is recognised at the time of sale or rendering of service even though payments 

are made by installments. When the uncertainty relating to collectability arises 

subsequent to the time of sale or the rendering of the service, it is more appropriate to 

make a separate provision to reflect the uncertainty rather than to adjust the amount of 

revenue originally recorded. 

3.6 Revenue from sales or service transactions should be recognised when the 

requirements as to performance set out in paragraphs 3.7 and 3.8 are satisfied, provided 

that at the time of performance it is not unreasonable to expect ultimate collection.  

3.7  In a transaction involving the sale of goods, performance should be regarded as 

being achieved when the following conditions have been fulfilled: 

(i) The seller of goods has transferred to the buyer the property in the goods for a price 

or all significant risks and rewards of ownership have been transferred to the buyer 

and the seller retains no effective control of the goods transferred to a degree 

usually associated with ownership; and 

(ii) no significant uncertainty exists regarding the amount of the consideration that will 

be derived from the sale of goods. Thus, when such consideration is not 

determinable within reasonable limits, the recognition of revenue is postponed. 

3.8 In a transaction involving the rendering of services, performance should be measured 

either under the completed service contract method or under the proportionate 

completion method, whichever relates the revenue to the work accomplished. Such 

performance should be regarded as being achieved when no significant uncertainty exists 

regarding the amount of the consideration that will be derived from rendering the 

service. 

3.9 The use of resources of the enterprise by others yielding interest, royalties and 

dividends is recognised when no significant uncertainty as to measurability or 

collectability exists. The terms interest, royalties and dividends mean - 

(i) Interest - charges for the use of cash resources or amounts due to the enterprise; 

(ii) royalties - charges for the use of such assets as know-how, patents, trademarks and 
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copyrights; 

(iii) dividends - rewards from the holding of investments in shares. 

3.10 The revenues from the above sources are recognised on the following basis: 

(i) Interest accrues, in most circumstances, on the time basis determined by the amount 

outstanding and the rate applicable. Usually, discount or premium on debt securities 

held is treated as though it were accruing over the period of maturity. 

(ii) Royalties accrue in accordance with the terms of the relevant agreement and are 

usually recognised on that basis unless, having regard to the substance of the 

transactions, it is more appropriate to recognise revenue on some other systematic 

and rational basis. 

(iii) Dividends from investments in shares accrue when the owner’s right to receive 
payment is established. 

Similar considerations would apply where the resources of the enterprise are used by 

others and yield revenue such as rent. 

3.11 When interest, royalties and dividends from foreign countries require exchange 

permission and uncertainty in remittances is anticipated, revenue recognition may need 

to be postponed. 

3.12 The accrual basis of accounting necessitates adjustments for income received in 

advance as well as for outstanding income at the end of the period of accounting since 

the receipts during the period may not coincide with what is properly recognisable as 

income for the period. 

4. Rules for Expense Recognition 

4.1 The Guidance Note on Terms Used in Financial Statements, explains the term 

‘Expense’ as under: 
“A cost relating to the operations of an accounting period or to the revenue earned 
during the period or the benefits of which do not extend beyond that period”.  
4.2 In the accrual basis of accounting, costs are matched either against revenues or 

against the relevant time period to determine periodic income. 

Further, costs which are not charged against income of the period are carried forward. If 

any particular item of cost has lost its utility or its power to generate future revenue the 

same is written off as an expense or a loss. 

4.3 Under accrual basis of accounting, expenses are recognised by the following 

approaches: 

(i) Identification with revenue transactions 

Costs directly associated with the revenue recognised during the relevant period (in 

respect of which whether money has been paid or not) are considered as expenses and 

are charged to income for the period. 

(ii) Identification with a period of time 

In many cases, although some costs may have connection with the revenue for the period, 
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the relationship is so indirect that it is impracticable to attempt to establish it. However, 

there is a clear identification with a period of time. Such costs are regarded as ‘pe riod 

costs’ and are expensed in the relevant period, e.g., salaries, telephone, traveling, 
depreciation on office building etc. 

Similarly, the costs the benefits of which do not clearly extend beyond the accounting 

period are also charged as expenses. 

4.4 Expenses relating to a future period are accounted for as prepaid expenses even 

though they are paid for in the current accounting period. 

Similarly, expenses of the current year, for which payment has not yet been made 

(outstanding expenses) are charged to the profit and loss account for the current 

accounting period. 

4.5 The amount of a contingent loss should be provided for by a charge in the statement 

of profit and loss if: 

(a) it is probable that at the date of the financial statements events subsequent thereto 

will confirm that (after taking into account any related probable recovery) an asset 

has been impaired or a liability has been incurred as at that date, and 

(b) a reasonable estimate of the amount of the resulting loss can be made.  

4.6 The existence of a contingent loss should be disclosed in the financial statements if 

either of the conditions in paragraph 4.5 is not met, unless the possibility of a loss is 

remote. 

5. Recognition of Assets and Liabilities 

5.1 As in the case of revenues and expenses which are recognised under the accrual 

basis of accounting, as they are earned or incurred (and not as money is received or paid), 

the transactions related to assets and liabilities are recognised as they occur irrespective 

of the actual receipts or payments. 

6. Concept of Materiality 

6.1 Section 209(3) of the Companies Act, 1956 requires that every company has to keep 

the books of account in such a manner that they give a ‘true and fair’ view of its state of 
affairs and that the books are maintained on the accrual basis of accounting. 

6.2 The concept of ‘true and fair’ view also recognises that the concept of materiality 
must be given due importance in the preparation and presentation of financial 

statements. As explained in para 17 of Accounting Standard on ‘Disclosure of Accounting 
Policies’ (AS-1), financial statements should disclose all “material” items, i.e., items the 
knowledge of which might influence the decisions of the user of the financial statements.  

6.3 The accrual basis of accounting does not necessarily imply that detailed calculations 

are required to be made in respect of even the smallest and immaterial amounts of 

revenue and expenditure and co-relate the same on the basis of the principle of accrual. 

For example, it may not be improper to write off a small calculator costing `.100 even 

though it is expected to be used for more than one year.  
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7. Change in the Basis of Accounting 

7.1 When an enterprise which was earlier following cash basis of accounting for all or 

any of its transactions, changes over to the accrual basis of accounting, the effect of the 

change should be ascertained with reference to the transactions of the previous 

accounting periods also, to the extent such transactions have an impact on the current 

financial position of the enterprise. 

The fact of such change should be disclosed in the financial statements. The impact of, 

and the adjustments resulting from, such change, if material, should be shown in the 

financial statements of the period in which such change is made to reflect the effect of 

such change. Where the effect of the change is not ascertainable, wholly or in part, the 

fact should be indicated. If the change has no material effect on the financial statements 

for the current period but is reasonably expected to have a material effect in later 

periods, the fact of such change should be appropriately disclosed in the period in which 

the change is adopted. 

8. Authoritative Pronouncements of the Institute vis-a-vis Accrual 

Accounting 

8.1 The Council of the ICAI and its various committees have issued various Guidance 

Notes, Statements and Accounting Standards. The accounting treatments contained in 

these documents are primarily based on accrual accounting. Thus, adoption of accounting 

treatments recommended in these documents would ensure that a company has followed 

accrual basis of accounting. The Appendix to this guidance note contains some special 

circumstances of recognition of revenue and expenses as dealt with in the aforesaid 

documents issued by the Institute. The Appendix also contains illustrations of situations 

where due to uncertainty of collection, revenue recognition may be postponed.  

9. Auditor’s Responsibility 

9.1 Where a company has maintained its books of account in a manner that all material 

transactions are accounted for on accrual basis as discussed above, the auditor should 

state in his report that, as far as this aspect is concerned, the company has maintained 

proper books of account as required by law. 

Where a company has not maintained its books of account in a manner that all material 

transactions are accounted for on accrual basis as discussed above, the auditor will have 

to qualify his report or give a negative opinion with regard to the following assertions:  

(a)  Whether proper books of account as required by law have been kept by the 

company. 

(b)  Whether the accounts give the information required by this Act in the manner so 

required and give a true and fair view of: 

(i) in the case of the balance sheet, of the state of the company’s affairs as  at the 

end of its financial year; and 

(ii) in the case of the profit and loss account, of the profit or loss for its financial 

year. 
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Appendix 

This Appendix is illustrative only. The purpose of the Appendix is to illustrate the 

application of the Guidance Note on Accrual Basis of Accounting to some of the 

important commercial situations. 

Revenue Recognition 

1. Sale of Goods 

(i)  Delivery is delayed at buyer’s request and buyer takes title and accepts billing  

Revenue should be recognised notwithstanding that physical delivery has not been 

completed so long as there is every expectation that delivery will be made. However, the 

item must be on hand, identified and ready for delivery to the buyer at the time the sale 

is recognised rather than there being simply an intention to acquire or manufacture the 

goods in time for delivery. 

(ii) Delivered subject to conditions 

(a)  installation and inspection i.e. goods are sold subject to installation, inspection etc. 

 Revenue should normally not be recognised until the customer accepts delivery 

and installation and inspection are complete. In some cases, however, the 

installation process may be so simple in nature that it may be appropriate to 

recognise the sale notwithstanding that installation is not yet completed (e.g.  

installation of a factory tested television receiver normally only requires 

unpacking and connecting of power and antenna.) 

(b) on approval 

 Revenue should not be recognised until the goods have been formally accepted 

by the buyer or the buyer has done an act adopting the transaction or the time 

period for rejection has elapsed or where no time has been fixed, a reasonable 

time has elapsed. 

(c) guaranteed sales i.e. delivery is made giving the buyer an unlimited right of return  

 Recognition of revenue in such circumstances will depend on the substance of 

the agreement. In the case of retail sales offering a guarantee of “money back if 
not completely satisfied” it may be appropriate to recognise the sale but to 
make a suitable provision for returns based on previous experience. In other 

cases, the substance of the agreement may amount to a sale on consignment, in 

which case it should be treated as indicated below. 

(d) Consignment sales i.e. a delivery is made whereby the recipient undertakes to sell 

the goods on behalf of the consignor 

 Revenue should not be recognised until the goods are sold to a third party.  

(e)  Cash on delivery sales 

 Revenue should not be recognised until cash is received by the seller or his 

agent. 
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(iii)  Sales where the purchaser makes a series of installment payments to the seller, and the 

seller delivers the goods only when the final payment is received 

Revenue from such sales should not be recognised until goods are delivered. 

However, when experience indicates that most such sales have been consummated, 

revenue may be recognised when a significant deposit is received. 

(iv)  Special order and shipments i.e. where payment (or partialpayment) is received for 

goods not presently held in stock e.g. the stock is still to be manufactured or  is to be 

delivered directly to the customer from a third party 

Revenue from such sales should not be recognised until goods are manufactured, 

identified and ready for delivery to the buyer by the third party.  

(v)  Sale/repurchase agreements i.e. where seller concurrently agrees to repurchase the 

same goods at a later date 

For such transactions that are in substance a financing agreement, the resulting cash 

inflow is not revenue as defined and should not be recognised as revenue.  

(vi)  Sales to intermediate parties i.e. where goods are sold to distributors, dealers or others 

for resale 

Revenue from such sales can generally be recognised if significant risks of ownership 

have passed, however, in some situations the buyer may in substance be an agent 

and in such cases the sale should be treated as a consignment sale. 

(vii)  Subscriptions for publications 

Revenue received or billed should be deferred and recognised either on a straight 

line basis over time or, where the items delivered vary in value from period to period, 

revenue should be based on the sales value of the item delivered in relation to the 

total sales value of all items covered by the subscription. 

(viii)  Installments sales 

When the consideration is receivable in installments, revenue attributable to the 

sales price exclusive of interest should be recognised at the date of sale. The interest 

element should be recognised as revenue, proportionately to the unpaid balance due 

to the seller. 

2. Rendering of Services 

(i)  Installation fees 

In cases where installation fees are other than incidental to the sale of a product, 

they should be recognised as revenue only when the equipment is installed and 

accepted by the customer. 

(ii)  Advertising and Insurance Agency Commissions 

Revenue should be recognised when the service is completed. For advertising 

agencies, media commissions will normally be recognized when the related 

advertisement or commercial appears before the public and the necessary intimation 

is received by the agency, as opposed to production commission which will be 
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recognised when the project is completed. Insurance agency commissions should be 

recognised on the effective commencement or renewal dates of the related policies.  

(iii)  Financial service commissions 

A financial service may be rendered as a single act or may be provided over a period 

of time. Similarly, charges for such services may be made as a single amount or in 

stages over the period of the service or the life of the transaction to which it relates. 

Such charges may be settled in full when made, or added to a loan or other account 

and settled in stages. 

The recognition of such revenue should, therefore, have regard to:  

(a)  Whether the service has been provided “once and for all”  or is on a “continuing” 
basis; 

(b)  the incidence of the costs relating to the service; 

(c)  when the payment for the service will be received. In general, commissions 

charged for arranging or granting loan or other facilities should be recognised 

when a binding obligation has been entered into. Commitment, facility or loan 

management fees which relate to continuing obligations or services should 

normally be recognised over the life of the loan or facility having regard to the 

amount of the obligation outstanding, the nature of the services provided and 

the timing of the costs relating thereto. 

(iv)  Admission fees 

Revenue from artistic performances, banquets and other special events should be 

recognised when the event takes place. When a subscription to a number of events is 

sold, the fee should be allocated to each event on a systematic and rational basis.  

(v)  Entrance and membership fees 

Revenue recognition from these sources will depend on the nature of the services 

being provided. Entrance fee received is generally capitalized. If the membership fee 

permits only membership and all other services or products are paid for separately, 

or is there is a separate annual subscription, the fee should be recognised when 

received. If the membership fee entitles the member to services or publications to be 

provided during the year, it should be recognised on a systematic and rational basis 

having regard to the timing and nature of all services provided. 

3. Uncertainty of Collection 

In respect of the following items of revenue, if the ability to assess the ultimate collection 

with reasonable certainty is lacking at the time of raising any claim, revenue recognition is 

postponed to the extent of uncertainty involved: 

(i)  Claim for escalation of price under a contract. 

(ii)  Export incentives due from the Government or any statutory authority. 

(iii) Drawback claims, cash subsidies, benefits of Import Licenses etc. received from the 

Government or any statutory authority. 
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(iv) Interest due or receivable on loans or other dues when the recovery of the amount is 

in dispute or is doubtful. 

(v)  Insurance claim in respect of loss of goods or loss of profits, when the amount 

receivable is not certain or capable or being determined. 

4. Construction Contracts 

In accounting for construction contracts in financial statements either the percentage of 

completion method or the completed contract method1 may be used. When a contractor 

uses a particular method of accounting for a contract, then the same method should be 

adopted for all other contracts which meet similar criteria.  

Liability for Expenditure 

Gratuity 

Under accrual basis of accounting it is necessary to provide for accruing liability in each 

accounting period. 

GN(A) 11 (Issued 1997) 

Guidance Note on Accounting for Corporate Dividend Tax 

1. The Finance Act, 1997, has introduced Chapter XIID on “Special Provisions Relating to 
Tax on Distributed Profits of Domestic Companies” [hereinafter referred to as ‘CDT’ 
(Corporate Dividend Tax)]. The relevant extracts of sections 115O and 115Q of the 

Income-tax Act, 1961, governing CDT have been reproduced in Annexure I. This Guidance 

Note is being issued to provide guidance on accounting for CDT.  

2. The salient features of CDT are as below: 

(i)  CDT is in addition to the income-tax chargeable in respect of the total income of a 

domestic company. 

(ii)  CDT is chargeable on any amount declared, distributed or paid by such company by 

way of dividends (whether interim or otherwise) on or after the 1st day of June 1997.  

(iii)  The dividends chargeable to CDT may be out of the current profits or accumulated 

profits. 

(iv)  The rate of CDT is ten per cent. 

(v)  CDT shall be payable even if no income-tax is payable by the domestic company on 

its total income. 

(vi)  CDT is payable to the credit of the Central Government within 14 days of - 

(a)  declaration of any dividend, 

                                                 

 Accounting Standard (AS) 7, ‘Construction Contracts’ (revised) issued by the Institute of Chartered 
Accountants of India, permits the use of only percentage of completion method for accounting for 

construction contracts. AS 7 (revised) comes into effect in respect of all contracts entered into during 

accounting periods commencing on or after 1-4-2003 and is mandatory in nature. 
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(b)  distribution of any dividend, or 

(c)  payment of any dividend, 

whichever is the earliest. 

(vii) CDT paid shall be treated as the final payment of tax on the dividends and no further 

credit therefor shall be claimed by the company or by any person in respect of the 

tax so paid. 

(viii) The expression ‘dividend’ shall have the same meaning as is given to ‘dividend’ in 
clause (22) of Section 2 but shall not include sub-clause (e) thereof. (The relevant 

extracts of Section 2(22) of the Income-tax Act, 1961, have been reproduced in 

Annexure II). 

Accounting for CDT 

3. According to generally accepted accounting principles, the provision for dividend is 

recognised in the financial statements of the year to which the dividend relates. In view of 

this, CDT on dividend, being directly linked to the amount of the dividend concerned, should 

also be reflected in the accounts of the same financial year even though the actual tax liability 

in respect thereof may arise in a different year. 

Disclosure and Presentation of CDT in Financial Statements 

4. It is noted that clause 3(vi) of Part II of Schedule VI to the Companies Act, 1956 , 

requires the disclosure of “the amount of charge for Indian Income-tax and other Indian 

taxation on profits, including, where practicable, with Indian income-tax any taxation 

imposed elsewhere to the extent of the relief, if any, from Indian income-tax and 

distinguishing, where practicable, between income-tax and other taxation.” It is also 
noted that Part II of Schedule VI! only lays down the information to be disclosed in the 

profit and loss account. However, as a matter of convention and to improve readability, 

the information in the profit and loss account is generally shown in two parts, viz., the 

first part contains the information which is required to arrive at the figure of the current 

year’s profit - often referred to as ‘above the line’, and the second part which discloses, 
inter alia, information involving the appropriations of the current year’s profits - often 

referred to as ‘below the line’. 
5. Since dividends are disclosed ‘below the line’, a question arises with regard to 
disclosure and presentation of CDT, as to whether the said tax should also be disclosed 

‘below the line’ or should be disclosed along with  the normal income-tax provision for 

the year ‘above the line’. 
6. The liability in respect of CDT arises only if the profits are distributed as dividends 

whereas the normal income-tax liability arises on the earning of the taxable profits. Since 

the CDT liability relates to distribution of profits as dividends which are disclosed ‘below 
the line’, it is appropriate that the liability in respect of CDT should also be disclosed 
‘below the line’ as a separate item. It is felt that such a disclosure would give  a proper 

                                                 

 Now Schedule III to the Companies Act, 2013. 
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picture regarding payments involved with reference to dividends.  

Recommendations 

7.  CDT liability should be recognised in the accounts of the same financial year in which 

the dividend concerned is recognised. 

8.  CDT liability should be disclosed separately in the profit and loss account, ‘below the 
line’, as follows: 
Dividend    xxxxx 

Corporate Dividend Tax thereon    xxxxx   xxxxx 

9. Provision for Corporate Dividend Tax should be disclosed separately under the head 

‘Provisions’ in the balance sheet. 

Annexure I 

Relevant Extracts of the Provisions under Chapter XII D of the Income-tax Act, 1961, 

regarding Special Provisions relating to tax on distributed profits of domestic 

companies. 

115 O. Tax on Distributed Profits of Domestic Companies 

(1) Notwithstanding anything contained in any other provision of this Act and subject to 

the provisions of this section, in addition to the income-tax chargeable in respect of the 

total income of a domestic company for any assessment year, any amount declared, 

distributed or paid by such company by way of dividends (whether interim or otherwise) 

on or after the 1st day of June, 1997, whether out of current or accumulated profits shall 

be charged to additional income-tax (hereafter referred to as tax on distributed profits) at 

the rate of ten per cent. 

(1A) Notwithstanding that no income-tax is payable by a domestic company on its total 

income computed in accordance with the provisions of this Act, the tax on distributed 

profits under subsection 

(1) shall be payable by such company. 

(2) The principal officer of the domestic company and the company shall be liable to pay 

the tax on distributed profits to the credit of the Central Government within fourteen 

days from the date of - 

(a)  declaration of any dividend; or 

(b)  distribution of any dividend; or 

(c)  payment of any dividend, 

whichever is earliest. 

(3) The tax on distributed profits so paid by the company shall be treated as the final 

payment of tax in respect of the amount declared, distributed or paid as div idends 

and no further credit therefore shall be claimed by the company or by any other 

person in respect of the amount of tax so paid. 

(4)  No deduction under any other provision of this Act shall be allowed to the company 
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or a shareholder in respect of the amount which has been charged to tax under sub-

section (1) or the tax thereon. 

115 Q 

Explanation —— For the purposes of this Chapter, the expression “dividend” shall have 
the same meaning as is given to “dividend” in clause (22) of Section 2 but shall no t 

include sub-clause (e) thereof. 

Annexure II 

Relevant extracts of the definition of the term dividend as per section 2(22) of the 

Income Tax Act, 1961. 

2(22) 1“Dividend includes - 

(a)  any distribution by a company of accumulated profits, whether capitali sed or not, if 

such distribution entails the release by the company to its shareholders of all or any 

part of the assets of the company; 

(b)  any distribution to its shareholders by a company of debentures, debenture-stock, or 

deposit certificates in any form, whether with or without interest, and any 

distribution to its preference shareholders of shares by way of bonus, to the extent 

to which the company possesses accumulated profits, whether capitalized or not;  

(c)  any distribution made to the shareholders of a company on its liquidation, to the 

extent to which the distribution is attributable to the accumulated profits of the 

company immediately before its liquidation, whether capitalised or not;  

(d) any distribution to its shareholders by a company on the reduction of its capital, to 

the extent to which the company possesses accumulated profits which arose after 

the end of the previous year ending next before the 1st day of April, 1933, whether 

such accumulated profits have been capitalised or not; 

(e)  but ‘dividend’ does not include - 
(i) a distribution made in accordance with sub-clause (c) or sub-clause (d) in 

respect of any share issued for full cash consideration, where the holder of the 

share is not entitled in the event of liquidation to participate in the surplus 

assets; 

(ii) any advance or loan made to a shareholder 4[or the said concern] by a company 

in the ordinary course of its business, where the lending of money is a 

substantial part of the business of the company; 

(iii) any dividend paid by a company which is set off by the company against the 

whole or any part of any sum previously paid by it and treated as a dividend 

within the meaning of sub-clause (e), to the extent to which it is so set off. 

Explanation 1. - The expression ‘accumulated profits’, wherever it occurs in this clause, 
shall not include capital gains arising before the 1st day of April, 1946, or after the 31st 

day of March, 1948, and before the 1st day of April,1956. 

Explanation 2. - The expression ‘accumulated profits’ in sub-clauses (a), (b), (d) and (e), 

shall include all profits of the company up to the date of distribution or payment referred 

to in those sub-clauses and in sub-clause (c) shall include all profits of the company up to 
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the date of liquidation, 5[but shall not, where the liquidation is consequent on the 

compulsory acquisition of its undertaking by the Government or a corporation owned or 

controlled by the Government under any law for the time being in force, include any 

profits of the company prior to three successive previous years immediately preceding 

the previous year in which such acquisition took place].  

GN(A) 18 (Issued 2005) 

Guidance Note on Accounting for Employee Share-based 

Payments 

(The following is the text of the Guidance Note on Accounting for Employee Share-based 

Payments, issued by the Council of the Institute of Chartered Accountants of India.)  

Introduction 

1. Some employers use share-based payments as a part of remuneration package for 

their employees. Such payments generally take the forms of Employee Stock Option Plans 

(ESOPs), Employee Stock Purchase Plans (ESPPs) and stock appreciation rights. ESOPs are 

plans under which an enterprise grants options for a specified period to its employees to 

purchase its shares at a fixed or determinable price. ESPPs are plans under which the 

enterprise grants rights to its employees to purchase its shares at a stated price at the 

time of public issue or otherwise. Stock appreciation rights is a form of employee share -

based payments whereby the employees become entitled to a future cash payment or 

shares based on the increase in the price of the shares from a specified level over a 

specified period. Apart from using share-based payments to compensate employees for 

their services, such payments are also used by an employer as an incentive to the 

employees to remain in its employment or to reward them for their efforts in improving 

its performance. 

2. Recognising the need for establishing uniform sound accounting principles and 

practices for all types of share-based payments, the Accounting Standards Board of the 

Institute of Chartered Accountants of India is developing an Accounting Standard 

covering various types of share-based payments including employee share-based 

payments. However, as the formulation of the Standard is likely to take some time, the 

Institute has decided to bring out this Guidance Note. The Guidance Note recognises that 

there are two methods of accounting for employee share-based payments, viz., the fair 

value method and the intrinsic value method and permits as an alternative the intrinsic 

value method with fair value disclosures. Once the Accounting Standard dealing with 

Share based Payments comes into force, this Guidance Note will automatically stand 

withdrawn. 

Scope 

3.  This Guidance Note establishes financial accounting and reporting principles for 

employee share-based payment plans, viz., ESOPs, ESPPs and stock appreciation rights. 

For the purposes of this Guidance Note, the term ‘employee’ includes a director of the 
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enterprise, whether whole time or not. 

4.  For the purposes of this Guidance Note, a transfer of shares or stock options of an 

enterprise by its shareholders to its employees is also an employee share-based payment, 

unless the transfer is clearly for a purpose other than payment for services rendered to 

the enterprise. This also applies to transfers of shares or stock options of the parent of 

the enterprise, or shares or stock options of another enterprise in the same group1 as the 

enterprise, to the employees of the enterprise. 

5.  For the purposes of this Guidance Note, a transaction with an employee in his/her 

capacity as a holder of shares of the enterprise is not an employee share-based payment. 

For example, if an enterprise grants all holders of a particular class of its shares the right 

to acquire additional shares or stock options of the enterprise at a price that is less than 

the fair value of those shares or stock options, and an employee receives such a right 

because he/she is a holder of shares or stock options of that particular class, the granting 

or exercise of that right is not subject to the requirements of this Guidance Note.  

6.  For the purposes of this Guidance Note, a grant of shares to the employees at the 

time of public issue is not an employee share-based payment if the price and other terms 

at which the shares are offered to employees are the same or similar to those at which 

the shares have been offered to general investors, for example, in a public issue an 

enterprise grants shares to its employees as a preferential allotment while the price and 

other terms remain the same as those to other investors. 

Definitions 

7. For the purpose of this Guidance Note, the following terms are used with the 

meanings specified: 

Employee Stock Option is a contract that gives the employees of the enterprise the right, 

but not the obligation, for a specified period of time to purchase or subscribe to the 

shares of the enterprise at a fixed or determinable price.  

Employee Stock Option Plan is a plan under which the enterprise grants Employee Stock 

Options. 

Employee Stock Purchase Plan is a plan under which the enterprise offers shares to its 

employees as part of a public issue or otherwise. 

Equity is the residual interest in the assets of an enterprise after deducting all its 

liabilities. 

Exercise means making of an application by the employee to the enterprise for issue of 

shares against the option vested in him in pursuance of the Employee Stock Option Plan.  

Exercise Period is the time period after vesting within which the employee should exercise 

his right to apply for shares against the option vested in him in pursuance of the 

Employee Stock Option Plan. 

Expected Life of an Option is the period of time from grant date to the date on which an 

option is expected to be exercised. 
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Exercise Price is the price payable by the employee for exercising the option granted to 

him in pursuance of the Employee Stock Option Plan. 

Fair Value is the amount for which stock option granted or a share offered for purchase 

could be exchanged between knowledgeable, willing parties in an arm’s length 
transaction. 

Grant Date is the date at which the enterprise and its employees agree to the terms of an 

employee share-based payment plan. At grant date, the enterprise confers on the 

employees the right to cash or shares of the enterprise, provided the specified vesting 

conditions, if any, are met. If that agreement is subject to an approval process, (for 

example, by shareholders), grant date is the date when that approval is obtained.  

Intrinsic Value is the amount by which the quoted market price of the underlying share in 

case of a listed enterprise or the value of the underlying  

Accounting for share determined by an independent valuer in case of an unlisted 

enterprise, exceeds the exercise price of an option. 

Market Condition is a condition upon which the exercise price, vesting or exercisability of 

a share or a stock option depends that is related to the market price of the shares of the 

enterprise, such as attaining a specified share price or a specified amount of intrinsic 

value of a stock option, or achieving a specified target that is based on the market price 

of the shares of the enterprise relative to an index of market prices of shares of other 

enterprises. 

Reload Feature is a feature that provides for an automatic grant of additional stock 

options whenever the option holder exercises previously granted options using the shares 

of the enterprise, rather than cash, to satisfy the exercise price.  

Reload Option is a new stock option granted when a share of the enterprise is used to 

satisfy the exercise price of a previous stock option. 

Repricing of an employee stock option means changing the existing exercise price of the 

option to a different price. 

Stock Appreciation Rights are the rights that entitle the employees to receive cash or 

shares for an amount equivalent to any excess of the market value of a stated number of 

enterprise’s shares over a stated price. The form of payment may be specified when the 
rights are granted or may be determined when they are exercised; in some plans, the 

employee may choose the form of payment. 

Vest is to become entitled to receive cash or shares on satisfaction of any specified 

vesting conditions under an employee share-based payment plan. 

Vesting Period is the period between the grant date and the date on which all the 

specified vesting conditions of an employee share-based payment plan are to be 

satisfied. 

Vesting Conditions are the conditions that must be satisfied for the employee to become 

entitled to receive cash, or shares of the enterprise, pursuant to an employee share-based 

payment plan. Vesting conditions include service conditions, which require the employee 

© The Institute of Chartered Accountants of India



II-38 Accounting Pronouncements 

to complete a specified period of service, and performance conditions, which require 

specified performance targets to be met (such as a specified increase in the enterprise’s 
share price over a specified period of time). 

Volatility is a measure of the amount by which a price has fluctuated (historical volatility) 

or is expected to fluctuate (expected volatility) during a period. The volatility of a share 

price is the standard deviation of the continuously compounded rates of return on the 

share over a specified period. 

Accounting 

8. For accounting purposes, employee share-based payment plans are classified into 

the following categories: 

(a)  Equity-settled: Under these plans, the employees receive shares. 

(b)  Cash-settled: Under these plans, the employees receive cash based on the price (or 

value) of the enterprise’s shares. 
(c)  Employee share-based payment plans with cash alternatives: Under these plans, either 

the enterprise or the employee has a choice of whether the enterprise settles the 

payment in cash or by issue of shares. 

9. A share-based payment plan falling in the above categories can be accounted for by 

adopting the fair value method or the intrinsic value method. The accounting treatment 

recommended herein below is based on the fair value method. The application of the intrinsic 

value method is explained thereafter in paragraph 40. 

Equity-Settled Employee Share-Based Payment Plans 

Recognition 

10. An enterprise should recognise as an expense (except where service received 

qualifies to be included as a part of the cost of an asset) the services received in an 

equity-settled employee share-based payment plan when it receives the services, with a 

corresponding credit to an appropriate equity account, say, ‘Stock Options Outstanding 
Account’. This account is transitional in nature as it gets ultimately transferred to another 
equity account such as share capital, securities premium account and/or general reserve 

as recommended in the subsequent paragraphs of this Guidance Note.  

11.  If the shares or stock options granted vest immediately, the employee is not required 

to complete a specified period of service before becoming unconditionally entitled to 

those instruments. In the absence of evidence to the contrary, the enterprise should 

presume that services rendered by the employee as consideration for the instruments 

have been received. In this case, on the grant date, the enterprise should recognise 

services received in full with a corresponding credit to the equity account.  

12.  If the shares or stock options granted do not vest until the employee completes a 

specified period of service, the enterprise should presume that the services to be 

rendered by the employee as consideration for those instruments will be received in the 

future, during the vesting period. The enterprise should account for those services as they 

are rendered by the employee during the vesting period, on a time proportion basis, with 
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a corresponding credit to the equity account. 

Determination of vesting period 

13.  A grant of shares or stock options to an employee is typically conditional on the 

employee remaining in the employment of the enterprise for a specified period of time. 

Thus, if an employee is granted stock options conditional upon completing three years’ 
service, then the enterprise should presume that the services to be rendered by the 

employee as consideration for the stock options will be received in the future, over that 

three-year vesting period. 

14.  There might be performance conditions that must be satisfied, such as the enterprise 

achieving a specified growth in profit or a specified increase in the share price of the 

enterprise. Thus, if an employee is granted stock options conditional upon the 

achievement of a performance condition and remaining in the employment of the 

enterprise until that performance condition is satisfied, and the length of the vesting 

period varies depending on when that performance condition is satisfied, the enterprise 

should presume that the services to be rendered by the employee as consideration for 

the stock options will be received in the future, over the expected vesting period. The 

enterprise should estimate the length of the expected vesting period at grant date, based 

on the most likely outcome of the performance condition. If the performance condition is 

a market condition, the estimate of the length of the expected vesting period should be 

consistent with the assumptions used in estimating the fair value of the options granted, 

and should not be subsequently revised. If the performance condition is not a market 

condition, the enterprise should revise its estimate of the length of the vesting period, if 

necessary, if subsequent information indicates that the length of the vesting period 

differs from previous estimates. 

Measurement 

15. Typically, shares (under ESPPs) or stock options (under ESOPs) are granted to 

employees as part of their remuneration package, in addition to a cash salary and other 

employment benefits. Usually, it is not possible to measure directly the services received 

for particular components of the employee’s remuneration package. It might also not be 
possible to measure the fair value of the total remuneration package independently, 

without measuring directly the fair value of the shares or stock options granted. 

Furthermore, shares or stock options are sometimes granted as part of a bonus 

arrangement, rather than as a part of basic pay, e.g., as an incentive to the employees to 

remain in the employment of the enterprise or to reward them for their efforts in 

improving the performance of the enterprise. By granting shares or stock options, in 

addition to other remuneration, the enterprise is paying additional remuneration to 

obtain additional benefits. Estimating the fair value of those additional benefits is likely to 

be difficult. Because of the difficulty of measuring directly the fair value of the services 

received, the enterprise should measure the fair value of the employee services received 

by reference to the fair value of the shares or stock options granted.  

Determining the fair value of shares or stock options granted 
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16.  An enterprise should measure the fair value of shares or stock options granted at the 

grant date, based on market prices if available, taking into account the terms and 

conditions upon which those shares or stock options were granted (subject to the 

requirements of paragraphs 18 to 21). If market prices are not available, the enterprise 

should estimate the fair value of the instruments granted using a valuation technique to 

estimate what the price of those instruments would have been on the grant date in an 

arm’s length transaction between knowledgeable, willing parties. The valuation technique 

should be consistent with generally accepted valuation methodologies for pricing 

financial instruments (e.g., use of an option pricing model for valuing stock options) and 

should incorporate all factors and assumptions that knowledgeable, willing market 

participants would consider in setting the price (subject to the requirements of 

paragraphs 18 to 21). 

17.  Appendix I contains further guidance on the measurement of the fair value of shares 

and stock options, focusing on the specific terms and conditions that are common 

features of a grant of shares or stock options to employees. 

Treatment of vesting conditions 

18.  Vesting conditions, other than market conditions, should not be taken into account 

when estimating the fair value of the shares or stock options at the grant date. Instead, 

vesting conditions should be taken into account by adjusting the number of shares or 

stock options included in the measurement of the transaction amount so that, ultimate ly, 

the amount recognised for employee services received as consideration for the shares or 

stock options granted is based on the number of shares or stock options that eventually 

vest. Hence, on a cumulative basis, no amount is recognized for employee services 

received if the shares or stock options granted do not vest because of failure to satisfy a 

vesting condition (i.e., these are forfeited), e.g., the employee fails to complete a specified 

service period, or a performance condition is not satisfied, subject to the requirements of 

paragraph 20. 

19.  To apply the requirements of paragraph 18, the enterprise should recognise an 

amount for the employee services received during the vesting period based on the best 

available estimate of the number of shares or stock options expected to vest and should 

revise that estimate, if necessary, if subsequent information indicates that the number of 

shares or stock options expected to vest differs from previous estimates. On vesting date, 

the enterprise should revise the estimate to equal the number of shares or stock options 

that ultimately vest, subject to the requirements of paragraph 20.  

2The term ‘forfeiture’ is used to refer only to an employee’s failure to earn a vested right 
to obtain shares or stock options because the specified vesting conditions are not 

satisfied. 

20.  Market conditions, such as a target share price upon which vesting (or exercisability) 

is conditioned, should be taken into account when estimating the fair value of the shares 

or stock options granted. Therefore, for grants of shares or stock options with market 

conditions, the enterprise should recognise the services received from an employee who 
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satisfies all other vesting conditions (e.g., services received from an employee who 

remains in service for the specified period of service), irrespective of the fact whether that 

market condition is satisfied. 

Treatment of a reload feature 

21.  For options with a reload feature, the reload feature should not be taken into 

account when estimating the fair value of options granted at the grant date. Instead, a 

reload option should be accounted for as a new option grant, if and when a reload option 

is subsequently granted. 

After vesting date 

22.  On exercise of the right to obtain shares or stock options,  the enterprise issues 

shares on receipt of the exercise price. The shares so issued should be considered to have 

been issued at the consideration comprising the exercise price and the corresponding 

amount standing to the credit of the relevant equity account (e.g., Stock Options 

Outstanding Account). In a situation where the right to obtain shares or stock option 

expires unexercised, the balance standing to the credit of the relevant equity account 

should be transferred to general reserve. 

Appendix II contains various illustrations of the accounting for equity settled employee 

share-based payment plans that do not involve modifications to the terms and conditions 

of the grants. 

Modifications to the terms and conditions on which shares or stock options were 

granted, including cancellations and settlements 

23.  An enterprise might modify the terms and conditions on which the shares or stock 

options were granted. For example, it might reduce the exercise price of options granted 

to employees (i.e., reprice the options), which increases the fair value of those options. 

24.  The enterprise should recognise, as a minimum, the services received measured at 

the grant date fair value of the shares or stock options granted, unless those shares or 

stock options do not vest because of failure to satisfy a vesting condition (other than a 

market condition) that was specified at grant date. This applies irrespective of (a) any 

modifications to the terms and conditions on which the shares or stock options were 

granted, or (b) a cancellation or settlement of that grant of shares or stock options. In 

addition, the enterprise should recognise the effects of modifications that increase the 

total fair value of the employee share-based payment plan or are otherwise beneficial to 

the employee. 

25.  The requirements of paragraph 24 should be applied as follows: 

(a)  If the modification increases the fair value of the shares or stock options granted 

(e.g., by reducing the exercise price), measured immediately before and after the 

modification, the enterprise should include the incremental fair value granted in the 

measurement of the amount recognised for services received as consideration for 

the shares or stock options granted. The incremental fair value granted is the 

difference between the fair value of the modified shares or stock options and that of 
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the original shares or stock options, both estimated as at the date of the 

modification. If the modification occurs during the vesting period, the incremental 

fair value granted is included in the measurement of the amount recognised for 

services received over the period from the modification date until the date when the 

modified shares or stock options vest, in addition to the amount based on the grant 

date fair value of the original shares or stock options, which is recognized over the 

remainder of the original vesting period. If the modification occurs after the vesting 

date, the incremental fair value granted is recognised immediately, or over the 

vesting period if the employee is required to complete an additional period of 

service before becoming unconditionally entitled to those modified shares or stock 

options. 

(b)  Similarly, if the modification increases the number of shares or stock options 

granted, the enterprise should include the fair value of the additional shares or stock 

options granted, measured at the date of the modification, in the measurement of 

the amount recognised for services received as consideration for the shares or stock 

options granted, consistent with the requirements in (a) above. For example, 

if the modification occurs during the vesting period, the fair value of the additional 

shares or stock options granted is included in the measurement of the amount 

recognised for services received over the period from the modification date until the 

date when the additional shares or stock options vest, in addition to the amount 

based on the grant date fair value of the shares or stock options originally granted, 

which is recognised over the remainder of the original vesting period. 

(c)  If the enterprise modifies the vesting conditions in a manner that is beneficial to the 

employee, for example, by reducing the vesting period or by modifying or 

eliminating a performance condition (other than a market condition, changes to 

which are accounted for in accordance with (a) above), the enterprise should take the 

modified vesting conditions into account when applying the requirements of 

paragraphs 18 to 20. 

26.  Furthermore, to apply the requirements of paragraph 24, if the enterprise modifies 

the terms or conditions of the shares or stock options granted in a manner that reduces 

the total fair value of the employee share-based payment plan, or is not otherwise 

beneficial to the employee, the enterprise should nevertheless continue to account for 

the services received as consideration for the shares or stock options granted as if that 

modification had not occurred (other than a cancellation of some or all the shares or 

stock options granted, which should be accounted for in accordance with paragraph 27). 

For example: 

(a)  if the modification reduces the fair value of the shares or stock options granted, 

measured immediately before and after the modification, the enterprise should not 

take into account that decrease in fair value and should continue to measure the 

amount recognised for services received as consideration for the shares or stock 

options based on the grant date fair value of the shares or stock options granted.  
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(b)  if the modification reduces the number of shares or stock options granted to an 

employee, that reduction should be accounted for as a cancellation of that portion of 

the grant, in accordance with the requirements of paragraph 27. 

(c)  if the enterprise modifies the vesting conditions in a manner that is not beneficial to 

the employee, for example, by increasing the vesting period or by modifying or 

adding a performance condition (other than a market condition, changes to which 

are accounted for in accordance with (a) above), the enterprise should not take the 

modified vesting conditions into account when applying the requirements of 

paragraphs 18 to 20. 

27.  If the enterprise cancels or settles a grant of shares or stock options during the 

vesting period (other than a grant cancelled by forfeiture when the vesting conditions are 

not satisfied): 

(a)  the enterprise should account for the cancellation or settlement as an acceleration of 

vesting, and should therefore recognize immediately the amount that otherwise 

would have been recognised for services received over the remaining vesting period. 

(b)  any payment made to the employee on the cancellation or settlement of the grant 

should be deducted from the relevant equity account (e.g., Stock Options Outstanding 

Account) except to the extent that the payment exceeds the fair value of the shares or 

stock options granted, measured at the cancellation/settlement date. Any such excess 

should be recognised as an expense. 

(c)  if new shares or stock options are granted to the employee as replacement for the 

cancelled shares or stock options, the enterprise should account for the granting of 

replacement shares or stock options in the same way as a modification of the 

original grant of shares or stock options, in accordance with paragraphs 24 to 26. For 

the purposes of the aforesaid paragraphs, the incremental fair value granted is the 

difference between the fair value of the replacement shares or stock options and the 

net fair value of the cancelled shares or stock options, at the date the replacement 

shares or stock options are granted. The net fair value of the cancelled shares or 

stock options is their fair value, immediately before the cancellation, less the amount 

of any payment made to the employee on cancellation of the shares or stock options 

that is deducted from the relevant equity account in accordance with (b) above. 

28.  If an enterprise settles in cash vested shares or stock options, the payment made to 

the employee should be accounted for as a deduction from the relevant equity account 

(e.g., Stock Options Outstanding Account) except to the extent that the payment exceeds 

the fair value of the shares or stock options, measured at the settlement date. Any such 

excess should be recognised as an expense. 

Appendix III contains illustrations on modifications to the terms and conditions on which 

stock options were granted. 

Cash-Settled Employee Share-Based Payment Plans 

29. An enterprise might grant rights such as stock appreciation rights to employees as 
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part of their remuneration package, whereby the employees will become entitled to a 

future cash payment (rather than shares), based on the increase in the share price of the 

enterprise from a specified level over a specified period of time. Or an enterprise might 

grant to its employees a right to receive a future cash payment by granting to them a 

right to shares (including shares to be issued upon the exercise of stock options) that are 

redeemable, either mandatorily (e.g., upon cessation of employment) or at the option of 

the employee. 

Recognition 

30. An enterprise should recognise as an expense (except where service received 

qualifies to be included as a part of the cost of an asset) the services received in a cash -

settled employee share-based payment plan when it receives the services with a 

corresponding increase in liability by creating a provision therefor. 

31. The enterprise should recognise the services received, and the liability to pay for 

those services, as the employees render service. For example, some stock appreciation 

rights vest immediately, and the employees are therefore not required to complete a 

specified period of service to become entitled to the cash payment. In the absence of 

evidence to the contrary, the enterprise should presume that the services rendered by the 

employees in exchange for the stock appreciation rights have been received. Thus, the 

enterprise should recognise immediately the services received and a liability to pay for 

them. If the stock appreciation rights do not vest until the employees have completed a 

specified period of service, the enterprise should recognise the services received, and a 

liability to pay for them, as the employees render service during that period.  

Measurement 

32. For cash-settled employee share-based payment plan, the enterprise should measure 

the services received and the liability incurred at the fair value of the liability. Until the 

liability is settled, the enterprise should remeasure the fair value of the liability at each 

reporting date and at the date of the settlement, with any changes in fair value 

recognised in profit or loss for the period. 

33.  The liability should be measured, initially and at each reporting date until settled, at 

the fair value of the stock appreciation rights, by applying an option pricing model taking 

into account the terms and conditions on which the stock appreciation rights were 

granted, and the extent to which the employees have rendered service to date.  

Appendix IV contains an illustration of a cash-settled employee share based payment 

plan. 

Employee Share-Based Payment Plans with Cash 

Alternatives 

Employee share-based payment plans in which the terms of the arrangement 

provide the employee with a choice of settlement 

34. If an enterprise has granted the employees the right to choose whether a share-

based payment plan is settled in cash or by issuing shares, the plan has two components, 

© The Institute of Chartered Accountants of India



    Part – II: Guidance Notes  II-45 

viz., (i) liability component, i.e., the employees’ right to demand settlement in cash, and 
(ii) equity component, i.e., the employees’ right to demand settlement in shares rather 
than in cash. The enterprise should first measure, on the grant date, fair value of the 

employee share-based payment plan presuming that all employees will exercise their 

option in favour of cash settlement. The fair value so arrived at should be considered as 

the fair value of the liability component. The enterprise should also measure the fair value 

of the employee share-based payment plan presuming that all employees will exercise 

their option in favour of equity settlement. In case the fair value under equity- settlement 

is greater than the fair value under cash settlement, the excess should be considered as 

the fair value of the equity component. Otherwise, the fair value of the equity component 

should be considered as zero. The fair value of the equity component should be 

accounted for in accordance with the recommendations in respect of ‘Equity -settled 

employee share-based payment plan’. The fair value of the liability component should be 
accounted for in accordance with the recommendations in respect of ‘Cash-settled 

employee share-based payment plan’. 
35. At the date of settlement, the enterprise should remeasure the liability to its fair 

value. If the enterprise issues shares on settlement rather than paying cash, the amount of 

liability should be treated as the consideration for the shares issued. 

36. If the enterprise pays in cash on settlement rather than issuing shares, that payment 

should be applied to settle the liability in full. By electing to receive cash on settlement, 

the employees forgo their right to receive shares. The enterprise should transfer any 

balance in the relevant equity account (e.g., Stock Options Outstanding Account) to 

general reserve. 

Appendix V contains an illustration of an employee share-based payment plan with cash 

alternatives. 

Employee share-based payment plans in which the terms of the arrangement 

provide the enterprise with a choice of settlement 

37.  For an employee share-based payment plan in which the terms of the arrangement 

provide the enterprise with the choice of whether to settle in cash or by issuing shares, 

the enterprise should determine whether it has a present obligation to settle in cash and 

account for the share based payment plan accordingly. The enterprise has a present 

obligation to settle in cash if the choice of settlement in shares has no commercial 

substance (e.g., because the enterprise is legally prohibited from issuing shares), or the 

enterprise has a past practice or a stated policy of settling in cash, or generally settles in 

cash whenever the employee asks for cash settlement. 

38.  If the enterprise has a present obligation to settle in cash, it should account for the 

transaction in accordance with the requirements in respect of ‘Cash-settled employee 

share-based payment plan’. 
39.  If no such obligation exists, the enterprise should account for the transaction in 

accordance with the requirements in respect of ‘Equity settled employee share-based 

payment plan’. Upon settlement: 
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(a)  If the enterprise elects to settle in cash, the cash payment should be accounted for as 

a deduction from the relevant equity account (e.g., Stock Options Outstanding 

Account) except as noted in (c) below. 

(b)  If the enterprise elects to settle by issuing shares, the balance in the relevant equity 

account should be treated as consideration for the shares issued except as noted in 

(c) below. 

(c)  If the enterprise elects the settlement alternative with the higher fair value (e.g., the 

enterprise elects to settle in cash the amount of which is more than the fair value of 

the shares had the enterprise elected to settle in shares), as at the date of settlement, 

the enterprise should recognise an additional expense for the excess value given, i.e., 

the difference between the cash paid and the fair value of the shares that would 

otherwise have been issued, or the difference between the fair value of the shares 

issued and the amount of cash that would otherwise have been paid, whichever is 

applicable. 

Intrinsic Value Method 

40. Accounting for employee share-based payment plans dealt with here to before is 

based on the fair value method. There is another method known as the ‘Intrinsic Value 
Method’ for valuation of employee share based payment plans. Intrinsic value, in the case 

of a listed company, is the amount by which the quoted market price of the underlying 

share exceeds the exercise price of an option. For example, an option with an exercise 

price of ` 100 on an equity share whose current quoted market price is ` 125, has an 

intrinsic value of ` 25 per share on the date of its valuation. If the quoted market price is 

not available on the grant date then the share price nearest to that date is taken. In the 

case of a non-listed company, since the shares are not quoted on a stock exchange, value 

of its shares is determined on the basis of a valuation report from an independent valuer. 

For accounting for employee share-based payment plans, the intrinsic value may be used, 

mutatis mutandis, in place of the fair value as described in paragraphs 10 to 39.  

Examples of equity-settled employee share-based payment plan and cash settled 

employee share-based payment plan, using intrinsic value method, are given in 

Illustration 1 of Appendix II and the Illustration in Appendix IV, respectively.  

Recommendation 

41. It is recommended that accounting for employee share-based payment plans should 

be based on the fair value approach as described in paragraphs 10 to 39. However, 

intrinsic value method as described in paragraph 40 is also permitted.  

Graded Vesting 

42. In case the options/shares granted under an employee stock option plan do not vest 

on one date but have graded vesting schedule, total plan should be segregated into 

different groups, depending upon the vesting dates. Each of such groups would be 

having different vesting period and expected life and, therefore, each vesting date should 

be considered as a separate option grant and evaluated and accounted for accordingly. 

For example, suppose an employee is granted 100 options which will vest @ 25 options 
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per year at the end of the third, fourth, fifth and sixth years. In such a case, each tranche 

of 25 options would be evaluated and accounted for separately.  

An illustration of an employee share-based payment plan having graded vesting is given in 

Appendix VI. 

Employee Share-Based Payment Plan Administered Through a Trust 

43. An enterprise may administer an employee share-based payment plan through a 

trust constituted for this purpose. The trust may have different kinds of arrangements, for 

example, the following: 

(a) The enterprise allots shares to the trust as and when the employees exercise stock 

options. 

(b) The enterprise provides finance to the trust for subscription to the shares issued by 

the enterprise at the beginning of the plan. 

(c) The enterprise provides finance to the trust to purchase shares from the market at 

the beginning of the plan. 

44. Since the trust administers the plan on behalf of the enterprise, it is recommended 

that irrespective of the arrangement for issuance of the shares under the employee share -

based payment plan, the enterprise should recognise in its separate financial statements 

the expense on account of services received from the employees in accordance with the 

recommendations contained in this Guidance Note. Various aspects of accounting for 

employee share-based payment plan administered through a trust under the 

arrangements mentioned above, are illustrated in Appendix VII, for the purpose of 

preparation of separate financial statements. 

45. For the purpose of preparation of consolidated financial statements as per 

Accounting Standard (AS) 21, ‘Consolidated Financial Statements’, issued by the Institute 
of Chartered Accountants of India, the trust created for the purpose of administering 

employee share-based compensation, should not be considered. This is because the 

standard requires consolidation of only those controlled enterprises which provide 

economic benefits to the enterprise and, accordingly, consolidation of entities, such as, 

gratuity trust, provident fund trust, etc., is not required. The nature of a tru st established 

for administering employee share-based compensation plan is similar to that of a gratuity 

trust or a provident fund trust as it does not provide any economic benefit to the 

enterprise in the form of, say, any return on investment. 

Earnings Per Share Implications 

46.  For the purpose of calculating Basic Earnings Per Share as per Accounting Standard 

(AS) 20, ‘Earnings Per Share’, shares or stock options granted pursuant to an employee 
share-based payment plan, including shares or options issued to an ESOP trust, should 

not be included in the shares outstanding till the employees have exercised their right to 

obtain shares or stock options, after fulfilling the requisite vesting conditions. Till such 

time, shares or stock options so granted should be considered as dilutive potential equity 

shares for the purpose of calculating Diluted Earnings Per Share. Diluted Earnings Per 

Share should be based on the actual number of shares or stock options granted and not 
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yet forfeited, unless doing so would be anti-dilutive. 

47.  For computations required under paragraph 35 of AS 20 with regard to shares or 

stock options granted pursuant to an employee share-based payment plan, the assumed 

proceeds from the issues should include the exercise price and the unamortised 

compensation cost which is attributable to future services.  

An example to illustrate computation of Earnings Per Share in a situation where the 

enterprise has granted stock options to its employees is given in Appendix VIII.  

Disclosures 

48.  An enterprise should describe the method used to account for the employee share-

based payment plans. Where an enterprise uses the intrinsic value method, it should also 

disclose the impact on the net results and EPS – both basic and diluted – for the 

accounting period, had the fair value method been used. 

49.  An enterprise should disclose information that enables users of the financial 

statements to understand the nature and extent of employee share-based payment plans 

that existed during the period. 

50.  To give effect to the principle in paragraph 49, the enterprise should disclose at least 

the following: 

(a)  a description of each type of employee share-based payment plan that existed at any 

time during the period, including the general terms and conditions of each plan, 

such as vesting requirements, the maximum term of options granted, and the 

method of settlement (e.g., whether in cash or equity). An enterprise with 

substantially similar types of plans may aggregate this information, unless separate 

disclosure of each arrangement is necessary to satisfy the principle in paragraph 49.  

(b)  the number and weighted average exercise prices of stock options for each of the 

following groups of options: 

(i) outstanding at the beginning of the period; 

(ii)  granted during the period; 

(iii)  forfeited during the period; 

(iv)  exercised during the period; 

(v)  expired during the period; 

(vi)  outstanding at the end of the period; and 

(vii)  exercisable at the end of the period. 

(c) for stock options exercised during the period, the weighted average share price at 

the date of exercise. If options were exercised on a regular basis throughout the 

period, the enterprise may instead disclose the weighted average share price during 

the period. 

(d) for stock options outstanding at the end of the period, the range of exercise prices 

and weighted average remaining contractual life (comprising the vesting period and 
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the exercise period). If the range of exercise prices is wide, the outstanding options 

should be divided into ranges that are meaningful for assessing the number and 

timing of additional shares that may be issued and the cash that may be received 

upon exercise of those options. 

51. An enterprise should disclose the following information to enable users of the 

financial statements to understand how the fair value of shares or stock options granted, 

during the period, was determined: 

(a) for stock options granted during the period, the weighted average fair value of those 

options at the grant date and information on how that fair value was measured, 

including: 

(i)  the option pricing model used and the inputs to that model, including the 

weighted average share price, exercise price, expected volatility, option life 

(comprising the vesting period and the exercise period), expected dividends, the 

risk-free interest rate and any other inputs to the model, including the method 

used and the assumptions made to incorporate the effects of expected early 

exercise; 

(ii)  how expected volatility was determined, including an explanation of the extent 

to which expected volatility was based on historical volatility; and 

(iii)  whether and how any other features of the option grant were incorporated into 

the measurement of fair value, such as a market condition. 

(b)  for other instruments granted during the period (i.e., other than stock options), the 

number and weighted average fair value of those instruments at the grant date, and 

information on how that fair value was measured, including: 

(i)  if fair value was not measured on the basis of an observable market price, how it 

was determined; 

(ii)  whether and how expected dividends were incorporated into the measurement 

of fair value; and 

(iii)  whether and how any other features of the instruments granted were 

incorporated into the measurement of fair value. 

(c)  for employee share-based payment plans that were modified during the period: 

(i)  an explanation of those modifications; 

(ii)  the incremental fair value granted (as a result of those modifications); and 

(iii)  information on how the incremental fair value granted was measured, 

consistently with the requirements set out in (a) and (b) above, where 

applicable. 

52.  An enterprise should disclose the following information to enable users of the 

financial statements to understand the effect of employee share-based payment plans on 

the profit or loss of the enterprise for the period and on its financial position:  

(a) the total expense recognised for the period arising from employee share-based 
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payment plans in which the services received did not qualify for recognition as a part 

of the cost of an asset and hence were recognised immediately as an expense, 

including separate disclosure of that portion of the total expense that arises from 

transactions accounted for as equity-settled employee share-based payment plans; 

(b)  for liabilities arising from employee share-based payment plans: 

(i)  the total carrying amount at the end of the period; and 

(ii)  the total intrinsic value at the end of the period of liabilities for which the right 

of the employee to cash or other assets had vested by the end of the period 

(e.g., vested stock appreciation rights). 

Appendix IX contains illustrative disclosures. 

Effective Date 

53.  This Guidance Note applies to employee share-based payment plans the grant date 

in respect of which falls on or after April 1, 2005. 

Appendix I 

Estimating the Fair Value of Shares or Stock Options Granted 

1.  The appendix discusses measurement of the fair value of shares and stock options 

granted, focusing on the specific terms and conditions that are common features of a 

grant of shares or stock options to employees. Therefore, it is not exhaustive.  

Shares 

2.  The fair value of the shares granted should be measured at the market price of the 

shares of the enterprise (or an estimated value based on the valuation report of an 

independent valuer, if the shares of the enterprise are not publicly traded), adjusted to 

take into account the terms and conditions upon which the shares were granted (except 

for vesting conditions that are excluded from the measurement of fair value in 

accordance with paragraphs 18 to 20 of the text of the Guidance Note).  

3.  For example, if the employee is not entitled to receive dividends during the vesting 

period, this factor should be taken into account when estimating the fair value of the 

shares granted. Similarly, if the shares are subject to restrictions on transfer after vesting 

date, that factor should be taken into account, but only to the extent that the post -

vesting restrictions affect the price that a knowledgeable, willing market participant 

would pay for that share. For example, if the shares are actively traded in a deep and 

liquid market, post-vesting transfer restrictions may have little, if any, effect on the price 

that a knowledgeable, willing market participant would pay for those shares. Restrictions 

on transfer or other restrictions that exist during the vesting period should not be taken 

into account when estimating the grant date fair value of the shares granted, because 

those restrictions stem from the existence of vesting conditions, which are accounted for 

in accordance with paragraphs 18 to 20 of the text of the Guidance Note.  

Stock Options 

4.  For stock options granted to employees, in many cases market prices are not 
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available, because the options granted are subject to terms and conditions that do not 

apply to traded options. If traded options with similar terms and conditions do not exist, 

the fair value of the options granted should be estimated by applying an option pricing 

model. 

5.  The enterprise should consider factors that knowledgeable, willing market 

participants would consider in selecting the option pricing model to apply. For example, 

many employee options have long lives, are usually exercisable during the period 

between vesting date and the end of the life of the option, and are often exercised early. 

These factors should be considered when estimating the grant date fair value of the 

options. For many enterprises, this might preclude the use of the Black-Scholes-Merton 

formula, which does not allow for the possibility of exercise before the end of the 

option’s life (comprising the vesting period and the exercise period) and may not 
adequately reflect the effects of expected early exercise. It also does not allow for the 

possibility that expected volatility and other model inputs might vary over the option’s 
life. However, for stock options with relatively short contractual lives (comprising the 

vesting period and the exercise period), or that must be exercised within a short period of 

time after vesting date, the factors identified above may not apply. In these instances, the 

Black-Scholes-Merton formula may produce a value that is substantially the same as a 

more flexible option pricing model. 

6.  All option pricing models take into account, as a minimum, the following factors:  

(a)  the exercise price of the option; 

(b)  the life of the option; 

(c)  the current price of the underlying shares; 

(d)  the expected volatility of the share price; 

(e)  the dividends expected on the shares (if appropriate); and 

(f)  the risk-free interest rate for the life of the option. 

7.  Other factors that knowledgeable, willing market participants would consider in setting 

the price should also be taken into account (except for vesting conditions and reload features 

that are excluded from the measurement of fair value in accordance with paragraphs 18 to 21 

of the text of the Guidance Note). 

8.  For example, a stock option granted to an employee typically cannot be exercised 

during specified periods (e.g., during the vesting period or during periods specified, if 

any, by securities regulators). This factor should be taken into account if the option 

pricing model applied would otherwise assume that the option could be exercised at any 

time during its life. However, if an enterprise uses an option pricing model that values 

options that can be exercised only at the end of the options’ life, no adjustment is 
required for the inability to exercise them during the vesting period (or other periods 

during the options’ life), because the model assumes that the options cannot be exercised 
during those periods. 

9.  Similarly, another factor common to employee stock options is the possibility of early 

exercise of the option, for example, because the option is not freely transferable, or 

because the employee must exercise all vested options upon cessation of employment. 
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The effects of expected early exercise should be taken into account, as discussed in 

paragraphs 16 to 21 of this Appendix. 

10.  Factors that a knowledgeable, willing market participant would not consider in 

setting the price of a stock option should not be taken into account when estimating the 

fair value of stock options granted. For example, for stock options granted to employees, 

factors that affect the value of the option from the perspective of the individual employee 

only are not relevant to estimating the price that would be set by a knowledgeable, 

willing market participant. 

Inputs to option pricing models 

11.  In estimating the expected volatility of and dividends on the underlying shares, the 

objective is to approximate the expectations that would be reflected in a current market 

or negotiated exchange price for the option. Similarly, when estimating the effects of 

early exercise of employee stock options, the objective is to approximate the expectations 

that an outside party with access to detailed information about employees’ exercise 
behaviour would develop based on information available at the grant date.  

12.  Often, there is likely to be a range of reasonable expectations about future volatility, 

dividends and exercise behaviour. If so, an expected value should be calculated, by 

weighting each amount within the range by its associated probability of occurrence.  

13.  Expectations about the future are generally based on experience, modified if the 

future is reasonably expected to differ from the past. In some circumstances, identifiable 

factors may indicate that unadjusted historical experience is a relatively poor predictor of 

future experience. For example, if an enterprise with two distinctly different lines of 

business disposes of the one that was significantly less risky than the other, historical 

volatility may not be the best information on which to base reasonable expectations for 

the future. 

14.  In other circumstances, historical information may not be available. For example, a 

newly listed enterprise will have little, if any, historical data on the volatility of its share 

price. Unlisted and newly listed enterprises are discussed further below. 

15.  In summary, an enterprise should not simply base estimates of volatility, exercise 

behaviour and dividends on historical information without considering the extent to 

which the past experience is expected to be reasonably predictive of future experience. 

Expected early exercise 

16.  Employees often exercise stock options early, for a variety of reasons. For example, 

employee stock options are typically nontransferable. This often causes employees to 

exercise their stock options early, because that is the only way for the employees to 

liquidate their position. Also, employees who cease employment are usually required to 

exercise any vested options within a short period of time, otherwise the stock options are 

forfeited. This factor also causes the early exercise of employee stock options. Other 

factors causing early exercise are risk aversion and lack of wealth diversification.  

17.  The means by which the effects of expected early exercise are taken into account 
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depends upon the type of option pricing model applied. For example, expected early 

exercise could be taken into account by using an estimate of the expected life of the 

option (which, for an employee stock option, is the period of time from grant date to the 

date on which the option is expected to be exercised) as an input into an option pricing 

model (e.g., the Black-Scholes-Merton formula). Alternatively, expected early exercise 

could be modelled in a binomial or similar option pricing model that uses contractual life 

as an input. 

18.  Factors to consider in estimating early exercise include: 

(a) the length of the vesting period, because the stock option typically cannot be 

exercised until the end of the vesting period. Hence, determining the valuation 

implications of expected early exercise is based on the assumption that the 

options will vest. The implications of vesting conditions are discussed in 

paragraphs 18 to 20 of the text of the Guidance Note. 

(b)  the average length of time similar options have remained outstanding in the 

past. 

(c)  the price of the underlying shares. Experience may indicate that the employees 

tend to exercise options when the share price reaches a specified level above 

the exercise price. 

(d)  the employee’s level within the organisation. For example, experience might 

indicate that higher-level employees tend to exercise options later than lower-

level employees (discussed further in paragraph 21 of this Appendix).  

(e)  expected volatility of the underlying shares. On average, employees might tend 

to exercise options on highly volatile shares earlier than on shares with low 

volatility. 

19.  As noted in paragraph 17 of this Appendix, the effects of early exercise could be 

taken into account by using an estimate of the option’s expected life as an input into an  

option pricing model. When estimating the expected life of stock options granted to a 

group of employees, the enterprise could base that estimate on an appropriately 

weighted average expected life for the entire employee group or on appropriately 

weighted average lives for subgroups of employees within the group, based on more 

detailed data about employees’ exercise behaviour (discussed further below).  
20.  Separating an option grant into groups for employees with relatively homogeneous 

exercise behaviour is likely to be important. Option value is not a linear function of option 

term; value increases at a decreasing rate as the term lengthens. For example, if all other 

assumptions are equal, although a two-year option is worth more than a one-year option, 

it is not worth twice as much. That means that calculating estimated option value on the 

basis of a single weighted average life that includes widely differing individual lives would 

overstate the total fair value of the stock options granted. Separating options granted 

into several groups, each of which has a relatively narrow range of lives included in its 

weighted average life, reduces that overstatement. 

21.  Similar considerations apply when using a binomial or similar model. For example, 

the experience of an enterprise that grants options broadly to all levels of employees 
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might indicate that top-level executives tend to hold their options longer than middle-

management employees hold theirs and that lower-level employees tend to exercise their 

options earlier than any other group. In addition, employees who are encouraged 

required to hold a minimum amount of their employer’s shares or stock options, might 
on average exercise options later than employees not subject to that provision. In those 

situations, separating options by groups of recipients with relatively homogeneous 

exercise behaviour will result in a more accurate estimate of the total fair value of the 

stock options granted. 

Expected volatility 

22.  Expected volatility is a measure of the amount by which a price is expected to 

fluctuate during a period. The measure of volatility used in option pricing models is the 

annualised standard deviation of the continuously compounded rates of return on the 

share over a period of time. Volatility is typically expressed in annualised terms that are 

comparable regardless of the time period used in the calculation, for example, daily, 

weekly or monthly price observations. 

23.  The rate of return (which may be positive or negative) on a share for a period 

measures how much a shareholder has benefited from dividends and appreciation (or 

depreciation) of the share price. 

24  The expected annualised volatility of a share is the range within which the 

continuously compounded annual rate of return is expected to fal l approximately two-

thirds of the time. For example, to say that a share with an expected continuously 

compounded rate of return of 12 per cent has a volatility of 30 per cent means that the 

probability that the rate of return on the share for one year wil l be between –18 per cent 

(12% –30%) and 42 per cent (12% + 30%) is approximately two-thirds. If the share price is 

`.100 at the beginning of the year and no dividends are paid, the year-end share price 

would be expected to be between ` 83.53 (`.100 × e–0.18) and `.152.20 (` 100 × 0.42) 

approximately two-thirds of the time. 

25.  Factors to be considered in estimating expected volatility include: 

(a)  Implied volatility from traded stock options on the shares of the enterprise, or other 

traded instruments of the enterprise that include option features (such as convertible 

debt), if any. 

(b)  The historical volatility of the share price over the most recent period that is 

generally commensurate with the expected term of the option (taking into account 

the remaining contractual life of the option and the effects of expected early 

exercise). 

(c)  The length of time shares of an enterprise have been publicly traded. A newly listed 

enterprise might have a high historical volatility, compared with similar enterprises 

that have been listed longer. Further guidance for newly listed enterprises is given in 

paragraph 26 of this Appendix. 

(d)  The tendency of volatility to revert to its mean, i.e., its long-term average level, and 

other factors indicating that expected future volatility might differ from past 
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volatility. For example, if share price of an enterprise was extraordinarily volatile for 

some identifiable period of time because of a failed takeover bid or a major 

restructuring, that period could be disregarded in computing historical average 

annual volatility. 

(e)  Appropriate and regular intervals for price observations. The price observations 

should be consistent from period to period. 

For example, an enterprise might use the closing price for each week or the highest price 

for the week, but it should not use the closing price for some weeks and the highest price 

for other weeks. 

Newly listed enterprises 

26. As noted in paragraph 25 of this Appendix, an enterprise should consider historical 

volatility of the share price over the most recent period that is generally commensurate 

with the expected option term. If a newly listed enterprise does not have sufficient 

information on historical volatility, it should nevertheless compute historical volatility for 

the longest period for which trading activity is available. It could also consider the 

historical volatility of similar enterprises following a comparable period in their lives. For 

example, an enterprise that has been listed for only one year and grants options with an 

average expected life of five years might consider the pattern and level of historical 

volatility of enterprises in the same industry for the first six years in which the shares of 

those enterprises were publicly traded. 

Unlisted enterprises 

27. An unlisted enterprise will not have historical information upon which to base an 

estimate of expected volatility. It will therefore have to estimate expected volatility by 

some other means. The enterprise could consider the historical volatility of similar listed 

enterprises, for which share price or option price information is available, to use as the 

basis for an estimate of expected volatility. Alternatively, volatility of unlisted enterprises 

can be taken as zero. 

Expected dividends 

28. Whether expected dividends should be taken into account when measuring the fair 

value of shares or stock options granted depends on whether the employees are entitled 

to dividends or dividend equivalents. For example, if employees were granted options 

and are entitled to dividends on the underlying shares or dividend equivalents (which 

might be paid in cash or applied to reduce the exercise price) between grant date and 

exercise date, the options granted should be valued as if no dividends will be paid on the 

underlying shares, i.e., the input for expected dividends should be zero. Similarly, when 

the grant date fair value of shares granted to employees is estimated, no adjustment is 

required for expected dividends if the employees are entitled to receive dividends paid 

during the vesting period. 

29. Conversely, if the employees are not entitled to dividends or dividend equivalents 

during the vesting period (or before exercise, in the case of an option), the grant date 

valuation of the rights to shares or options should take expected dividends into account. 
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That is to say, when the fair value of an option grant is estimated, expected dividends 

should be included in the application of an option pricing model. When the fair value of a 

share grant is estimated, that valuation should be reduced by the present value of 

dividends expected to be paid during the vesting period. 

30. Option pricing models generally call for expected dividend yield. However, the models 

may be modified to use an expected dividend amount rather than a yield. An enterprise may 

use either its expected yield or its expected payments. If the enterprise uses the latter, it 

should consider its historical pattern of increases in dividends. For example, if policy of an 

enterprise has generally been to increase dividends by approximately 3 per cent per year, its 

estimated option value should not assume a fixed dividend amount throughout the option’s 
life unless there is evidence that supports that assumption. 

31. Generally, the assumption about expected dividends should be based on publicly 

available information. An enterprise that does not pay dividends and has no plans to do 

so should assume an expected dividend yield of zero. However, an emerging enterprise 

with no history of paying dividends might expect to begin paying dividends during the 

expected lives of its employee stock options. Those enterprises could use an average of 

their past dividend yield (zero) and the mean dividend yield of an appropriately 

comparable peer group. 

Risk-free interest rate 

32. Typically, the risk-free interest rate is the implied yield currently available on zero-

coupon government issues, with a remaining term equal to the expected term of the 

option being valued (based on the option’s remaining contractual life and taking into 
account the effects of expected early exercise). It may be necessary to use an appropriate 

substitute, if no such government issues exist or circumstances indicate that the implied 

yield on zero-coupon government issues is not representative of the risk free interest 

rate. Also, an appropriate substitute should be used if market participants would typically 

determine the risk-free interest rate by using that substitute, rather than the implied yield 

of zero-coupon government issues, when estimating the fair value of an option with a life 

equal to the expected term of the option being valued. 

Capital structure effects 

33. Typically, third parties, not the enterprise, write traded stock options. When these 

stock options are exercised, the writer delivers shares to the option holder. Those shares 

are acquired from existing shareholders. Hence the exercise of traded stock options has 

no dilutive effect. 

34. In contrast, if stock options are written by the enterprise, new shares are issued when 

those stock options are exercised. Given that the shares will be issued at the exercise 

price rather than the current market price at the date of exercise, this actual or potential 

dilution might reduce the share price, so that the option holder does not make as large a 

gain on exercise as on exercising an otherwise similar traded option that does not dilute 

the share price. 

35. Whether this has a significant effect on the value of the stock options granted depends 
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on various factors, such as the number of new shares that will be issued on exercise of the 

options compared with the number of shares already issued. Also, if the market already 

expects that the option grant will take place, the market may have already factored the 

potential dilution into the share price at the date of grant. 

36. However, the enterprise should consider whether the possible dilutive effect of the 

future exercise of the stock options granted might have an impact on their estimated fair 

value at grant date. Option pricing models can be adapted to take into account this 

potential dilutive effect. 

Appendix II 

Equity-Settled Employee 

Share-based Payment Plans 

Illustration 1 : Stock Options With Service Condition Only 

(A) Accounting during the vesting period 

At the beginning of year 1, an enterprise grants 300 options to each of its 1,000 

employees. The contractual life (comprising the vesting period and the exercise period) of 

options granted is 6 years. The other relevant terms of the grant are as below:  

Vesting Period  3 years 

Exercise Period  3 years 

Expected Life  5 years 

Exercise Price  ` 50 

Market Price  ` 50 

Expected forfeitures per year  3% 

The fair value of options, calculated using an option pricing model, is ` 15 per option. 

Actual forfeitures, during the year 1, are 5 per cent and at the end of year 1, the 

enterprise still expects that actual forfeitures would average 3 per cent per year over the 

3-year vesting period. During the year 2, however, the management decides that the rate 

of forfeitures is likely to continue to increase, and the expected forfeiture rate for the 

entire award is changed to 6 per cent per year. It is also assumed that 840 employees 

have actually completed 3 years vesting period. 

Suggested Accounting Treatment 

Year 1 

1. At the grant date, the enterprise estimates the fair value of the options expected to 

vest at the end of the vesting period as below: 

No. of options expected to vest = 300 x 1,000 x 0.97 x 0.97 x 0.97 = 2,73,802 options 

Fair value of options expected to vest = 2,73,802 options x ` 15 = ` 41,07,030 

2. At the balance sheet date, since the enterprise still expects actual forfeitures to 

average 3 per cent per year over the 3-year vesting period, no change is required in the 
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estimates made at the grant date. The enterprise, therefore, recognises one-third of the 

amount estimated at (1) above (i.e., ` 41,07,030/3) towards the employee services 

received by passing the following entry: 

Employee compensation expense A/c    Dr.  ` 13,69,010 

To Stock Options Outstanding A/c        ` 13,69,010 

(Being compensation expense recognised in respect of the ESOP) 

3.  Credit balance in the ‘Stock Options Outstanding A/c’ may be disclosed in the 
balance sheet under a separate heading, between ‘Share Capital’ and ‘Reserves and 
Surplus’. 
Year 2 

1. At the end of the financial year, management has changed its estimate of expected 

forfeiture rate from 3 per cent to 6 per cent per year. The revised number of options 

expected to vest is 2,49,175 (3,00,000 x .94 x .94 x .94). Accordingly, the fair value of 

revised options expected to vest is ` 37,37,625 (2,49,175 x ` 15). Consequent to the 

change in the expected forfeitures, the expense to be recognised during the year are 

determined as below: 

Revised total fair value  ` 37,37,625 

Revised cumulative expense at the end of year 2= (` 37,37,625 x 2/3) =` 24,91,750 

Expense already recognised in year 1  =` 13,69,010 

Expense to be recognised in year 2  =` 11,22,740 

2. The enterprise recognises the amount determined at (1) above (i.e., ` 11,22,740) 

towards the employee services received by passing the following entry: 

Employee compensation expense A/c     Dr.  ` 11,22,740 

To Stock Options Outstanding A/c        ` 11,22,740 

(Being compensation expense recognised in respect of the ESOP) 

3.  Credit balance in the ‘Stock Options Outstanding A/c’ may be disclosed in the 
balance sheet under a separate heading, between ‘Share Capital’ and ‘Reserves and 
Surplus’. 
Year 3 

1. At the end of the financial year, the enterprise would examine its actual forfeitures 

and make necessary adjustments, if any, to reflect expense for the number of options that 

actually vested. Considering that 840 employees have completed three years vesting 

period, the expense to be recognised during the year is determined as below:  

No. of options actually vested = 840 x 300 = 2,52,000 

Fair value of options actually vested (` 2,52,000 x ` 15) = ` 37,80,000 

Expense already recognised      ` 24,91,750 

Expense to be recognised in year 3       ` 12,88,250 
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2. The enterprise recognises the amount determined at (1) above towards the 

employee services received by passing the following entry: 

Employee compensation expense A/c     Dr.  ` 12,88,250 

To Stock Options Outstanding A/c         ` 12,88,250 

(Being compensation expense recognised in respect of ESOP) 

3.  Credit balance in the ‘Stock Options Outstanding A/c’ may be disclosed in the 
balance sheet under a separate heading, between ‘Share Capital’ and ‘Reserves and 
Surplus’. 
(B)  Accounting at the time of exercise/expiry of the vested options 

Continuing Illustration 1(A) above, the following further facts are provided: 

(a)  200 employees exercise their right to obtain shares vested in them in pursuance of 

the ESOP at the end of year 5 and 600 employees exercise their right at the end of 

year 6. 

(b)  Rights of 40 employees expire unexercised at the end of the contractual life of the 

option, i.e., at the end of year 6. 

(c)  Face value of one share of the enterprise is ` 10. 

Suggested Accounting Treatment 

1. On exercise of the right to obtain shares, the enterprise issues shares to the 

respective employees on receipt of the exercise price. The shares so issued are considered 

to have been issued on a consideration comprising the exercise price and the 

corresponding amount standing to the credit of the Stock Options Outstanding Account . 

In the present case, the exercise price is ` 50 per share and the amount of compensation 

expense recognised in the ‘Stock Options Outstanding A/c’ is ` 15 per option. The 

enterprise, therefore, considers the shares to be issued at a price of ` 65 per share. 

2. The amount to be recorded in the ‘Share Capital A/c’ and the ‘Securities Premium 
A/c’, upon issuance of the shares, is calculated as below:  
Particulars Exercise 

Date 

Year-end 5 

Exercise 

Date 

Year-end 6 

No. of employees exercising option  

No. of shares issued on exercise @ 300 per employee 

200 

60,000 

600 

1,80,000 

Exercise Price received @ ` 50 per share 30,00,0000 1,80,000 

Corresponding amount recognised in the ‘Stock Options 
Outstanding A/c’ @ ` 15 per option 

 

9,00,000 

 

27,00,000 

Total Consideration 39,00,000 1,17,00,000  

Amount to be recorded in ‘Share Capital A/c’ @ ` 10 per 

share 

6,00,000 18,00,000 

Amount to be recorded in ‘Securities Premium A/c’ @  33,00,000 99,00,000 
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` 55 per share 

Total 39,00,000 1,17,00,000 

3. The enterprise passes the following entries at end of year 5 and year 6, respectively, 

to record the shares issued to the employees upon exercise of options vested in them in 

pursuance of the Employee Stock Option Plan: 

Year 5     Bank A/c  Dr.  ` 30,00,000 

Stock Options Outstanding A/c  Dr.  ` 9,00,000 

To Share Capital A/c   `  6,00,000 

To Securities Premium A/c   ` 33,00,000 

(Being shares issued to the employees against the options vested 

in them in pursuance of the Employee Stock Option Plan) 

Year 6  Bank A/c  Dr.  ` 90,00,000 

Stock Options Outstanding A/c Dr. ` 27,00,000 

To Share Capital A/c    ` 18,00,000 

To Securities Premium A/c    ` 99,00,000 

(Being shares issued to the employees against the options vested 

in them in pursuance of the Employee Stock Option Plan) 

4. At the end of year 6, the balance of ` 1,80,000 (i.e., 40 employees x 300 options x  

` 15 per option) standing to the credit of the Stock Options Outstanding Account, in 

respect of vested options expiring unexercised, is transferred to general reserve by 

passing the following entry: 

Stock Options Outstanding A/c  Dr.   ` 1,80,000 

To General Reserve        ` 1,80,000 

(Being the balance standing to the credit of the Stock Options Outstanding Account, in 

respect of vested options expired unexercised, transferred to the general reserve) 

(C)  Intrinsic Value Method 

The accounting treatment suggested in Illustrations 1(A) and 1(B) above is based on the fair 

value method. In case the enterprise follows the intrinsic value method instead of the fair 

value method, it would not recognise any compensation expense since the market price of 

the underlying share at the grant date is the same as the exercise price and the intrinsic value 

of the options is nil. However, in case the market price of the underlying share at the grant 

date is more than the exercise price, say, ` 52 per share, then the difference of ` 2 between 

the market value and the exercise price would be the intrinsic value of the option. In such a 

case, the enterprise would treat the said intrinsic value as compensation expense over the 

vesting period on the lines of Illustrations 1(A) and 1(B) above. 

Illustration 2: Grant with A Performance Condition, in which the length of the 

Vesting Period Varies 

At the beginning of year 1, the enterprise grants 100 stock options to each of its 500 

employees, conditional upon the employees remaining in the employment of the 

enterprise during the vesting period. The options will vest at the end of year 1 if the 
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earnings of the enterprise increase by more than 18 per cent; at the end of year 2 if the 

earnings of the enterprise increase by more than an average of 13 per cent per year over 

the two year period; and at the end of year 3 if the earnings of the enterprise increase by 

more than an average of 10 per cent per year over the three year period. The fair value of 

the options, calculated at the grant date using an option pricing model, is ` 30 per 

option. No dividends are expected to be paid over the three-year period. 

By the end of year 1, the earnings of the enterprise have increased by 14 per cent, and 30 

employees have left. The enterprise expects that earnings will continue to increase at a 

similar rate in year 2, and, therefore, expects that the options will vest at the end of year 

2. The enterprise expects, on the basis of a weighted average probability, that a further 30 

employees will leave during year 2, and, therefore, expects that options will vest in 440 

employees at the end of year 2. 

By the end of year 2, the earnings of the enterprise have increased by only 10 per cent 

and, therefore, the options do not vest at the end of year 2. 28 employees have left 

during the year. The enterprise expects that a further 25 employees will leave during year 

3, and that the earnings of the enterprise will increase by at least 6 per cent, thereby 

achieving the average of 10 per cent per year. 

By the end of year 3, 23 employees have left and the earnings of the enterprise have 

increased by 8 per cent, resulting in an average increase of 10.67 per cent per year. 

Therefore, 419 employees received 100 shares each at the end of year 3.  

Suggested Accounting Treatment 

1. In the given case, the length of the vesting period varies, depending on when the 

performance condition is satisfied. In such a situation, as per paragraph 14 of the text of 

the Guidance Note, the enterprise estimates the length of the expected vesting period, 

based on the most likely outcome of the performance condition, and revises that 

estimate, if necessary, if subsequent information indicates that the length of the vesting 

period is likely to differ from previous estimates. 

2. The enterprise determines the compensation expense to be recognised each year as 

below: 

Particulars  Year 1 Year 2 Year 3 

Length of the expected vesting period (at the 

end of the year) 

2 years 3 years 3 years 

No. of employees expected to meet vesting 

conditions 

440 

employees 

417 

employees 

419 

employees 

No. of options expected to vest 44,000 41,700 41,900 

Fair value of options expected to vest @ ` 30 

per option (`) 

13,20,000 12,51,000 12,57,000 

Compensation expense accrued till the end of 

year (`) 

6,60,000 

[13,20,000/2]  

8,34,000 

(12,51,000 * 

2/3) 

12,57,000 
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Compensation expense recognised till the end 

of previous year (`) 

Nil  

 

6,60,000 8,34,000 

Compensation expense to be recognized for 

the year (`) 

6,60,000 1,74,000 4,23,000 

Illustration 3 : Grant with a Performance Condition, in which the number of Stock 

Options Varies 

At the beginning of year 1, an enterprise grants stock options to each of its 100 

employees working in the sales department. The stock options will vest at the end of year 

3, provided that the employees remain in the employment of the enterprise, and provided 

that the volume of sales of a particular product increases by at least an average of 5 per 

cent per year. If the volume of sales of the product increases by an average of between 5 

per cent and 10 per cent per year, each employee will receive 100 stock options. If the 

volume of sales increases by an average of between 10 per cent and 15 per cent each 

year, each employee will receive 200 stock options. If the volume of sales increases by an 

average of 15 per cent or more, each employee will receive 300 stock options.  

On the grant date, the enterprise estimates that the stock options have a fair value of  ` 20 

per option. The enterprise also estimates that the volume of sales of the product will 

increase by an average of between 10 per cent and 15 per cent per year, and therefore 

expects that, for each employee who remains in service until the end of year 3, 200 stock 

options will vest. The enterprise also estimates, on the basis of a weighted average 

probability, 20 per cent of employees will leave before the end of year 3.  

By the end of year 1, seven employees have left and the enterprise still expects that a 

total of 20 employees will leave by the end of year 3. Hence, the enterprise expects that 

80 employees will remain in service for the three-year period. Product sales have 

increased by 12 per cent and the enterprise expects this rate of increase to continue over 

the next 2 years. 

By the end of year 2, a further five employees have left, bringing the total to 12 to date. 

The enterprise now expects that only three more employees will leave during year 3, and 

therefore expects that a total of 15 employees will have left during the three-year period, 

and hence 85 employees are expected to remain. Product sales have increased by 18 per 

cent, resulting in an average of 15 per cent over the two years to date. The enterprise 

now expects that sales increase will average 15 per cent or more over the three-year 

period, and hence expects each sales employee to receive 300 stock options at the end of 

year 3. 

By the end of year 3, a further two employees have left. Hence, 14 employees have left 

during the three-year period, and 86 employees remain. The sales of the enterprise have 

increased by an average of 16 per cent over the three years. Therefore, each of the 86 

employees receives 300 stock options. 

Suggested Accounting Treatment 

Since the number of options varies depending on the outcome of a performance 
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condition that is not a market condition, the effect of that condition (i.e., the possibility 

that the number of stock options might be 100, 200 or 300) is not taken into account 

when estimating the fair value of the stock options at grant date. Instead, the enterprise 

revises the transaction amount to reflect the outcome of that performance condition, as 

illustrated below. 

Year Calculation Compensation 

expense for 

period (`) 

Cumulative 

compensation 

expense (`) 

1. 80 employees × 200 options × ` 20 × 1/3  1,06,667  1,06,667 

2. (85 employees × 300 options × ` 20 × 2/3) –  

` 1,06,667  

2,33,333  3,40,000 

3. (86 employees × 300 options × ` 20 × 3/3) –  

` 3,40,000 

1,76,000  5,16,000 

Illustration 4: Grant with a Performance Condition, in which the Exercise Price Varies 

At the beginning of year 1, an enterprise grants 10,000 stock options to a senior 

executive, conditional upon the executive remaining in the employment of the enterprise 

until the end of year 3. The exercise price is ` 40. However, the exercise price drops to  

` 30 if the earnings of the enterprise increase by at least an average of 10 per cent per 

year over the three-year period. 

On the grant date, the enterprise estimates that the fair value of the stock options, with 

an exercise price of ` 30, is ` 16 per option. If the exercise price is ` 40, the enterprise 

estimates that the stock options have a fair value of ` 12 per option. During year 1, the 

earnings of the enterprise increased by 12 per cent, and the enterprise expects that 

earnings will continue to increase at this rate over the next two years. The enterprise, 

therefore, expects that the earnings target will be achieved, and hence the stock options 

will have an exercise price of ` 30. During year 2, the earnings of the enterprise increased 

by 13 per cent, and the enterprise continues to expect that the earnings target will be 

achieved. 

During year 3, the earnings of the enterprise increased by only 3 per cent, and therefore 

the earnings target was not achieved. The executive completes three years’ service, and 
therefore satisfies the service condition. Because the earnings target was not achieved, 

the 10,000 vested stock options have an exercise price of ` 40. 

Suggested Accounting Treatment 

Because the exercise price varies depending on the outcome of a performance condition 

that is not a market condition, the effect of that performance condition (i.e. the possibility 

that the exercise price might be ` 40 and the possibility that the exercise price might be  

` 30) is not taken into account when estimating the fair value of the stock options at the 

grant date. Instead, the enterprise estimates the fair value of the stock options at the 

grant date under each scenario (i.e. exercise price of ` 40 and exercise price of ` 30) and 

ultimately revises the transaction amount to reflect the outcome of that performance 
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condition, as illustrated below: 

Year  Calculation Compensation  

expense for 

period (`) 

Cumulative 

compensatio

n expense 

(`) 

1 10,000 options × ` 16 × 1/3 53,333  53,333 

2. (10,000 options × ` 16 × 2/3) ` 53,333 53,334  1,06,667 

3. (10,000 options × ` 12 × 3/3) – ` 1,06,667 13,333 1, 20,000 

Illustration 5: Grant with A Market Condition 

At the beginning of year 1, an enterprise grants 10,000 stock options to a senior 

executive, conditional upon the executive remaining in the employment of the enterprise 

until the end of year 3. However, the stock options cannot be exercised unless the share 

price has increased from `.50 at the beginning of year 1 to above ` 65 at the end of year 

3. If the share price is above ` 65 at the end of year 3, the stock options can be exercised 

at any time during the next seven years, i.e. by the end of year 10.  

The enterprise applies a binomial option pricing model, which takes into account the 

possibility that the share price will exceed ` 65 at the end of year 3 (and hence the stock 

options become exercisable) and the possibility that the share price will not exceed ` 65 

at the end of year 3 (and hence the options will not become exercisable). It estimates the 

fair value of the stock options with this market condition to be ` 24 per option. 

Suggested Accounting Treatment 

Because paragraph 20 of the text of the Guidance Note requires the enterprise to 

recognise the services received from an employee who satisfies all other vesting 

conditions (e.g., services received from an employee who remains in service for the 

specified service period), irrespective of whether that market condition is satisfied, it 

makes no difference whether the share price target is achieved. The possibility that the 

share price target might not be achieved has already been taken into account when 

estimating the fair value of the stock options at the grant date. Therefore, if the 

enterprise expects the executive to complete the three-year service period, and the 

executive does so, the enterprise recognises the following amounts in years 1, 2  

and 3: 

Year Calculation Compensation 

expense for 

period (`) 

Cumulative 

compensation 

expense (`) 

1. 10,000 options × ` 24 × 1/3 80,000 80,000 

2. (10,000 options × ` 24 × 2/3) – ` 80,000  80,000  1,60,000 

3. (10,000 options × ` 24) – ` 1,60,000 80,000  2,40,000 

As noted above, these amounts are recognised irrespective of the outcome of the market 

condition. However, if the executive left during year 2 (or year 3), the amount recognised 
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during year 1 (and year 2) would be reversed in year 2 (or year 3). This is because the 

service condition, in contrast to the market condition, was not taken into account when 

estimating the fair value of the stock options at grant date. Instead, the service condition 

is taken into account by adjusting the transaction amount to be based on the number of 

shares or stock options that ultimately vest, in accordance with paragraphs 18 and 19 of 

the text of the Guidance Note. 

Illustration 6: Grant with A Market Condition, in Which the Length of the Vesting 

Period Varies 

At the beginning of year 1, an enterprise grants 10,000 stock options with a ten-year life 

to each of ten senior executives. The stock options will vest and become exercisable 

immediately if and when the share price of the enterprise increases from ` 50 to ` 70, 

provided that the executive remains in service until the share price target is achieved. 

The enterprise applies a binomial option pricing model, which takes into account the 

possibility that the share price target will be achieved during the ten-year life of the 

options, and the possibility that the target will not be achieved. The enterprise estimates 

that the fair value of the stock options at grant date is ` 25 per option. From the option 

pricing model, the enterprise determines that the mode of the distribution of possible 

vesting dates is five years. In other words, of all the possible outcomes, the most likely 

outcome of the market condition is that the share price target will be achieved at the end 

of year 5. Therefore, the enterprise estimates that the expected vesting period is five 

years. The enterprise also estimates that two executives will have left by the end of year 5, 

and therefore expects that 80,000 stock options (10,000 stock options x 8 executives) will 

vest at the end of year 5. 

Throughout years 1-4, the enterprise continues to estimate that a total of two executives 

will leave by the end of year 5. However, in total three executives leave, one in each of 

years 3, 4 and 5. The share price target is achieved at the end of year 6. Another executive 

leaves during year 6, before the share price target is achieved. 

Suggested Accounting Treatment 

Paragraph 14 of the text of the Guidance Note requires the enterprise to recognise the 

services received over the expected vesting period, as estimated at grant date, and also 

requires the enterprise not to revise that estimate. Therefore, the enterprise recognises 

the services received from the executives over years 1 to 5. Hence, the transaction 

amount is ultimately based on 70,000 stock options (10,000 stock options × 7 executives 

who remain in service at the end of year 5). Although another executive left during year 6, 

no adjustment is made, because the executive had already completed the expected 

vesting period of 5 years. Therefore, the enterprise recognises the following amounts in 

years 1-5: 

Year Calculation Compensation 

expense for 

period (`) 

Cumulative 

compensation 

expense (`) 

1 80,000 options × ` 25 × 1/5 4,00,000 4,00,000 
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2. (80,000 options × ` 25 × 2/5) – ` 4,00,000 4,00,000 8,00,000 

3. (80,000 options × ` 25 × 3/5) – ` 8,00,000 4,00,000  12,00,000 

4. 4 (80,000 options × ` 25 × 4/5) – ` 12,00,000 4,00,000 16,00,000 

5. (70,000 options × ` 25) – ` 16,00,000 1,50,000  17,50,000 

Illustration 7: Employee Share Purchase Plan 

An enterprise offers all its 1,000 employees the opportunity to participate in  an employee 

stock purchase plan. The employees have two weeks to decide whether to accept the 

offer. Under the terms of the plan, the employees are entitled to purchase a maximum of 

100 shares each. The purchase price will be 20 per cent less than the market price of the 

shares of the enterprise at the date the offer is accepted, and the purchase price must be 

paid immediately upon acceptance of the offer. All shares purchased must be held in trust 

for the employees, and cannot be sold for five years. The employee is not permitted to 

withdraw from the plan during that period. For example, if the employee ceases 

employment during the five-year period, the shares must nevertheless remain in the plan 

until the end of the five-year period. Any dividends paid during the five-year period will 

be held in trust for the employees until the end of the five-year period. 

In total, 800 employees accept the offer and each employee purchases, on average, 80 

shares, i.e., the employees purchase a total of 64,000 shares. The weighted-average 

market price of the shares at the purchase date is ` 30 per share, and the weighted-

average purchase price is `.24 per shares. 

Suggested Accounting Treatment 

Paragraph 15 of the text of the Guidance Note provides that the enterprise should 

measure the fair value of the employee services received by reference to the fair value of 

the shares or stock options granted. To apply this requirement, it is necessary first to 

determine the type of instrument granted to the employees. Although the plan is 

described as an employee stock purchase plan (ESPP), some ESPPs include option 

features and are therefore, in effect, stock option plans. For example, an ESPP might 

include a ‘lookback feature’, whereby the employee is able to purchase shares at a 
discount, and choose whether the discount is applied to the share price of the enterprise 

at the date of grant or its share price at the date of purchase. Or an ESPP might specify 

the purchase price, and then allow the employees a significant period of time to decide 

whether to participate in the plan. Another example of an option feature is an ESPP that 

permits the participating employees to cancel their participation before or at the end of a 

specified period and obtain a refund of amounts previously paid into the plan. 

However, in this example, the plan includes no option features. The discount is applied to 

the share price at the purchase date, and the employees are not permitted to withdraw 

from the plan. 

Another factor to consider is the effect of post-vesting transfer restrictions, if any. 

Paragraph 3 of the Appendix I to the Guidance Note states that, if shares are subject to 

restrictions on transfer after vesting date, that factor should be taken into account when 
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estimating the fair value of those shares, but only to the extent that the post-vesting 

restrictions affect the price that a knowledgeable, willing market participant would pay for 

that share. For example, if the shares are actively traded in a deep and liquid market, 

post-vesting transfer restrictions may have little, if any, effect on the price that a 

knowledgeable, willing market participant would pay for those shares.   In this example, 

the shares are vested when purchased, but cannot be sold for five years after the date of 

purchase. Therefore, the enterprise should consider the valuation effect of the five-year 

post-vesting transfer restriction. This entails using a valuation technique to estimate what 

the price of the restricted share would have been on the purchase date in an arm’s leng th 

transaction between knowledgeable, willing parties. Suppose that, in this example, the 

enterprise estimates that the fair value of each restricted share is ` 28. In this case, the 

fair value of the instruments granted is ` 4 per share (being the fair value of the restricted 

share of ` 28 less the purchase price of ` 24). Because 64,000 shares were purchased, the 

total fair value of the instruments granted is ` 2,56,000. 

In this example, there is no vesting period.  Therefore, in accordance with paragraph 11 of 

the text of the Guidance Note, the enterprise should recognise an expense of ` 2,56,000 

immediately. 

Appendix III 

Modifications to the Term and Conditions of Equity-Settled Employee 

Share-based Payment Plans 

Illustration 1: Grant of Stock Options that are Subsequently Repriced 

At the beginning of year 1, an enterprise grants 100 stock options to each of its 500 

employees. The grant is conditional upon the employee remaining in service over the 

next three years. The enterprise estimates that the fair value of each option is ` 15. On 

the basis of a weighted average probability, the enterprise estimates that 100 employees 

will leave during the three-year period and therefore forfeit their rights to the stock 

options. 

Suppose that 40 employees leave during year 1. Also suppose that by the end of year 1, 

the share price of the enterprise has dropped, and the enterprise reprices its stock 

options, and that the repriced stock options vest at the end of year 3. The enterprise 

estimates that a further 70 employees will leave during years 2 and 3, and hence the total 

expected employee departures over the three-year vesting period is 110 employees. 

During year 2, a further 35 employees leave, and the enterprise estimates that a further 

30 employees will leave during year 3, to bring the total expected employee departures 

over the three-year vesting period to 105 employees. During year 3, a total of 28 

employees leave, and hence a total of 103 employees ceased employment during the 

vesting period. For the remaining 397 employees, the stock options vested at the end of 

year 3. 

The enterprise estimates that, at the date of repricing, the fair value of each of the 

original stock options granted (i.e., before taking into account the repricing) is ` 5 and 
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that the fair value of each repriced stock option is ` 8. 

Suggested Accounting Treatment 

Paragraph 24 of the text of the Guidance Note requires the enterprise to recognise the 

effects of modifications that increase the total fair value of the employee share-based 

payment plans or are otherwise beneficial to the employee. If the modification increases 

the fair value of the shares or stock options granted (e.g., by reducing the exercise price), 

measured immediately before and after the modification, paragraph 25(a) of the text of 

this Guidance Note requires the enterprise to include the incremental fair value granted 

(i.e., the difference between the fair value of the modified instrument and that of the 

original instrument, both estimated as at the date of the modification) in the 

measurement of the amount recognised for services received as consideration for the 

instruments granted. If the modification occurs during the vesting period, the incremental 

fair value granted is included in the measurement of the amount recognised for services 

received over the period from the modification date until the date when the modified 

instruments vest, in addition to the amount based on the grant date fair value of the 

original instruments, which is recognised over the remainder of the original vesting 

period. 

The incremental value is ` 3 per stock option (` 8 – ` 5). This amount is recognised over the 

remaining two years of the vesting period, along with remuneration expense based on the 

original option value of ` 15. 

The amounts recognised towards employees services received in years 1-3 are as follows: 

Year Calculation Compensation 

expense for 

period (`) 

Cumulative 

compensation 

expense (`) 

1 (500 – 110) employees ×100 options × ` 15 

× 1/3 

1,95,000  1,95,000 

2. (500 – 105) employees × 100 options × (` 

15 × 2/3 + ` 3 × 1/2) – ` 1,95,000 

2,59,250  4,54,250 

3. (500 – 103) employees × 100 options × (` 

15 + ` 3) – ` 4,54,250 

2,60,350  7,14,600 

Illustration 2: Grant of Stock Options with A Vesting Condition that is Subsequently 

Modified 

At the beginning of year 1, the enterprise grants 1,000 stock options to each member of 

its sales team, conditional upon the employees remaining in the employment of the 

enterprise for three years, and the team selling more than 50,000 units of a particular 

product over the three-year period. The fair value of the stock options is ` 15 per option 

at the date of grant. 

During year 2, the enterprise increases the sales target to 1,00,000 units. By the end of 

year 3, the enterprise has sold 55,000 units, and the stock options do not vest. Twelve 

members of the sales team have remained in service for the three-year period. 
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Suggested Accounting Treatment 

Paragraph 19 of the text of the Guidance Note requires, for a performance condition that  

is not a market condition, the enterprise to recognise the services received during the 

vesting period based on the best available estimate of the number of shares or stock 

options expected to vest and to revise that estimate, if necessary, if subsequent 

information indicates that the number of shares or stock options expected to vest differs 

from previous estimates. On vesting date, the enterprise revises the estimate to equal the 

number of instruments that ultimately vested. However, paragraph 24 of the text of the 

Guidance Note requires, irrespective of any modifications to the terms and conditions on 

which the instruments were granted, or a cancellation or settlement of that grant of 

instruments, the enterprise to recognise, as a minimum, the services received, measured 

at the grant date fair value of the instruments granted, unless those instruments do not 

vest because of failure to satisfy a vesting condition (other than a market condition) that 

was specified at grant date. Furthermore, paragraph 26(c) of the text of this Guidance 

Note specifies that, if the enterprise modifies the vesting conditions in a manner that is 

not beneficial to the employee, the enterprise does not take the modified vesting 

conditions into account when applying the requirements of paragraphs 18 to 20 of the 

text of the Guidance Note. 

Therefore, because the modification to the performance condition made it less likely that 

the stock options will vest, which was not beneficial to the employee, the enterprise takes 

no account of the modified performance condition when recognising the services 

received. Instead, it continues to recognise the services received over the three-year 

period based on the original vesting conditions. Hence, the enterprise ultimately 

recognizes cumulative remuneration expense of ` 1,80,000 over the three-year period (12 

employees × 1,000 options × ` 15). 

The same result would have occurred if, instead of modifying the performance target, the 

enterprise had increased the number of years of service required for the stock options to 

vest from three years to ten years. Because such a modification would make it less likely 

that the options will vest, which would not be beneficial to the employees, the enterprise 

would take no account of the modified service condition when recognising the services 

received. Instead, it would recognise the services received from the twelve employees 

who remained in service over the original three-year vesting period. 

Appendix IV 

Cash-Settled Employee Share-based Payment Plans 

Continuing, Illustration 1(A) of Appendix II, suppose the enterprise has granted stock 

appreciation rights (SARs) to its employees, instead of the options whereby the enterprise 

pays cash to the employees equal to the intrinsic value of the SARs as on the exercise 

date. The SARs are granted on the condition that the employees remain in its 

employment for the next three years. The contractual life [comprising the vesting period 

(3 years) and the exercise period (2 years)] of SARs is 5 years. 

The other facts of the Illustration are the same as those in Illustration 1(A) of Appendix II. 
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However, it is also assumed that at the end of year 3, 400 employees exercise their SA Rs, 

another 300 employees exercise their SARs at the end of year 4 and the remaining 140 

employees exercise their SARs at the end of year 5. 

The enterprise estimates the fair value of the SARs at the end of each year in which a 

liability exists and the intrinsic value of the SARs at the end of years 3, 4 and 5. The values 

estimated by the enterprise are as below: 

Year Fair Value Intrinsic Value 

1 ` 15.30  

2 ` 16.50  

3 ` 19.20 ` 16.00 

4 ` 21.30 ` 21.00 

5  ` 26.00 

Suggested Accounting Treatment 

1. The expense to be recognised each year in respect of SARs are determined as below: 

Year 1 

No. of SARs expected to vest (as per the original estimate) 

1,000 x 300 x 0.97 x 0.97 x 0.97  =  2,73,802 SARs 

Provision required at the year-end 

2,73,802 SARs x ` 15.30 x 1/3  =  ` 13,96,390 

Less: provision at the beginning of the year                 Nil 

Expense for the year   ` 13,96,390 

Year 2 

No. of SARs expected to vest (as per the revised estimate)  

1,000 x 300 x 0.94 x 0.94 x 0.94  =  2,49,175 SARs 

Provision required at the year-end 2,49,175 SARs x ` 16.50 x 2/3  =  ` 27,40,925 

Less: provision at the beginning of the year   ` (13,96,390) 

Expense for the year     ` 13,44,535 

Year 3 

No. of SARs actually vested 840 employees x 300 SARs   2,52,000 SARs 

No. of SARs exercised at the year-end 400 employees x 300 SARs   1,20,000 SARs 

No. of SARs outstanding at the year-end    1,32,000 SARs 

Provision required in respect of SARs outstanding at the year-end 

1,32,000 SARs x ` 19.20  =  ` 25,34,400 

Plus: Cash paid on exercise of SARs by employees1,20,000 SARs x ` 16.00 =  ` 19,20,000 

Total    ` 44,54,400 
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Less: provision at the beginning of the year    ` (27,40,925) 

Expense for the year   ` 17,13,475 

Year 4 

No. of SARs outstanding at the beginning of the year  1,32,000 SARs 

No. of SARs exercised at the year-end 300 employees x 300 SARs  90,000 SARs 

No. of SARs outstanding at the year-end   42,000 SARs 

Provision required in respect of SARs outstanding at the year-end 

42,000 SA` x ` 21.30  =  ` 8,94,600 

Plus: Cash paid on exercise of SARs 90,000 SARs x ` 21.00  =`.18,90,000 

Total   ` 27,84,600 

Less: provision at the beginning of the year   ` (25,34,400) 

Expense for the year       ` 2,50,200 

Year 5 

No. of SARs outstanding at the beginning of the year  42,000 SARs 

No. of SARs exercised at the year-end 140 employees x 300 SARs  42,000 SARs 

No. of SARs outstanding at the year-end   Nil 

Provision required in respect of SARs outstanding at the year-end  Nil 

Plus: Cash paid on exercise of SARs 42,000 SARs x ` 26.00 = ` 10,92,000 

Total   ` 10,92,000 

Less: provision at the beginning of the year       ` (8,94,600) 

Expense for the year            `   1,97,400 

2. The enterprise passes the following entry, in each of the years, to recognise the 

compensation expense determined as above: 

Employee compensation expense A/c      Dr. _________ 

To Provision for payment of SARs A/c       _________ 

(Being compensation expense recognised in respect of SARs) 

3. The enterprise passes the following entry, in the years 3, 4 and 5, to record the cash 

paid on exercise of SARs: 

Provision for payment of SARs A/c       Dr. _________ 

To Bank A/c            _________ 

(Being cash paid on exercise of SARs) 

4. Balance in the ‘Provision for payment of SARs Account’, outstanding at year-end, is 

disclosed in the balance sheet, as a provision under the head ing ‘Current Liabilities and 
Provisions’. 
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Intrinsic Value Method 

The accounting treatment suggested above is based on the fair value method. In case the 

enterprise has followed the intrinsic value method instead of the fair value method, it 

would make all the computations suggested above on the basis of intrinsic value of SARs 

on the respective dates instead of the fair value. To illustrate, suppose the intrinsic value 

of SARs at the grant date is ` 6 per right. The intrinsic values of the SARs on the 

subsequent dates are as below: 

Year Intrinsic Value 

1 `  9.00 

2 ` 12.00 

3 ` 16.00 

4 ` 21.00 

5 ` 26.00 

In the above case, the enterprise would determine the expense to be recognised each 

year in respect of SARs as below: 

Year 1 

No. of SARs expected to vest (as per the original estimate) 

1,000 x 300 x 0.97 x 0.97 x 0.97       = 2,73,802 SARs 

Provision required at the year-end 2,73,802 SARs x ` 9.00 x 1/3   = ` 8,21,406 

Less: provision at the beginning of the year         Nil 

Expense for the year               ` 8,21,406 

Year 2 

No. of SARs expected to vest (as per the revised estimate) 

1,000 x 300 x 0.94 x 0.94 x 0.94       = 2,49,175 SARs 

Provision required at the year-end 

2,49,175 SARs x ` 12.00 x 2/3       = ` 19,93,400 

Less: provision at the beginning of the year         ` (8,21,406) 

Expense for the year              ` 11,71,994 

Year 3 

No. of SARs actually vested 840 employees x 300 SARs     2,52,000 SARs 

No. of SARs exercised at the year-end 400 employees x 300 SARs   1,20,000 SARs 

No. of SARs outstanding at the year-end         1,32,000 SARs 

Provision required in respect of SARs outstanding at the year-end 

1,32,000 SARs x ` 16.00         = ` 21,12,000 

Plus: Cash paid on exercise of SARs by employees 1,20,000 SARs x ` 16.00 

                = ` 19,20,000 
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Total                          ` 40,32,000 

Less: provision at the beginning of the year         ` (19,93,400) 

Expense for the year                ` 20,38,600 

Year 4 

No. of SARs outstanding at the beginning of the year     1,32,000 SARs 

No. of SARs exercised at the year-end 300 employees x 300 SARs     90,000 SARs 

No. of SARs outstanding at the year-end         42,000 SARs 

Provision required in respect of SARs outstanding at the year-end 

42,000 SARs x ` 21.00         = ` 8,82,000 

Plus: Cash paid on exercise of SARs 90,000 SARs x ` 21.00 =      ` 18,90,000 

Total                 ` 27,72,000 

Less: provision at the beginning of the year       ` (21,12,000) 

Expense for the year                ` 6,60,000 

Year 5 

No. of SARs outstanding at the beginning of the year     42,000 SARs 

No. of SARs exercised at the year-end 140 employees x 300 SARs  42,000 SARs 

No. of SARs outstanding at the year-end         Nil 

Provision required in respect of SARs outstanding at the year-end   Nil 

Plus: Cash paid on exercise of SARs 42,000 SARs x ` 26.00 =    ` 10,92,000 

Total               ` 10,92,000 

Less: provision at the beginning of the year       ` (8,82,000) 

Expense for the year            ` 2,10,000 

Appendix V 

Employee Share-based Payment Plan with Cash Alternatives 

Illustration:  

An enterprise grants to an employee the right to choose either a cash payment equal to 

the value of 1,000 shares, or 1,200 shares. The grant is conditional upon the complet ion 

of three years’ service. If the employee chooses the equity alternative, the shares must be 
held for three years after vesting date. The face value of shares is ` 10 per share. 

At grant date, the fair value of the shares of the enterprise (without considering post-

vesting restrictions) is ` 50 per share. At the end of years 1, 2 and 3, the said fair value is ` 

52, ` 55 and ` 60 per share respectively. The enterprise does not expect to pay dividends 

in the next three years. After taking into account the effects of the post-vesting transfer 

restrictions, the enterprise estimates that the grant date fair value of the equity 

alternative is ` 48 per share.  
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At the end of year 3, the employee chooses: 

Scenario 1: The cash alternative 

Scenario 2: The equity alternative 

Suggested Accounting Treatment 

1. The employee share-based payment plan granted by the enterprise has two 

components, viz., (i) a liability component, i.e., the employees’ right to demand settlement 
in cash, and (ii) an equity component, i.e., the employees’ right to demand settlement in 
shares rather than in cash. The enterprise measures, on the grant date, the fair value of 

two components as below: 

Fair value under equity settlement 1,200 shares x ` 48 =     ` 57,600 

Fair value under cash settlement 1,000 shares x ` 50 =  ` 50,000 

Fair value of the equity component (` 57,600 – ` 50,000) =    ` 7,600 

Fair value of the liability component  ` 50,000 

2. The enterprise calculates the expense to be recognised in respect of the liability 

component at the end of each year as below: 

Year 1 

Provision required at the year-end  1,000 x ` 52.00 x 1/3 =   ` 17,333 

Less: provision at the beginning of the year              Nil 

Expense for the year       ` 17,333 

Year 2 

Provision required at the year-end 1,000 x ` 55.00 x 2/3 =  ` 36,667 

Less: provision at the beginning of the year  ` 17,333 

Expense for the year  ` 19,334 

Year 3 

Provision required at the year-end  1,000 x ` 60.00 =      ` 60,000 

Less: provision at the beginning of the year  ` 36,667 

Expense for the year  ` 23,333 

3. The expense to be recognised in respect of the equity component at the end of each 

year is one third of the fair value (` 7,600) determined at (1) above. 

4. The enterprise passes the following entry at the end of each of the years to 

recognise compensation expense towards liability component determined at (2) above:  

Employee compensation expense A/c       Dr. _________ 

To Provision for liability component of employee share-based payment plan  __________ 

(Being compensation expense recognised in respect of liability component of employee 

share-based payment plan with cash alternative) 
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5. The enterprise passes the following entry at the end of each of the year to recognise 

compensation expense towards equity component determined at (3) above: 

Employee compensation expense A/c       Dr. _________ 

   To Stock Options Outstanding A/c          _________ 

(Being compensation expense recognised in respect of equity component of employee 

share-based payment plan with cash alternative) 

6.  Provision for liability component of employee share-based payment plan, 

outstanding at year-end, is disclosed in the balance sheet, as a provision under the 

heading ‘Current Liabilities and Provisions’. Credit balance in the ‘Stock Options 

Outstanding A/c’ is disclosed under a separate heading, between ‘Share Capital’ and 
‘Reserves and Surplus’. 
7.  The enterprise passes the following entry on the settlement of the employee share-

based payment plan with cash alternative: 

Scenario 1: The cash alternative 

Provision for liability component of employee share-based payment plan  Dr.  ` 60,000 

To Bank A/c                    ` 60,000 

(Being cash paid on exercise of cash alternative under the employee share-based 

payment plan) 

Stock Options Outstanding A/c  Dr.    ` 7,600 

To General Reserve        ` 7,600 

(Being the balance standing to the credit of the Stock Options Outstanding Account 

transferred to the general reserve upon exercise of cash alternative)  

Scenario 2: The equity alternative 

Stock Options Outstanding A/c         Dr.  ` 7,600 

Provision for liability component of employee share-based payment plan  Dr.  ` 60,000 

To Share Capital A/c (1,000 shares x ` 10)        ` 10,000 

To Securities Premium A/c           ` 57,600 

(Being shares issued on exercise of equity alternative under the employee share-based 

payment plan) 

Appendix VI 

Graded Vesting 

Continuing Illustration 1(A) of Appendix II, suppose that the options granted vest 

according to a graded schedule of 25 per cent at the end of the year 1, 25 per cent at the 

end of the year 2, and the remaining 50 per cent at the end of the year 3. The expected 

lives of the options that vest at the end of the year 1, 2 and 3 are 2.5 years, 4 years and 5 

years respectively. The fair values of these options, computed based on their respective 

expected lives, are ` 10, ` 13 and ` 15 per option, respectively. It is also assumed that 
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expected forfeiture rate is 3% per year and does not change during the vesting period.  

Suggested Accounting Treatment 

1. Since the options granted have a graded vesting schedule, the enterprise segregates 

the total plan into different groups, depending upon the vesting dates and treats each of 

these groups as a separate plan. 

2. The enterprise determines the number of options expected to vest under each group 

as below: 

Vesting Date (Year-end) Options expected to vest 

1 300 options x 1,000 employees x 25% x 0.97 = 72,750 options 

2 300 options x 1,000 employees x 25% x 0.97 x .97= 70,568 options 

3 300 options x 1,000 employees x 50% x 0.97x .97 x .97 =1,36,901 options 

Total options expected to vest 2,80,219 options 

3. Total compensation expense for the options expected to vest is determined as 

follows: 

Vesting Date Expected Vesting  Value per  Compensation 

(Year-end) (No. of Options)  Option (`)  Expense (`) 

1 72,750  10  7,27,500 

2 70,568  13  9,17,384 

3 1,36,901 15  20,53,515 

 Total  36,98,399 

4. Compensation expense, determined as above, is recognised over the respective 

vesting periods. Thus, the compensation expense of ` 7,27,500 attributable to 72,750 

options that vest at the end year 1, is allocated to the year 1. The expense of  

` 9,17,384 attributable to the 70,568 options that vest at the end of year 2 is allocated 

over their 2-year vesting period (year 1 and year 2). The expense of ` 20,53,515 

attributable to the 1,36,901 options that vest at the end of year 3 is allocated over their 3 -

year vesting period (year 1, year 2 and year 3). Total compensation expense of  

` 36,98,399, determined at the grant date, is attributed to the years 1, 2 and 3 as below: 

Vesting Date  Cost to be recognised 

(End of year)  Year 1  Year 2  Year 3 

1  7,27,500   

2  4,58,692  4,58,692  

3    6,84,505  6,84,505  6,84,505 

Cost for the year  18,70,697  11,43,197  6,84,505 

Cumulative cost  18,70,697  30,13,894  36,98,399 
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Intrinsic Value Method 

The accounting treatment suggested above is based on the fair value method. In case the 

enterprise has followed the intrinsic value method instead of the fair value method, it 

would make computations suggested above on the basis of intrinsic value of options at 

the grant date (which would be the same for all groups) instead of the fair value. To 

illustrate, suppose the intrinsic value of the option at the grant date is ` 6 per option. In 

such a case, total compensation expense for the options expected to vest would be  

Vesting Date Expected Vesting Value per Compensation 

(End of year) (No. of Options) Option (`) Expense (`) 

1 72,750 6 4,36,500 

2 70,568 6 4,23,408 

3 1,36,901 6 8,21,406 

 Total  16,81,314 

Total compensation expense of ` 16,81,314, determined at the grant date, would be 

attributed to the years 1, 2 and 3 as below: 

Vesting Date  Cost to be recognised 

(End of year)  Year 1 Year 2  Year 3 

1  4,36,500   

2  2,11,704 2,11,704  

3  2,73,802  2,73,802  2,73,802 

Cost for the year  9,22,006  4,85,506  2,73,802 

Cumulative cost  9,22,006  14,07,512  16,81,314 

Appendix VII 

Accounting for Employee Share-based Payment Plans Administered 

Through a Trust 

Illustration 1: Enterprise allots Shares to the ESOP Trust as and when the Employees 

Exercise Stock Options 

At the beginning of year 1, an enterprise grants 300 stock options to each of its 1,000 

employees, conditional upon the employees remaining in the employment of the 

enterprise for one year. The fair value of the stock options, at the date of grant, is  

` 15 per option and the exercise price is ` 50 per share. The options can be exercised in 

one year after the date of vesting. The other relevant terms of the grant and assumptions 

are as below: 

(a)  The grant is administered by an ESOP trust appointed by the enterprise. According to 

the terms of appointment, the enterprise agrees to allot shares to the ESOP trust as 

and when the stock options are exercised by the employees. 

(b)  The number of employees expected to complete one year vesting period, at the 
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beginning of the plan, is 900, i.e., 100 employees are expected to leave during the 

vesting period and, consequently, the options granted to them are expected to be 

forfeited. 

(c)  Actual forfeitures, during the vesting period, are equal to the expected forfeitures 

and 900 employees have actually completed one year vesting period. 

(d)  All 900 employees exercised their right to obtain shares vested in them in pursuance 

of the ESOP at the end of year 2. 

(e)  Apart from the shares allotted to the trust, the enterprise has 10,00,000 shares of ` 

10 each outstanding at the end of year 1. The said shares were issued at a premium 

of ` 15 per share. The full amount of premium received on issue of shares is still 

standing to the credit of the Securities Premium Account. The enterprise has not 

made any change in the share capital upto the end of year 2, except that arising from 

transactions with the employees pursuant to the Employee Stock Option Plan. 

Suggested Accounting Treatment 

The accounting treatment, in this case, would be the same as explained in the case where 

the enterprise itself is administering the Employee Stock Option Plan (ESOP) although the 

enterprise issues shares to the ESOP Trust instead of issuing shares to the employees 

directly. The accounting treatment in this case is explained herein below. 

Year 1 

1. At the grant date, the enterprise estimates the fair value of the options expected to 

vest at the end of the vesting period as below: 

No. of options expected to vest 

(1,000 – 100) employees x 300 options = 2,70,000 options 

Fair value of options expected to vest 

2,70,000 options x ` 15 = ` 40,50,000 

2.  At the end of the financial year, the enterprise examines its actual forfeitures and 

makes necessary adjustments, if any, to reflect expense for the number of options that 

actually vested. Considering that actual forfeitures, during the vesting period, are equal to 

the expected forfeitures and 900 employees have actually completed one year vesting 

period, the enterprise recognises the fair value of options expected to vest (estimated at 

1 above) towards the employee services received by passing the following entry:  

Employee compensation expense A/c Dr. ` 40,50,000 

To Stock Options Outstanding A/c     ` 40,50,000 

(Being compensation expense recognised in respect of the ESOP) 

3. Credit balance in the ‘Stock Options Outstanding Account’ is disclosed in the balance 
sheet under a separate heading, between ‘Share Capital’ and ‘Reserves and Surplus’, as 
below: 
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Extracts from the Balance Sheet 

Liabilities  Amount (`) 

Share Capital  

Paid-up Capital:  

10,00,000 equity shares of ` 10 each  1,00,00,000 

Stock Options Outstanding Account  40,50,000 

Reserves and Surplus  

Securities Premium A/c (10,00,000 shares x ` 15)  1,50,00,000 

Year 2 

1. On exercise of the right to obtain shares by the employees, the enterprise allots 

shares to the ESOP Trust for issuance to the employees. The shares so issued are 

considered to have been issued on a consideration comprising the exercise price and the 

fair value of the options. In the present case, the exercise price is ` 50 per share and the 

fair value of the options is ` 15 per option. The enterprise, therefore, considers the shares 

to be issued at a price of ` 65 per share. 

2. The amount to be recorded in the ‘Share Capital Account’ and the ‘Securities 
Premium Account’, upon issuance of the shares, is calculated as below:  

Particulars  Computations 

No. of employees exercising option  900 

No. of shares issued on exercise @ 300 per employee  2,70,000 

Exercise Price @ ` 50 per share  1,35,00,000 

Fair value of options @ ` 15 per option  40,50,000 

Total Consideration  1,75,50,000 

Amount to be recorded in ‘Share Capital A/c’ @ ` 10 per 

share 

27,00,000 

Amount to be recorded in ‘Securities Premium A/c’ @ ` 55 

per share 

1,48,50,000 

Total  1,75,50,000 

3. The ESOP Trust receives exercise price from the employees exercising the options 

vested in them in pursuance of the Employee Stock Option Plan. The Trust passes on the 

exercise price so received to the enterprise for issuance of shares to the employees. The 

enterprise allots shares to the ESOP Trust for issuance to the employees exercising the 

options vested in them in pursuance of the Employee Stock Option Plan. To recognise the 

transaction, the following entry is passed: 

Bank A/c Dr.        `.1,35,00,000 

Stock Options Outstanding A/c  Dr.    ` 40,50,000 
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To Share Capital A/c          ` 27,00,000 

To Securities Premium A/c        ` 1,48,50,000 

(Being shares allotted to the ESOP Trust for issuance to the employees  against the 

options vested in them in pursuance of the Employee Stock Option Plan)  

4. The Share Capital Account and the Securities Premium Account are disclosed in the 

balance sheet as below: 

Extracts from the Balance Sheet 

Liabilities  Amount (`) 

Share Capital  

Paid-up Capital:  

12,70,000 equity shares of ` 10 each fully paid  1,27,00,000 

(Of the above, 2,70,000 shares of ` 10 each have been issued to 

the employees pursuant to an Employee Share-based Payment 

Plan. The issue price of the share was ` 65 per share out of which 

` 15 per share were received in the form of employee services 

over a period of one year). 

 

Reserves and Surplus  

Securities Premium A/c   2,98,50,000 

Computation of Earnings Per Share 

For the purpose of calculating Basic EPS, stock options granted pursuant to the employee 

share-based payment plan would not be included in the shares outstanding till the 

employees have exercised their right to obtain shares, after fulfilling the requisite vesting 

conditions. Till such time, stock options so granted would be considered as dilutive 

potential equity shares for the purpose of calculating Diluted EPS.  

Illustration 2: Enterprise Provides Finance to the ESOP Trust for Subscription to 

Shares Issued by the Enterprise at the Beginning of the Plan 

Continuing Illustration 1 above, suppose the enterprise provides finance, at the grant 

date, to the ESOP trust for subscription to the shares of the enterprise  equivalent to the 

number of shares expected to vest. With the help of finance provided by the enterprise, 

the trust subscribes to the shares offered by the enterprise at a cash price of ` 50 per 

share, at the beginning of the plan. The Trust would issue shares to the employees as and 

when they exercise the right vested in them in pursuance of the Employee Stock Option 

Plan (ESOP). The other facts of the case are the same as in Illustration 1.  

Suggested Accounting Treatment 

The computations of employee compensation expense, amount to be recognised in the 

Share Capital Account and the Securities Premium Account, etc., would be the same as 

that in Illustration 1 above. 
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Year 1 

1. The enterprise passes the following entry to record provision of finance [` 

1,35,00,000 (i.e., 2,70,000 shares x ` 50)] to the ESOP trust: 

Amount recoverable from ESOP Trust A/c    Dr.  ` 1,35,00,000 

To Bank A/c           ` 1,35,00,000 

(Being finance provided to the ESOP trust for subscription of shares)  

2. The enterprise passes the following entry to record the allotment of 2,70,000 shares 

to the ESOP Trust at ` 65 per share [comprising the exercise price (` 50) and the fair value 

of options (` 15)]: 

Bank A/c          Dr.  ` 1,35,00,000 

Amount recoverable from ESOP Trust A/c    Dr.  `  40,50,000 

To Share Capital A/c          `   27,00,000 

To Securities Premium A/c         ` 1,48,50,000 

(Being shares allotted to the ESOP Trust in respect of the Employee Stock Option Plan)  

3. The enterprise passes the following entry to recognise the employee services received 

during the year: 

Employee compensation expense A/c     Dr. ` 40,50,000 

To Stock Options Outstanding A/c       ` 40,50,000 

(Being compensation expense recognised in respect of the ESOP) 

4. The Share Capital Account, the Securities Premium Account, credit balance in the 

‘Stock Options Outstanding Account’ and debit balance in the ‘Amount recoverable from 
ESOP Trust Account’ are disclosed in the balance sheet as below:  
Extracts from the Balance Sheet 

Liabilities  Amount (`)  

Share Capital   

Paid-up Capital:   

12,70,000 equity shares of ` 10 each  1,27,00,000  

Less: Amount recoverable from ESOP Trust  27,00,000  1,00,00,000 

(face value of 2,70,000 share allotted to the Trust)   

Stock Options Outstanding Account  40,50,000  

Reserves and Surplus   

Securities Premium Account  2,98,50,000  

Less: Amount recoverable from ESOP Trust  1,48,50,000  1,50,00,000 

(Premium on 2,70,000 share allotted to the Trust)   
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5. Apart from other required disclosures, the enterprise gives a suitable note in the 

Notes to Accounts to explain the transaction and the nature of deduction of the ‘Amount 
recoverable from ESOP Trust’ made from the ‘Share Capital’ and the ‘Securities Premium 
Account’. 
Year 2 

1. On exercise of the right to obtain shares, the ESOP trust issues shares to the 

respective employees after receiving the exercise price of ` 50 per share. The ESOP Trust 

passes on the exercise price received on issue of shares to the enterprise. The enterprise 

passes the following entry to record the receipt of the exercise price: 

Bank A/c           Dr.  ` 1,35,00,000 

To Amount recoverable from ESOP Trust A/c     ` 1,35,00,000 

(Being amount received from the ESOP Trust against finance provided to it at the 

beginning of the Employee Stock Option Plan) 

2. The enterprise transfers the balance standing to the credit of the ‘Stock Options 
Outstanding Account’ to the ‘Amount recoverable from ESOP Trust Account’ by passing 
the following entry: 

Stock Options Outstanding A/c       Dr.  ` 40,50,000 

 To Amount recoverable from ESOP Trust A/c      ` 40,50,000 

(Being consideration for shares issued to the employees received in the form of employee 

services adjusted against the relevant account) 

3. The Share Capital Account and the Securities Premium Account are disclosed in the 

balance sheet as below: 

Extracts from the Balance Sheet 

Liabilities  Amount (`.) 

Share Capital  

Paid-up Capital:  

12,70,000 equity shares of ` 10 each fully paid (Of the above, 

2,70,000 shares of ` 10 each have been issued to the employees 

(through ESOP Trust) pursuant to an Employee Share-based 

Payment Plan. The issue price of the share was ` 65 per share 

out of which ` 15 per share were received in the form of 

employee services over a period of one year). 

1,27,00,000 

Reserves and Surplus  

Securities Premium Account 2,98,50,000 

Computation of Earnings Per Share 

For the purpose of calculating Basic EPS, shares allotted to the ESOP Trust pursuant to the 

employee share-based payment plan would not be included in the shares outstanding till 

the employees have exercised their right to obtain shares, after fulfilling the requisite 
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vesting conditions. Till such time, the shares so allotted would be considered as dilutive 

potential equity shares for the purpose of calculating Diluted EPS. 

Illustration 3: Enterprise Provides Finance to the ESOP Trust to Purchase Shares from 

the Market at the beginning of the Plan 

Continuing Illustration 2 above, suppose the enterprise does not issue fresh shares to the 

ESOP Trust. Instead, it provides finance, at the grant date, to the trust to purchase shares 

of the enterprise from the market, equivalent to the number of shares expected to vest. 

With the help of finance provided by the enterprise, the ESOP Trust purchases 2,70,000 

shares from the market @ ` 52 per share at the beginning of the plan. The other facts 

remain the same as in Illustration 2 above. 

Suggested Accounting Treatment 

Year 1 

1. The enterprise passes the following entry to record provision of finance  

[` 1,40,40,000 (i.e., 2,70,000 shares x ` 52)] to the ESOP trust: 

Amount recoverable from ESOP Trust A/c     Dr.  ` 1,40,40,000 

 To Bank A/c             ` 1,40,40,000 

(Being finance provided to the ESOP trust for purchase of shares in respect of the ESOP)  

2. The enterprise passes the following entry at the end of the year to recognise the 

employee services received during the year: 

Employee compensation expense A/c      Dr.  ` 40,50,000 

 To Stock Options Outstanding A/c        ` 40,50,000 

(Being compensation expense recognised in respect of the ESOP) 

3. Credit balance in the ‘Stock Options Outstanding Account’ is disclosed on the 
liability side of the balance sheet under a separate heading, between ‘Share Capital’ and 
‘Reserves and Surplus’. Debit balance in the ‘Amount recoverable from ESOP Trust 

Account’ is disclosed on the asset side under a separate heading, between the 
‘Investments’ and the ‘Current Assets, Loans and Advances’. On this basis, the relevant 
extracts of the balance sheet appear as below: 

Extracts from the Balance Sheet 

Liabilities  Amount (`) 

Share Capital  

Paid-up Capital:  

10,00,000 equity shares of ` 10 each  1,00,00,000 

Stock Options Outstanding Account 40,50,000 

Reserves and Surplus  

Securities Premium Account  1,50,00,000 

Assets  Amount (`) 

Investments —  
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Amount recoverable from ESOP Trust  1,40,40,000 

Current Assets, Loans and Advances —  

4.  Apart from the other required disclosures, the enterprise gives a suitable note in the 

‘Notes to Accounts’ to explain the transaction and the nature of the ‘Amount recoverable 
from ESOP Trust’. 
Year 2 

1.  On exercise of the right to obtain shares by the employees, the ESOP trust issues 

shares to the respective employees after receiving the exercise price. The exercise price so 

received is passed on to the enterprise. 

The amount received, in this manner, is ` 1,35,00,000 (i.e., 900 employees x 300 options x 

` 50). The enterprise passes the following entry to record the receipt of the exercise price:  

Bank A/c           Dr.  ` 1,35,00,000 

 To Amount recoverable from ESOP Trust A/c      ` 1,35,00,000 

(Being amount received from the ESOP trust against the finance provided to it in respect 

of the Employee Stock Option Plan) 

2.  The enterprise transfers an amount equivalent to the difference between the cost of 

shares to the ESOP Trust and the exercise price from the ‘Stock Options Outstanding 
Account’ to the ‘Amount recoverable from ESOP Trust Account’. In the present case, there 
is a difference of ` 2 per share (i.e., ` 52 – ` 50) between the cost of shares and the 

exercise price. The number of shares issued to the employees is 2,70,000. The enterprise, 

accordingly, transfers an amount of ` 5,40,000 from the ‘Stock Options Outstanding 
Account’ to the ‘Amount recoverable from ESOP Trust Account’ by pass ing the following 

entry: 

Stock Options Outstanding A/c        Dr.  ` 5,40,000 

 To Amount recoverable from ESOP Trust A/c       ` 5,40,000 

(Being the difference between the cost of shares to the ESOP Trust and the exercise price 

adjusted) 

3.  The balance of ` 35,10,000 (i.e., ` 40,50,000 – ` 5,40,000) 

standing to the credit of the ‘Stock Options Outstanding Account’ is transferred to the 
‘General Reserve’ by passing the following entry: 
Stock Options Outstanding A/c        Dr. ` 35,10,000 

 To General Reserve           ` 35,10,000 

(Being balance in the ‘Stock Options Outstanding Account’ transferred to the ‘General 
Reserve’, at the end of the Employee Stock Option Plan)  
4.  The Share Capital Account, the Securities Premium Account and the General Reserve 

are disclosed in the balance sheet as below: 
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Extracts from the Balance Sheet 

Liabilities  Amount 

(`) 

 

Share Capital   

Paid-up Capital:   

10,00,000 equity shares of ` 10 each fully paid  1,00,00,000  

Reserves and Surplus   

Securities Premium Account  1,50,00,000  

General Reserve  xx,xx,xxx  

Add: Amount transferred from the Stock   

Options Outstanding Account  35,10,000  yy,yy,yyy 

5. The enterprise gives a suitable note in the ‘Notes to Accounts’ to explain the nature 
of the addition of ` 35,10,000 made in the ‘General Reserve’. 
Computation of Earnings Per Share 

In this case, the enterprise does not issue any new shares either at the beginning of the 

Employee Stock Option Plan or on exercise of stock options by the employees. Instead, 

the ESOP Trust purchases the shares from the market at the beginning of the plan and 

the employees exercising options vested in them are granted shares out of the shares so 

purchased. The shares purchased by the Trust represent the shares that have already 

been issued by the enterprise and the same should continue to be included in the shares 

outstanding for the purpose of calculating Basic EPS as would have been done prior to 

the purchase of the shares by the Trust. Since the exercise of stock options granted und er 

the plan does not result into any fresh issue of shares, the stock options granted would 

not be considered as dilutive potential equity shares for the purpose of calculating 

Diluted EPS. 

Appendix VIII 

Computation of Earnings Per Share 

Illustration:  

At the beginning of year 1, an enterprise grants 300 stock options to each of its 1,000 

employees, conditional upon the employees remaining in the employment of the 

enterprise for two years. The fair value of the stock options, at the date of grant, is ` 10 

per option and the exercise price is ` 50 per share. The other relevant terms of the grant 

and assumptions are as below: 

(a)  The number of employees expected to complete two years vesting period, at the 

beginning of the plan, is 900. 50 employees are expected to leave during the each of 

the year 1 and year 2 and, consequently, the options granted to them are expected 

to be forfeited. 
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(b)  Actual forfeitures, during the vesting period, are equal to the expected forfeitures 

and 900 employees have actually completed two-years vesting period. 

(c)  The profit of the enterprise for the year 1 and year 2, before amortisation of 

compensation cost on account of ESOPs, is ` 25,00,000 and ` 28,00,000 respectively. 

(d)  The fair value of shares for these years was ` 57 and `.60 respectively. 

(e)  The enterprise has 5,00,000 shares of ` 10 each outstanding at the end of year 1 and 

year 2. 

Compute the Basic and Diluted EPS, ignoring tax impacts, for the year 1 and year 2.  

Suggested Computations 

(a)  The stock options granted to employees are not included in the shares outstanding 

till the employees have exercised their right to obtain shares or stock options, after 

fulfilling the requisite vesting conditions. Till such time, the stock options so granted 

are considered as dilutive potential equity shares for the purpose of calculating 

Diluted EPS. At the end of each year, computations of diluted EPS are based on the 

actual number of options granted and not yet forfeited.  

(b)  For calculating diluted EPS, no adjustment is made to the net profit attributable to 

equity shareholders as there are no expense or income that would result from 

conversion of ESOPs to the equity shares. 

(c)  For calculating diluted EPS, the enterprise assumes the exercise of dilutive options. 

The assumed proceeds from these issues are considered to have been received from 

the issue of shares at fair value. The difference between the number of shares 

issuable and the number of shares that would have been issued at fair value are 

treated as an issue of equity shares for no consideration 

 (d)  As per paragraph 47 of this Guidance Note, the assumed proceeds to be included for 

computation, mentioned at (c) above, include (i) the exercise price; and (ii) the 

unamortized compensation cost related to these ESOPs, attributable to future 

services. 

(e)  The enterprise calculates the basic and diluted EPS as below: 

Particulars  Year 1 Year 2 

Net profit before amortisation of ESOP   

cost  ` 25,00,000  ` 28,00,000 

Less: Amortisation of ESOP cost  (` 13,50,000)  (` 13,50,000) 

[(900 employees × 300 options × ` 10)/2]   

Net profit attributable to equity shareholders  ` 11,50,000  ` 14,50,000 

Number of shares outstanding  5,00,000  5,00,000 

Basic EPS  ` 2.30  ` 2.90 

Number of options outstanding (Options    

granted less actual forfeitures)  2,85,000  2,70,000 
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[1,000 employees [2,85,000× 300    

options – options – (50 employees (50 

employees 

  

× 300 options)] × 300 options)]   

Unamortised compensation cost per  ` 5  ` 0 

option  [` 10 – ` 10/2]  

Number of dilutive potential equity  10,000  45,000 

shares [2,85,000 – [2,70,000 –({(2,85,000 * 50)    

(2,70,000 + (2,85,000 * 50)/60)]* 5)}/57)]   

No. of equity shares used to compute   

diluted earnings per share 5,10,000  5,45,000 

Diluted EPS  ` 2.255  ` 2.66 

Appendix IX 

Illustrative Disclosures 

An example has been given in this appendix to illustrate the disclosure requirements in 

paragraphs 49 to 52 of the text of the Guidance Note. The students are advised to refer this 

appendix from the compendium of Guidance Notes. 

GN(A) 22 (Issued 2006) 

Guidance Note on Accounting for Credit Available in respect 

of Minimum Alternative Tax under the Income-tax Act, 1961 

(The following is the text of the Guidance Note on Accounting for Credit Available in 

Respect of Minimum Alternative Tax Under the Income-tax Act,1961, issued by the Council 

of the Institute of Chartered Accountants of India.) 

Introduction 

1. The Finance Act, 1997, introduced section 115JAA in the Income-tax Act, 1961 

(hereinafter referred to as the ‘Act’) providing for tax credit in respect of MAT paid under 
section 115JA (hereinafter referred to as ‘MAT credit’) which could be carried forward for 
set-off for five succeeding years in accordance with the provisions of the Act. Section 

115JA was inserted by the Finance Act, 1996, w.e.f. 1.4.1997. The said section provided for 

payment of Minimum Alternative Tax (hereinafter referred to as ‘MAT’) by certain 
companies, where the total income, as computed under the Income-tax Act, 1961, in 

respect of any previous year relevant to the assessment year commencing on or after 1st 

day of April, 1997, but before the 1st day of April, 2001, was less than 30% of its book 

profit. In such a case, the total income of the company chargeable to tax for the releva nt 

previous year was deemed to be an amount equal to thirty per cent of its book profit.  

2. The Finance Act, 2000, w.e.f. 1.4.2001, introduced section 115JB according to which a 

© The Institute of Chartered Accountants of India



II-88 Accounting Pronouncements 

company is liable to pay MAT under the provisions of the said section in respect of any 

previous year relevant to the assessment year commencing on or after the 1st day of 

April, 2001. The MAT under this section is payable where the normal income-tax payable 

by such company in the previous year is less than 7.5 per cent (10 per cent  proposed by 

the Finance Bill, 2006) of its book profit which is deemed to be the total income of the 

company. Such company is liable to pay income-tax at the rate of 7.5 per cent (10 per 

cent proposed by the Finance Bill, 2006) of its book profit.  

The Finance Act, 2005, inserted sub-section (1A) to section 115JAA, to grant tax credit in 

respect of MAT paid under section 115JB of the Act with effect from assessment year 

2006-07. 

3. The salient features of MAT credit under section 115JAA as applicable, in respect of tax 

paid under sections 115JA and 115JB, are as below: 

(a)  A company, which has paid MAT, would be allowed credit in respect thereof.  

(b)  The amount of MAT credit would be equal to the excess of MAT over normal 

income-tax for the assessment year for which MAT is paid. 

(c)  No interest is allowable on such credit. 

(d)  The MAT credit so determined can be carried forward for set-off for five succeeding 

assessment years from the year in which MAT credit becomes allowable. The Finance 

Bill, 2006, has proposed that credit in respect of MAT paid under section 115JB can 

be carried forward upto seven succeeding assessment years (hereinafter referred to 

as the ‘specified period’). 
(e)  The amount of MAT credit can be set-off only in the year in which the company is 

liable to pay tax as per the normal provisions of the Act and such tax is in excess of 

MAT for that year. 

(f)  The amount of set-off would be to the extent of excess of normal income-tax over 

the amount of MAT calculated as if section 115JB had been applied for that 

assessment year for which the set-off is being allowed. 

Accounting Treatment 

Whether MAT credit is a deferred tax asset 

4. An issue has been raised whether the MAT credit can be considered as a deferred tax 

asset within the meaning of Accounting Standard (AS) 22, Accounting for Taxes on 

Income, issued by the Institute of Chartered Accountants of India. In this context, the 

following definitions given in AS 22 are noted: 

“Timing differences are the differences between taxable income and accounting income 

for a period that originate in one period and are capable of reversal in one or more 

subsequent periods.” 

“Accounting income (loss) is the net profit or loss for a period, as reported in the 
statement of profit and loss, before deducting income tax expense or adding income tax 

saving.” 
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“Taxable income (tax loss) is the amount of the income (loss) for a period, determined 

in accordance with the tax laws, based upon which income tax payable (recoverable) is 

determined.” 

5. From the above, it is noted that payment of MAT, does not by itself, result in any 

timing difference since it does not give rise to any difference between the accounting 

income and the taxable income which are arrived at before adjusting the tax expense, 

namely, MAT. In other words, under AS 22, deferred tax asset and deferred tax liability 

arise on account of differences in the items of income and expenses credited or charged 

in the profit and loss account as compared to the items of income that are taxed or items 

of expense that are allowed as deduction, for the purposes of the Act. Thus, deferred tax 

assets and deferred tax liabilities do not arise on account of the amount of the tax 

expense itself. In view of this, it is not appropriate to consider MAT credit as a deferred 

tax asset for the purposes of AS 22. 

Whether MAT credit can be considered as an ‘asset’ 
6.  Although MAT credit is not a deferred tax asset under AS 22 as discussed above, yet 

it gives rise to expected future economic benefit in the form of adjustment of  future 

income tax liability arising within the specified period. A question, therefore, arises 

whether the MAT credit can be considered as an ‘asset’ and in case it can be considered 
as an asset whether it should be so recognised in the financial statements. 

7.  The Framework for the Preparation and Presentation of Financial Statements, issued 

by the Institute of Chartered Accountants of India, defines the term ‘asset’ as follows:  
 “An asset is a resource controlled by the enterprise as a result of past events from which 

future economic benefits are expected to flow to the enterprise.”  

8.  MAT paid in a year in respect of which the credit is allowed during the specified 

period under the Act is a resource controlled by the company as a result of past event, 

namely, the payment of MAT. MAT credit has expected future economic benefits in the 

form of its adjustment against the discharge of the normal tax liability if the same arises 

during the specified period. 

Accordingly, MAT credit is an ‘asset’. 
9. According to the Framework, once an item meets the definition of the term ‘asset’, it 
has to meet the criteria for recognition of an asset so that it may be recognised as such in 

the financial statements. Paragraph 88 of the Framework provides the following criteri a 

for recognition of an asset: 

“88.  An asset is recognised in the balance sheet when it is probable that the future economic 

benefits associated with it will flow to the enterprise and the asset has a cost or value that can 

be measured reliably.” 
10. In order to decide when it is ‘probable’ that the future economic benefits associated 
with the asset will flow to the enterprise, paragraph 84 of the Framework, inter alia, 

provides as below: 

“84. The concept of probability is used in the recognition criteria to refer to the degree of 
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uncertainty that the future economic benefits associated with the item will flow to or from 

the enterprise. The concept is in keeping with the uncertainty that characterises the 

environment in which an enterprise operates. Assessments of the degree of uncertainty 

attaching to the flow of future economic benefits are made on the basis of the evidence 

available when the financial statements are prepared.”  

11. The concept of probability as contemplated in paragraph 84 of the Framework 

relates to both items of assets and liabilities and, therefore, the degree of uncertainty for 

recognition of assets and liabilities may vary keeping in view the consideration of 

‘prudence’. Accordingly, while for recognition of a liability the degree of uncertainty to be 

considered ‘probable’ can be ‘more likely than not’ (as in paragraph 22 of Accounting 
Standard (AS) 29, ‘Provisions, Contingent Liabilities and Contingent Assets’) for 
recognition of an asset, in appropriate conditions, the degree may have to be higher than 

that. Thus, for the purpose of consideration of the probability of expected future 

economic benefits in respect of MAT credit, the fact that a company is paying MAT and 

not the normal income tax, provides a prima facie evidence that normal income tax 

liability may not arise within the specified period to avail MAT credit. In view of this, MAT 

credit should be recognised as an asset only when and to the extent there is convincing 

evidence that the company will pay normal income tax during the specified period. Such 

evidence may exist, for example, where a company has, in the current year, a deferred tax 

liability because its depreciation for the income-tax purposes is higher than the 

depreciation for accounting purposes, but from the next year onwards, the depreciation 

for accounting purposes would be higher than the depreciation for income-tax purposes, 

thereby resulting in the reversal of the deferred tax liability to an extent that the company 

becomes liable to pay normal income tax. 

12. Where MAT credit is recognised as an asset in accordance with paragraph 11 above, 

the same should be reviewed at each balance sheet date. A company should write down 

the carrying amount of the MAT credit asset to the extent there is no longer a convincing  

evidence to the effect that the company will pay normal income tax during the specified 

period. 

Presentation of MAT credit in the financial statements 

Balance Sheet 

13.  Where a company recognises MAT credit as an asset on the basis of the 

considerations specified in paragraph 11 above, the same should be presented under the 

head ‘Loans and Advances’ since, there being a convincing evidence of realisation of the 
asset, it is of the nature of a pre-paid tax which would be adjusted against the normal 

income tax during the specified period. The asset may be reflected as ‘MAT credit 
entitlement’. 
14.  In the year of set-off of credit, the amount of credit availed should be shown as a 

deduction from the ‘Provision for Taxation’ on the liabilities side of the ba lance sheet. The 

unavailed amount of MAT credit entitlement, if any, should continue to be presented 

under the head ‘Loans and Advances’ if it continues to meet the considerations stated in 
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paragraph 11 above. 

Profit and Loss Account 

15. According to paragraph 6 of Accounting Standards Interpretation (ASI) ‘Accounting 
for Taxes on Income in the context of Section 115JB of the Income-tax Act, 1961’, issued 
by the Institute of Chartered Accountants of India, MAT is the current tax. Accordingly, 

the tax expense arising on account of payment of MAT should be charged at the gross 

amount, in the normal way, to the profit and loss account in the year of payment of MAT. 

In the year in which the MAT credit becomes eligible to be recognised as an asset in 

accordance with the recommendations contained in this Guidance Note, the said asset 

should be created by way of a credit to the profit and loss account and presented as a 

separate line item therein. 

GN(A) 23 (Revised 2012) 

Guidance Note on Accounting for Real Estate Transactions 

(The following is the text of the Guidance Note on Accounting for Real Estate 

Transactions, issued by the Council of the Institute of Chartered Accountants of India.)  

1.   Objective and Scope 

Objective 

1.1   The objective of this Guidance Note is to recommend the accounting treatment by 

enterprises dealing in ‘Real Estate’ as sellers or developers. The term ‘real estate’ refers to 
land as well as buildings and rights in relation thereto. Enterprises who undertake such 

activity are generally referred to by different terms such as ‘real estate developers’, 
‘builders’ or ‘property developers’. 
Scope 

1.2   This Guidance Note covers all forms of transactions in real estate. An illustrative list 

of transactions which are covered by this Guidance Note is as under: 

(a)    Sale of plots of land (including long term sale type leases) without any development.  

(b)    Sale of plots of land (including long term sale type leases) with development in the 

form of common facilities like laying of roads, drainage lines and water pipelines, 

electrical lines, sewage tanks, water storage tanks, sports facilities, gymnasium, club 

house, landscaping etc. 

(c)    Development and sale of residential and commercial units, row houses, independent 

houses, with or without an undivided share in land. 

(d)   Acquisition, utilisation and transfer of development rights.  

(e)   Redevelopment of existing buildings and structures.  

(f)   Joint development agreements for any of the above activities.  
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1.3 The Guidance Note primarily  provides  guidance  on application  of percentage of 

completion method where it is appropriate to apply this method as explained in 

subsequent paragraphs as such transactions and activities of real estate have the same 

economic substance as construction contracts. For this purpose, the Guidance Note draws 

upon the principles enunciated in Accounting Standard (AS) 7, Construction Contracts. In 

respect of transactions of real estate which are in substance similar to delivery of goods 

principles enunciated in Accounting Standard (AS) 9, Revenue Recognition, are applied. 

1.4   Real estate transactions of the nature covered by Accounting Standard (AS) 10, 

Accounting for Fixed Assets, Accounting Standard (AS) 12, Accounting for Government 

Grants, Accounting Standard (AS) 19, Leases, and Accounting Standard (AS) 26, Intangible 

Assets, are outside the scope of this Guidance Note. 

1.5   This Guidance Note should be applied to all projects in real estate which are 

commenced on or after April 1, 2012 and also to projects which have already commenced 

but where revenue is being recognised for the first time on or after April 1, 2012. An 

enterprise may choose to apply this Guidance Note from an earlier date provided it 

applies this Guidance Note to all transactions which commenced or  were entered into on 

or after such earlier date. This Guidance Note supersedes the Guidance Note on 

Recognition of Revenue by Real Estate Developers, issued by the Institute of Chartered 

Accountants of India in 2006, when this Guidance Note is applied as above. 

2.   Definitions 

2.1   Project – Project is the smallest group of units/plots/saleable spaces which are 

linked with a common set of amenities in such a manner that unless the common 

amenities are made available and functional, these units /plots / saleable spaces cannot 

be put to their intended effective use. 

A larger venture can be split into smaller projects if the basic conditions as set out above 

are fulfilled. For example, a project may comprise a cluster of towers or each tower can 

also be designated as a project.  Similarly, a complete township can be a project or it can 

be broken down into smaller projects. 

2.2    Project Costs – Project costs in relation to a project ordinarily comprise: 

(a)   Cost of land and cost of development rights -All costs related to the acquisition of 

land, development rights in the land or property including cost of land, cost of 

development rights, rehabilitation costs, registration charges, stamp duty, brokerage 

costs and incidental expenses. 

(b)   Borrowing Costs – In accordance with Accounting Standard (AS) 16, Borrowing Costs 

which are incurred directly in relation to a project or which are apportioned to a project.  

(c)  Construction and development costs – These would include costs that relate directly 

to the specific project and costs that may be attributable to project activity in general and 

can be allocated to the project. 
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2.3   Construction costs and development costs that relate directly to a specific 

project include: 

(a)   land conversion costs, betterment charges, municipal sanction fee and other charges 

for obtaining building permissions; 

(b)   site labour costs, including site supervision; 

(c)   costs of materials used in construction or development of property;  

(d)   depreciation of plant and equipment used for the project; 

(e)   costs of moving plant, equipment and materials to and from the project site;  

(f)   costs of hiring plant and equipment; 

(g)       costs of design and technical assistance that is directly related to the project;  

 (h)   estimated costs of rectification and guarantee  work, including expected warranty 

costs; and 

(i)   claims from third parties. 

2.4     The following costs should not be considered part of construction costs and 

development costs if they are material: 

(a)   General administration costs;  

(b)   selling costs; 

(c)   research and development costs; 

(d)   depreciation of idle plant and equipment; 

(e)   cost of unconsumed or uninstalled material delivered at site; and 

(f)   payments made to sub-contractors in advance of work performed. 

2.5    Costs that may be attributable to project activity in general and can be 

allocated to specific projects include: 

(a)   insurance; 

 (b)   costs of design and technical assistance that is not directly related to a specific 

project; and 

(c)   construction or development overheads; and 

(d)   borrowing costs. 

Such costs are allocated using methods that are systematic and rational and are applied 

consistently to all costs having similar characteristics. The allocation is based on the normal 

level of project activity. Construction overheads include costs such as the preparation and 

processing of construction personnel payroll. 

2.6   Project revenues – Project revenues include revenue on sale of plots, undivided  

share  in land,  sale  of finished  and semi-finished  structures, consideration  for 

construction,  consideration  for amenities  and interiors, consideration for parking 

spaces and sale of development rights. 
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Project revenues are measured as the consideration received or receivable. The 

measurement of project revenues is affected by a variety of uncertainties that depend on 

the outcome of future events. The estimates often need revision as events occur and 

uncertainties are resolved. Therefore, the amount of project revenue may increase or 

decrease from one reporting period to the next. 

3.   Accounting for Real Estate Transactions 

3.1   Real estate activities and transactions take diverse forms. While some are for sale of 

land (developed or undeveloped), others are for construction, development or sale of units 

that are not complete at the time of entering into agreements for construction, 

development or sale. 

3.2   The typical features of most construction/development of commercial and residential 

units have all features of a construction contract – land development, structural 

engineering, architectural design and construction are all present. The natures of these 

activities are such that often the date when the activity is commenced and the date when 

the activity is completed usually fall into different accounting periods. It is not unusual for 

such activities to spread over two or more accounting periods. 

3.3   For recognition of revenue in case of real estate sales, it is necessary that all the 

conditions specified in paragraphs 10 and 11 of Accounting Standard (AS) 9, Revenue 

Recognition, are satisfied. As stated above, real estate sales take place in a variety of ways 

and may be subject to different terms and conditions as specified in the agreement for 

sale. Accordingly, the point of time at which all significant risks and rewards of ownership 

can be considered as transferred, is required to be determined on the basis of the terms 

and conditions of the agreement for sale. In case of real estate sales, the seller usually 

enters into an agreement for sale with the buyer at initial stages of construction. This 

agreement for sale is also considered to have the effect of transferring all significant risks 

and rewards of ownership to the buyer provided the agreement is legally enforceable and 

subject to the satisfaction of conditions which signify transferring of significant risks and 

rewards even though the legal title is not transferred or the possession of the real estate is 

not given to the buyer. Once the seller has transferred all the significant risks and rewards 

to the buyer, any acts on the real estate performed by the seller are, in substance, 

performed on behalf of the buyer in the manner similar to a contractor. Accordingly, 

revenue in such cases is recognised by applying the percentage of completion method 

on the basis of the methodology explained in AS 7, Construction Contracts. 

Further, where individual contracts are part of a single project, although risks and rewards 

may have been transferred on signing of a legally enforceable individual contract  but 

significant  performance  in respect  of remaining components of the project is 

pending,  revenue in respect of such an individual contract should not be recognised  

until the performance  on the remaining components  is considered  to be completed  

on the   basis of the aforesaid principles. This Guidance Note, thus, provides guidance 

in the application of: 
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• Principles  of AS 9 in respect of sale of goods for recognising revenue, costs and 

profits from transactions of real estate which are in substance similar to delivery of 

goods where the revenues, costs and profits are recognised when the revenue 

recognition process is completed; and 

• Percentage completion method for recognising revenue, costs and profits from 

transactions and activities of real estate which have the same economic substance 

as construction contracts. 

3.4   The application of the methods described in paragraph 3.3 above requires a careful 

analysis of the elements of the transaction, agreement, understanding and conduct  of 

the parties  to the transaction  to determine  the economic substance of the 

transaction. The economic substance of the transaction is not influenced or affected by the 

structure and/or legal form of the transaction or agreement. 

4.   Application of Principles of AS 9 in Respect of Sale of Goods to a Real Estate 

Project 

4.1  The application of principles of AS 9 in respect of sale of goods requires recognition  

of revenues on completion  of the transaction/activity  when the revenue recognition 

process in respect of a real estate project is completed as explained in paragraph 4.2 

below. 

4.2     The completion of the revenue recognition process is usually identified when the 

following conditions are satisfied: 

(a)   The seller has transferred to the buyer all significant risks and rewards of ownership 

and the seller retains no effective control of the real estate to a degree usually associated 

with ownership; 

(b)   The seller has effectively handed over possession  of the real estate unit to the 

buyer forming part of the transaction; 

(c)    No  significant  uncertainty  exists  regarding  the  amount  of consideration that 

will be derived from the real estate sales; and 

(d)    It is not unreasonable to expect ultimate collection of revenue from buyers. 

4.3  Where transfer of legal title is a condition precedent to the buyer taking on the 

significant risks and rewards of ownership and accepting significant completion of the 

seller’s obligation, revenue should not be recognised till such time legal title is validly 

transferred to the buyer. 

5.   Application of Percentage Completion Method 

5.1   The percentage completion method should be applied in the accounting of all real 

estate transactions/activities in the situations described in paragraph 3.3 above, i.e., 

where the economic  substance  is similar  to construction contracts. Some further 

indicators of such transactions/activities are: 
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(a)   The duration of such projects is beyond 12 months and the project commencement 

date and project completion date fall into different accounting periods. 

(b)   Most features of the project are common to construction contracts, viz., land 

development, structural engineering, architectural design, construction, etc. 

(c)   While individual units of the project are contracted to be delivered to different buyers 

these are interdependent upon or interrelated to completion of a number of common 

activities and/or provision of common amenities. 

(d)   The construction  or development  activities  form a significant proportion of the 

project activity. 

5.2   This method is applied when the outcome of a real estate project can be estimated 

reliably and when all the following conditions are satisfied: 

(a)   total project revenues can be estimated reliably; 

(b)   it is probable that the economic benefits associated with the project will flow to the 

enterprise; 

(c)   the project costs to complete the project and the stage of project completion at the 

reporting date can be measured reliably; and 

(d) the project costs attributable to the project can be clearly identified and measured 

reliably so that actual project costs incurred can be compared with prior estimates. 

When the outcome of a project can be estimated reliably, project revenues and project 

costs associated with the project should be recognised as revenue and expenses 

respectively applying the percentage of completion method in the manner detailed in 

paragraphs 5.3 to 5.8 below. 

5.3    Further to the conditions in paragraph 5.2 there is a rebuttable presumption that 

the outcome of a real estate project can be estimated reliably and that revenue should be 

recognised under the percentage completion method only when the events in (a) to (d) 

below are completed. 

(a)   All critical approvals necessary for commencement of the project have been obtained. 

These include, wherever applicable: 

(i)    Environmental and other clearances. 

(ii)  Approval of plans, designs, etc. 

(iii)   Title to land or other rights to development/ construction. 

(iv)  Change in land use. 

(b)  When the stage of completion of the project reaches a reasonable level of development. A 

reasonable level of development is not achieved if the expenditure incurred on construction and 

development costs is less than 25% of the construction and development costs as defined in 

paragraph 2.2 (c) read with paragraphs 2.3 to 2.5. 

(c)   Atleast 25% of the saleable project area is secured by contracts or agreements with 

buyers. 
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(d)   Atleast 10 % of the total revenue as per the agreements of sale or any other legally 

enforceable documents  are realised  at the reporting  date in respect  of each of 

the contracts  and it is reasonable to expect that the parties to such contracts will 

comply with the payment terms as defined in the contracts. To illustrate - If there are 10 

Agreements of sale and 10 % of gross amount is realised in case of 8 agreements, revenue 

can be recognised with respect to these 8 agreements. 

5.4   When the outcome of a real estate project can be estimated reliably and the 

conditions stipulated in paragraphs 5.2 and 5.3 are satisfied, project revenue and project 

costs associated with the real estate project should be recognised as revenue and 

expenses by reference to the stage of completion of the project activity at the reporting 

date. For computation of revenue the stage of completion is arrived at with reference to the 

entire project costs incurred including land costs, borrowing costs and construction and 

development costs as defined in paragraph 2.2. Whilst the method of determination of 

stage of completion with reference to project costs incurred is the preferred method, this 

Guidance Note does not prohibit other methods of determination of stage of completion, 

e.g., surveys of work done, technical estimation, etc. However, computation of 

revenue with reference to other methods of determination of stage of completion should 

not, in any case, exceed the revenue computed with reference to the ‘project costs 

incurred’ method. Illustration appended to this Guidance Note clarifies the method of 

computation of revenue. 

5.5   The project costs which are recognised in the statement of profit and loss by 

reference to the stage of completion of the project activity are matched with the revenues 

recognised resulting in the reporting of revenue, expenses and profit which can be 

attributed to the proportion of work completed. Costs incurred that relate to future activity 

on the project and payments made to sub- contractors in advance of work performed 

under the sub-contract are excluded and matched with revenues when the activity or work 

is performed. This method provides useful information to the extent of contract activity 

and performance during a period. 

5.6   The recognition of project revenue by reference to the stage of completion of the 

project activity should not at any point exceed the estimated total revenues from ‘eligible 

contracts’/other legally enforceable agreements for sale. ‘Eligible contracts’ means 

contracts/ agreements specified in paragraph 5.3 where at least 10% of the contracted 

amounts have been realised and there are no outstanding defaults of the payment terms 

in such contracts. 

5.7   When it is probable that total project costs will exceed total eligible project revenues, 

the expected loss should be recognised as an expense immediately. The amount of such a 

loss is determined irrespective of: 

(a)   commencement of project work; or 

(b)   the stage of completion of project activity. 

5.8   The percentage of completion method is applied on a cumulative basis in each 

reporting period to the current estimates of project revenues and project costs. Therefore, 
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the effect of a change in the estimate of project costs, or the effect of a change in the 

estimate of the outcome of a project, is accounted for as a change  in accounting  

estimate.  The changed  estimates  are used in determination  of the amount  of 

revenue  and expenses  recognised  in the statement of profit and loss in the period in 

which the change is made and in subsequent periods. 

5.9   The changes to estimates referred to in paragraph 5.8 above also include changes 

arising out of cancellation of contracts and cases where the property or part thereof is 

subsequently earmarked for own use or for rental purposes. In such cases any revenues 

attributable to such contracts previously recognised should be reversed and the costs in 

relation thereto shall be carried forward and accounted in accordance with AS 10, 

Accounting for Fixed Assets. 

6.   Accounting for Sale of Land or Plots 

A.   Sale of plots of land without any development 

Revenue from sale of land or plots should be recognised when all the conditions in 

paragraph 4.2 above are met. 

B.   Sale of developed plots 

Where the development activity is significant and if the projects meet the criteria specified 

in paragraphs 3.3 and 5.1 above, the percentage completion method is used to account 

for such sales. 

7.   Transferable Development Rights 

7.1   Transferable Development Rights (TDRs) are generally  acquired  in different ways 

as mentioned hereunder: 

(a)   Direct purchase. 

(b)   Development and construction of built-up area. 

(c)   Giving up of rights over existing structures or open land. 

7.2   When development rights are acquired by way of direct purchase or on development 

or construction of built- up area, cost of acquisition would be the cost of purchases or 

amount spent on development or construction of built-up area, respectively. Where 

development rights are acquired by way of giving up of rights over existing structures or 

open land, the development rights should be recorded either at fair market value or at the 

net book value of the portion of the asset given up whichever is less. For this purpose, 

fair market value may be determined by reference either to the asset or portion thereof 

given up or to the fair market value of the rights acquired whichever is more clearly 

evident. 

7.3  When development rights are utilised  in a real estate project by an enterprise, 

the cost of acquisition should be added to the project costs. 

7.4   When development rights are sold or transferred, revenue should be recognised 

when both the following conditions are fulfilled: 

(a)   title to the development rights is transferred to the buyer; and 
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(b)   it is not unreasonable to expect ultimate realisation of revenue. 

8.   Transactions with Multiple Elements 

8.1  An enterprise may contract with a buyer to deliver goods or services in addition to the 

construction/development of real estate [e.g. property management services, sale of 

decorative fittings (excluding fittings which are an integral part of the unit to be 

delivered), rental in lieu of unoccupied premises, etc.]. In such cases, the contract 

consideration should be split into separately identifiable components including one for the 

construction and delivery of real estate units.  

8.2   The consideration received or receivable for the contract should be allocated to 

each component on the basis of the fair market value of each component. 

8.3   The accounting of each of the components should be in accordance with paragraph 

3.3 above. 

9.   Disclosure 

9.1  An enterprise should disclose: 

(a)   the amount of project revenue recognised  as revenue  in the reporting period; 

(b)  the methods used to determine the project revenue recognised in the reporting 

period; and 

(c)   the method used to determine the stage of completion of the project. 

9.2  An enterprise should also disclose each of the following for projects in progress at 

the end of the reporting period: 

(a)   the aggregate amount of costs incurred and profits recognised (less recognised losses) 

to date; and 

(b)   the amount of advances received; 

(c)   the amount of work in progress and the value of inventories; 

(d)    Excess of revenue recognised over actual bills raised (unbilled revenue). 

Illustration on application of percentage completion method 

Total saleable area 20,000 Sq. ft. Estimated Project Costs (This comprises 

land cost of ` 300 Lakhs and construction 

costs of ` 300 Lakhs) ` 600 lakhs 

Cost incurred till end of reporting period 

(This includes land cost of ` 300 lakhs and 

construction cost of ` 60 Lakhs)                                ` 360 Lakhs  

Total Area Sold till the date of reporting period           5,000 Sq. ft.  

Total Sale Consideration as per Agreements 

of Sale executed                                                             ` 200 Lakhs 

Amount realised till the end of the reporting                `50 Lakhs period 
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Percentage of completion of work                                60% of total project cost including 

land cost or 

            20% of total construction cost 

At the end of the reporting period the enterprise will not be able to recognise any 

revenue as reasonable level of construction, which is 25% of the total construction cost, 

has not been achieved, though 10% of the agreement amount has been realised. 

Continuing the illustration 

If the work completed till end of reporting period is 

(This includes land cost of ` 300 Lakhs and 

construction cost of ` 90 lakhs)                                   ` 390 Lakhs 

Percentage of completion of work would be                 65% of total project cost including 

land cost or 

         30% of construction cost 

The enterprise would be able to recognise revenues at the end of the accounting period. 

The revenue recognition and profits would be as under: 

Revenue recognised 

(65 % of ` 200 lakhs as per Agreement of Sale)          ` 130 Lakhs  

Proportionate cost (5000 sft./20,000 sft.) X 390  ` 97.50 Lakhs Income from the project  

` 32.50 Lakhs Work in progress to be carried forward   ` 292.50 Lakhs 

GN(A) 29 (Issued 2008) 

Guidance Note on Turnover in Case of Contractors 

(The following is the text of the ‘Guidance Note on Turnover in case of Contractors’, issued 
by the Council of the Institute of Chartered Accountants of India. Pursuant to the issuance 

of this Guidance Note, Accounting Standards Interpretation (ASI) 29 – ‘Turnover in case of 
Contractors (Re. AS 7)’, stands withdrawn.) 

Introduction 

1. This Guidance Note deals with the issue whether the revenue recognised in the 

financial statements of contractors as per the requirements of Accounting Standard 

(AS) 7, Construction Contracts (revised 2002), can be considered as ‘turnover’. 

                                                 

 This Guidance Note was earlier issued as Accounting Standards Interpretation (ASI) 29, ‘Turnover in case 

of Contractors (Re. AS 7)’ by the Institute of Chartered Accountants of India (ICAI). While the Accounting 

Standards notified by the Central Government under the Companies (Accounting Standards) Rules, 2006, 

have incorporated the ‘Consensus’ part of various ASIs issued by the ICAI, ASI 29 has not been so 
incorporated as it was felt that it is primarily clarificatory in nature. The Council of the ICAI, has accordingly, 

decided to withdraw ASI 29, and issue the same as a Guidance Note as it provides appropriate guidance 

on the subject. 
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2. AS 7 (revised 2002) deals, inter alia, with revenue recognition in respect of 

construction contracts in the financial statements of contractors. It requires 

recognition of revenue by reference to the stage of completion of a contract 

(referred to as ‘percentage of completion method’). This method results in reporting 
of revenue which can be attributed to the proportion of work completed. Under this 

method, contract revenue is recognised as revenue in the statement of profit and 

loss in the accounting period in which the work is performed.  

3. The paragraph dealing with the ‘Objective’ of AS 7 (revised 2002) provides as follows:  
“Objective 

 The objective of this Statement is to prescribe the accounting treatment of revenue 

and costs associated with construction contracts. Because of the nature of the 

activity undertaken in construction contracts, the date at which the contract activity 

is entered into and the date when the activity is completed usually fall into different 

accounting periods. Therefore, the primary issue in accounting for construction 

contracts is the allocation of contract revenue and contract costs to the accounting 

periods in which construction work is performed. This Statement uses the 

recognition criteria established in the Framework for the Preparation and 

Presentation of Financial Statements to determine when contract revenue and 

contract costs should be recognised as revenue and expenses in the statement  of 

profit and loss. It also provides practical guidance on the application of these 

criteria.” 
 From the above, it may be noted that AS 7 (revised 2002) deals, inter alia, with the 

allocation of contract revenue to the accounting periods in which construction work 

is performed. 

4.  Further, paragraphs 21 and 31 of AS 7 (revised 2002) provide as follows:  

 “21. When the outcome of a construction contract can be estimated reliably, 
contract revenue and contract costs associated with the construction contract 

should be recognised as revenue and expenses respectively by reference to the 

stage of completion of the contract activity at the reporting date. An expected 

loss on the construction contract should be recognised as an expense 

immediately in accordance with paragraph 35.” 

 “31. When the outcome of a construction contract cannot be estimated reliably:  

(b)  revenue should be recognised only to the extent of contract costs incurred 

of which recovery is probable; and 

(c) contract costs should be recognised as an expense in the period in which 

they are incurred.  

 An expected loss on the construction contract should be recognised as an 

expense immediately in accordance with paragraph 35.” 

 From the above, it may be noted that the recognition of revenue as per AS 7 (revised 

2002) may be inclusive of profit (as per paragraph 21 reproduced above) or exclusive 
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of profit (as per paragraph 31 reproduced above) depending on whether the 

outcome of the construction contract can be estimated reliably or not. When the 

outcome of the construction contract can be estimated reliably, the revenue is 

recognised inclusive of profit and when the same cannot be estimated reliably, it is 

recognised exclusive of profit. However, in either case it is considered as revenue as 

per AS 7 (revised 2002). 

5. ‘Revenue’ is a wider term. For example, within the meaning of Accounting Standard 
(AS) 9, Revenue Recognition, the term ‘revenue’ includes revenue from sales 
transactions, rendering of services and from the use by others of enterprise 

resources yielding interest, royalties and dividends. The term ‘turnover’ is used in 
relation to the source of revenue that arises from the principal revenue generating 

activity of an enterprise. In case of a contractor, the construction activity is its 

principal revenue generating activity. Hence, the revenue recognised in the 

statement of profit and loss of a contractor in accordance with the principles laid 

down in AS 7 (revised 2002), by whatever nomenclature described in the financial 

statements, is considered as ‘turnover’. 
Recommendation 

6. The amount of contract revenue recognised as revenue in the statement of 

profit and loss as per the requirements of AS 7 (revised 2002), should be 

considered as ‘turnover’. 

GN(A) 35 : Guidance Note on Accounting for Depreciation in 

Companies in the context of Schedule II to the Companies 

Act, 2013 

Background 

1. Schedule II to the Companies Act, 2013, specifies useful lives for the purpose of 

computation of depreciation. The said Schedule II was further amended by the Min istry of 

Corporate Affairs (MCA) through its notifications G.S.R. 237(E) dated March 31, 2014 and 

G.S.R. 627(E) dated August 29, 2014, respectively. As compared to Schedule XIV to the 

Companies Act, 1956, Schedule II, instead of specifying rates of depreciation for various 

assets, specifies that depreciation should be provided on the basis of useful life of an 

asset. While Schedule XIV was prescriptive in nature as it specified the minimum rate of 

depreciation, Schedule II provides indicative useful lives for various assets. As a 

consequence, the companies are in a position to charge depreciation based on the useful 

life of an asset supported by technical advice, even though such lives are higher or lower 

than those specified in the said schedule.  In view of this, depreciation charged as per the 

useful life is true commercial depreciation bringing the financial statements prepared 

accordingly closer to those prepared in accordance with international standards.  
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2. In this Guidance Note wherever the term ‘Schedule II’ is used it refers to Schedule II 
to the Companies Act, 2013, and wherever term ‘Schedule XIV’ is used it refers to 
Schedule XIV to the Companies Act, 1956, unless specified otherwise.    

3. Overview of some of the key changes in Schedule II as compared to Schedule XIV 

are as follows:  

 Useful life is the period over which an asset is expected to be available for use 

by an entity, or the number of production or similar units expected to be 

obtained from the asset by the entity. Schedule XIV did not include such 

requirement.  

 Schedule II prescribes indicative useful lives of various assets instead of 

Straight Line Method (SLM)/ Written Down Value (WDV) rates for calculating 

depreciation. 

 Depreciation is systematic allocation of the depreciable amount of an asset 

over its useful life.  

 The depreciable amount of an asset is the cost of an asset or other amount 

substituted for cost, less its residual value.  

 Companies are allowed to follow different useful life/residual value if an 

appropriate justification is given supported by technical advice.  

 Useful lives of significant parts of an asset to be determined separately.  

 No separate rate for double/ triple shift; depreciation to be increased based 

on the double shift/triple shift use of the assets.  

 Useful lives of fixed assets prescribed under schedule II to the Act are 

different from those envisaged under Schedule XIV.  

 No reference to depreciation on low value assets.  

Objective 

4. This Guidance Note is issued with the objective to provide guidance on certain 

significant issues that may arise from the practical application of Schedule II with a view 

to establish consistent practice with regard to the accounting for depreciation.     

Scope 

5. This Guidance Note includes relevant provisions of Schedule II and provides 

guidance on implementing the requirements of Schedule II.  

Shift from Rate-based requirements to Useful Life  

6. Paragraph 1 of Part A of Schedule II defines ‘useful life’ of an asset as:  
“The useful life of an asset is the period over which an asset is expected to be 

available for use by an entity, or the number of production or similar units expected 

to be obtained from the asset by the entity.” 

7. Paragraph 3(i) of Part A of Schedule II, as amended, states as follows:  

“3. Without prejudice to the foregoing provisions of paragraph 1 (of Schedule II),— 
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(i) The useful life of an asset shall not ordinarily be different from the useful life 

specified in Part C and the residual value of an asset shall not be more than 

five percent of the original cost of the asset. 

 Provided that where a company adopts a useful life different from what is 

specified in Part C or uses a residual value different from the limit specified 

above, the financial statements shall disclose such difference and provide 

justification in this behalf duly supported by technical advice.” 

8. In view of the above, paragraph 3 of Part A of Schedule II should be read along with 

paragraph 1 of Part A of Schedule II which defines useful life.  

9. It may be noted that paragraph 3 of Schedule II initially provided that the useful life 

of an asset shall not be longer than the useful life prescribed in Part C. With a view to clarify 

that the useful lives as prescribed in Part C to Schedule II are indicative, Schedule II was 

amended by the MCA vide its notification G.S.R. 627(E) dated August 29, 2014, where the 

expression ‘shall not be longer than’ was changed to ‘shall not ordinarily be different’. 
10. Under Schedule XIV which specified rates of depreciation rather than useful lives, 

the Ministry of Industry, Department of Company Affairs, vide its circular No. 1/17/87-

CL.V dated March 7, 1989, clarified that the rates as contained in Schedule XIV should be 

viewed as the minimum rates, and, depreciation at rates lower than those specified in 

Schedule XIV should not be adopted by the companies. However, on bonafide technical 

evaluation, higher rate may be applied by a company.  

11. Paragraph 13 of Accounting Standard (AS) 6, Depreciation Accounting, notified 

under the Companies (Accounting Standards) Rules, 2006, also contains clar ification 

similar to the aforesaid circular, inter alia, providing that “where the management’s 
estimate of the useful life of an asset of the enterprise is shorter than that envisaged 

under the provisions of the relevant statute, the depreciation provision is appropriately 

computed by applying a higher rate. If the management’s estimate of the useful life of 
the asset is longer than that envisaged under the statute, depreciation rate lower than 

that envisaged by the statute can be applied only in accordance with requirements of the 

statute.” As Schedule II permits useful lives different from that specified in Part C of 
Schedule II, the useful lives specified therein are indicative only and therefore paragraph 

13 of AS 6 now permits useful life longer than that specified in statute.   

12. Paragraphs 8 and 22 of AS 6 state as follows: 

“8. Determination of the useful life of a depreciable asset is a matter of 

estimation and is normally based on various factors including experience with 

similar types of assets. Such estimation is more difficult for an asset using new 

technology or used in the production of a new product or in the provision of a new 

service but is nevertheless required on some reasonable basis.”  

“22.  The useful life of a depreciable asset should be estimated after 

considering the following factors: 

(i) expected physical wear and tear; 

(ii) obsolescence; 
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(iii) legal or other limits on the use of the asset.” 

13. In view of the above, the useful lives as given under Part ‘C’ of Schedule II for 
various types of assets are indicative only and are not minimum or maximum. Where the 

useful lives of various specific assets are the same as those under Schedule II, the 

company should use these useful lives. In case the useful life of an asset as estimated by 

the company, supported by the technical advice, external or internal, differs, i.e., higher or 

lower from the indicative useful life given under Schedule II, the former should be applied 

by the company for providing depreciation. The disclosures in this regard should be made 

as described later in this Guidance Note.  The process of determination of useful life is 

explained in the chart below. A company has to determine the useful life at the beginning 

of the year for all fixed assets, existing as at the end of the immediately preceding period 

and for newly acquired assets, as and when acquired.  All fixed assets existing at the 

beginning of the year should be classified into assets for which no extra shift depreciation 

is applicable which would include continuous process plant (CPP) and assets for which 

extra shift depreciation applies. Of the assets for which extra shift depreciation applies, 

assets which are going to be used on single shift, double shift or triple shift are 

segregated. This segregation is required as the extra shift depreciation is applicable only 

to those assets whose useful life is determined on single shift basis. After segregation, the 

remaining useful life of the asset is estimated. A company recognises depreciation 

expense based on the useful life estimated by the management. Where the useful life 

estimated by the management is different from that specified by Schedule II, the same is 

disclosed in notes. 

Determination of Useful Life  

 

14. As per paragraph 23 of AS 6, the useful lives of major depreciable assets or classes 

of depreciable assets may be reviewed periodically. Where there is a revision of the 

Single Shift 

Asset (Newly acquired or Existing) 

Non-NESD NESD/CPP as per Schedule II 

Triple Shift  Double Shift 

Estimate Useful Life  Estimate Useful Life  

Lower than Schedule II Equal to Schedule II Higher than Schedule II 

Make Disclosures 
No Disclosures Make Disclosures 
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estimated useful life of an asset, the unamortised depreciable amount should be charged 

over the revised remaining useful life. Further, paragraph 21 of Accounting Standard (AS) 

5, Net Profit or Loss for the Period, Prior Period Items and Changes in Accounting Policies, 

notified under the Companies (Accounting Standards) Rules, 2006, provides ‘an estimate 
may have to be revised if changes occur regarding the circumstances on which the 

estimate was based, or as a result of new information, more experience or subsequent 

developments. The revision of the estimate, by its nature, does not bring the adjustment 

within the definitions of an extraordinary item or a prior period item.’ Therefore, a 
company is required to assess whether there have been any changes in the measure of 

wearing out, consumption or other loss of value of the asset during the year and in 

future. Where there have been such changes, the company is required to re-estimate the 

useful life of the asset. 

Illustration 1 

Facts: A Limited is a company incorporated under the Companies Act, 1956, engaged in 

the business of manufacturing of toys. A Limited purchased a unit of machinery costing ` 

60 lakhs as on April 01, 2014. As per Schedule II the general useful life of the assets is 15 

years. However, as per A Ltd.’s estimation, the useful life of the asset is 20 years 
supported by the technical advice.  

Issue:  Should the company use the useful life as 15 years or 20 years? 

Response: In this case, keeping in view the requirements under Schedule II, A Ltd. should 

depreciate the machinery over its useful life of 20 years as determined by the company 

and not over 15 years as indicated in Schedule II. A limited should also provide 

disclosures in this regard as recommended later in this Guidance Note in the notes to 

accounts to justify the reason for difference between the indicative use life and A’s 
estimated useful life.  

Illustration 2 

Facts: B Limited had considered the minimum rates of depreciation mentioned in 

Schedule XIV for depreciating all its fixed assets till March 31, 2014. Based on the rates 

mentioned for SLM and WDV in Schedule XIV, B Limited had derived the useful lives for 

the assets. Schedule II of the Companies Act, 2013 is now applicable to B Limited w.e.f. 

April 1, 2014.  

Issue: Whether B Limited needs to follow the useful lives mentioned in the Schedule II or 

derived useful lives considered till March 31, 2013 can be considered?  

Response: W.e.f. April 1, 2014, B limited should estimate the remaining useful lives of its 

assets based on the definition of useful life in Schedule II and the factors specified in AS 6 

for recognising depreciation in the statement of profit and loss. There is no relevance of 

the derived useful life as per Schedule XIV. However, if B Limited estimates useful lives 

different from those specified in Schedule II, it should disclose such differences in the 

financial statements and provide justification in this behalf duly supported by technical 

advice. 
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Residual Value of an Asset 

15. As mentioned above, paragraph 3(i) of Part A of Schedule II, inter alia, states that 

the residual value of an asset shall not be more than five percent of the original cost of 

the asset; provided that where a company uses a residual value different from the limit 

specified above, the financial statements shall disclose such difference and provide 

justification in this behalf duly supported by technical advice.  The aforesaid proviso can 

be taken to mean that the residual value of the asset is indicative in nature. Thus, where 

the estimate of the residual value of the asset is more than five percent of the original 

cost of the asset, the company should use that estimate of residual value provided it is 

supported by technical advice, external or internal, and disclosures in this regard are 

made as recommended later in this Guidance Note. In case the residual value is estimated 

to be less than five percent of the original cost of the asset, the same should be used and 

it would not be necessary to make a disclosure in such a case. The chart given below 

summarises the position as stated above. 

Determination of Residual Value 

 

Continuous Process Plant (CPP) 

16. Note 8 to Schedule II defines the expression ‘Continues Process Plant’ as:  
 ‘‘Continuous process plant’’ means a plant which is required and designed to 
operate for twenty-four hours a day. 

17. The words “required and designed to operate twenty-four hours a day” are very 
significant and should be interpreted with reference to the inherent technical nature of 

the plant, i.e., the technical design of a CPP is such that there is a requirement to run it 

continuously for twenty-four hours a day. If it is not so run, there are significant shut-

down and/or start-up costs. If such a plant is shut-down, there may be significant 

spoilage of materials-in-process/ some damage to the plant itself/significant energy loss. 

It is, however, possible that due to various reasons, e.g., lack of demand, maintenance 

Estimate Residual Value  

Lower than 5% 

of Original 

Cost 

Equal to 5% of 

Original Cost 

 

Higher than 

5% of Original 

Cost  

No 

Disclosures 

No 

Disclosures 

Make 

Disclosures 
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etc., such a plant may be shut down for some time. The shutdown does not change the 

inherent technical nature of the plant. For instance, a blast furnace which is required and 

designed to operate twenty-four hours a day, may be shut down due for various reasons; 

it would still be considered as a CPP and useful life as estimated would be applicable for 

providing depreciation. 

18. There can be certain plants which though may work twenty-four hours a day, yet 

their technical design is not such that they have to be operated twenty-four hours a day, 

e.g., a textile weaving mill. In such cases, depreciation to be charged would be on the 

basis of estimated useful life.  

19. A CPP is distinct from the repetitive process plant or assembly-line type plants. 

These plants are not CPP since such plants do not involve significant shut-down and/or 

start-up costs and are not technically required and designed to operate twenty-four 

hours a day, e.g., an automobile manufacturing plant. 

20. It is noted that Schedule XIV, inter alia, specified the general rates of 15.28% under 

Written Down Value method (WDV) and 5.33% under Straight Line Method (SLM) of 

depreciation for CPP, other than those for which special rates had been prescribed. In  

other words, as per the depreciation rates provided under Schedule XIV for the CPP, the 

useful life was 20 years (approx).  However, Schedule II indicates useful life of 25 years for 

CPP, other than those for which special rates have been prescribed in Schedule II. The 

principle of estimation of useful life as explained in paragraph 12 of this Guidance Note 

will also apply to CPP. 

21. It may be noted that what should be considered as CPP under Schedule II is same 

as it was under Schedule XIV. Accordingly, in case a plant was not considered as CPP 

under Schedule XIV, the same cannot be considered as CPP under Schedule II.   

Multiple Shift Depreciation 

22. Note 6 to Schedule II to the Companies Act, 2013, states that:  

 “6. The useful lives of assets working on shift basis have been specified in the 

Schedule based on their single shift working. Except for assets in respect of which 

no extra shift depreciation is permitted (indicated by NESD in Part C above), if an 

asset is used for any time during the year for double shift, the depreciation will 

increase by 50% for that period and in case of the triple shift the depreciation shall 

be calculated on the basis of 100% for that period.” 

23. On the other hand, Schedule XIV specified the depreciation rates for double shift 

and triple shift separately. Therefore, an issue may arise whether the rates for extra shift 

as given under Schedule II should be applied without estimating the useful lives of the 

assets under multiple shifts.  

24.  It is noted that extra shift depreciation does not apply to CPP and the assets which 

have been marked as No Extra Shift Depreciation (NESD) under Schedule II. The concept 

of extra shift depreciation applies only to those assets for which the useful life has been 

estimated on single shift basis at the beginning of the year.  
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25. Where a company, which estimated the useful life of an asset on single shift basis at 

the beginning of the year, used the asset on double or triple shifts during the year, the 

depreciation expense should be increased by 50% or 100% as the case may be for that 

period. Further, for such assets, the company at the beginning of the next year should 

determine whether the asset used in extra shift during the past year was on sporadic 

basis and is expected to be used on sporadic basis in future also. In such a case, the 

useful life to be on single shift basis and if in future the asset is used on double or triple 

shift then as in the past, the depreciation expense for the double or triple shift should be 

increased by 50% or 100% as the case may be for the period of use. In case the company 

estimates that the use of the asset for extra shift would not be on sporadic basis i.e. the 

extra shift working for the asset would be on regular or continuous basis, it should 

reassess its useful life considering its use on extra shift basis. The reassessed useful life 

should then be used for the purpose of charging depreciation expense henceforth.  

26. For assets which are not marked as NESD under Schedule II and for which the useful 

life has been estimated on double/triple shift basis at the beginning of the year, the 

concept of extra shift deprecation will not apply. For such assets, a company should 

consider whether there is any change in circumstances on which the useful life of asset 

was based or any new developments have taken place which may have impact on the 

estimated useful life of the asset. If there is no such indication, the company should 

continue to depreciate such assets on the basis of previous estimates. If there is any such 

indication, the company should reassess the remaining useful life of the assets on the 

basis of changed circumstances or new developments, e.g., use of the asset on single shift 

basis in future.   

Unit of Production (UOP) Method of Depreciation 

27. Schedule II to the Companies Act, 2013 defines ‘Useful Life’ as: 
“useful life of an asset is the period over which an asset is expected to be available 
for use by an entity, or the number of production or similar units expected to be 

obtained from the asset by the entity.” 

28. The depreciation on an asset can be provided, where appropriate, on the basis of 

the units expected to be obtained from the use of the asset. This method of providing 

depreciation is generally known as ‘Unit of Production’ method (UOP).  

29.  Paragraph 12 of AS 6, state as follows: 

“12. There are several methods of allocating depreciation over the useful life of 

the assets. Those most commonly employed in industrial and commercial 

enterprises are the straight line method and the reducing balance method. The 

management of a business selects the most appropriate method(s) based on 

various important factors e.g., (i) type of asset, (ii) the nature of the use of such 

asset and (iii) circumstances prevailing in the business. A combination of more than 

one method is sometimes used. In respect of depreciable assets which do not have 

material value, depreciation is often allocated fully in the accounting period in 

which they are acquired.” 
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30. In view of the above, as a result of application of Schedule II, a company may use 

UOP method, where appropriate, keeping in view the various factors mentioned in 

paragraph 12 of AS 6. UOP method is generally considered appropriate where the 

number of units that can be produced or serviced from the use of the asset is the major 

limiting factor for the use of the asset rather than the time. Following are some examples 

where UOP method can be identified appropriate: 

(i) Useful life of Aircraft engine is restricted by number of flying hours 

(ii) Useful life of Boiler is limited to number of hours  

(iii) Useful life of Mould is limited by the number of imprints  

31. A company will have to review the number of units that can be produced or 

serviced from the asset in the future periodically. The carrying amount of such an asset 

will be depreciated over the revised remaining number of units expected to be obtained 

or serviced on a prospective basis. Where, such an asset is idle for a long period of time, 

the company should assess whether the use of UOP method is still appropriate.  

32. Under Schedule XIV primarily two methods of depreciation, i.e., Written Down Value 

(WDV) and Straight Line Method (SLM) were prescribed.  Therefore, an issue may arise 

that whether the change in method of depreciation from SLM to UOP or WDV to UOP 

would be a change in accounting policy and need to be applied retrospectively or 

required to be applied prospectively.  

33. In this regards, it may be noted that paragraph 15 of AS 6, states as follows: 

 “15.  The method of depreciation is applied consistently to provide comparability 

of the results of the operations of the enterprise from period to period. A change 

from one method of providing depreciation to another is made only if the adoption 

of the new method is required by statute or for compliance with an accounting 

standard or if it is considered that the change would result in a more appropriate 

preparation or presentation of the financial statements of the enterprise. When 

such a change in the method of depreciation is made, depreciation is recalculated 

in accordance with the new method from the date of the asset coming into use. The 

deficiency or surplus arising from retrospective re-computation of depreciation in 

accordance with the new method is adjusted in the accounts in the year in which 

the method of depreciation is changed. In case the change in the method results in 

deficiency in depreciation in respect of past years, the deficiency is charged in the 

statement of profit and loss. In case the change in the method results in surplus, the 

surplus is credited to the statement of profit and loss. Such a change is treated as a 

change in accounting policy and its effect is quantified and disclosed.”  

34. In view of the above, with the introduction of UOP method in Schedule II, a 

company may change from SLM or WDV method to UOP method. In such cases, in 

accordance with AS 6, depreciation on the underlying asset should be calculated 

retrospectively using the UOP method from the date the asset came into use to the 

company with adjustment of any surplus or deficiency arising from change in method to 

the statement of profit and loss as such change is required by the statute. However, as a 
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first time application of Schedule II, if a company changes its method of depreciation 

from WDV to SLM or vice versa, the same cannot be justified as required by law as both 

the methods were allowed under Schedule XIV and AS 6.  In accordance with AS 6, a shift 

from WDV to SLM or vice versa can only be applied by the company if it is considered 

that the change would result in a more appropriate preparation or presentation of the 

financial statements of the company. In such a case also, any surplus or deficiency arising 

from change in method should be adjusted to the statement of profit and loss in 

accordance with AS 6. It may also be noted that in case of change in method of 

depreciation, transitional provisions given under Note 7 (b) of Schedule II will not apply.  

Illustration:  

Facts:  A Limited is a company incorporated under the Companies Act and engaged in 

the business of oil exploration. Keeping in view the requirement in Schedule  XIV it was 

depreciating its oil and gas assets on SLM basis. In the financial year 2014-15, when A 

applies Schedule II it decides to depreciate the said assets by following the UOP method.  

Issue: How should change in method be accounted for? 

Response: In this case, in accordance with AS 6, A Limited should calculate depreciation 

on all such assets following the UOP method since the assets came into existence and 

recognise any deficiency/gain in the statement of profit and loss for the period ending on 

March 31, 2015.  

Transition to Schedule II 

35. Note 7 to Schedule II to the Companies Act, 2013, states that  

“7.  From the date this Schedule comes into effect, the carrying amount of the 

asset as on that date- 

(a) shall be depreciated over the remaining useful life of the asset as per 

this Schedule; 

(b) after retaining the residual value, may be recognised in the opening 

balance of retained earnings where the remaining useful life of an asset 

is nil.” 
36. An issue may arise that in what circumstances due to transition to Schedule II, the 

carrying amount of an asset may be transferred to retained earnings.  

37. Note 7 (b) uses the phrase ‘remaining useful life of an asset’. This means on 
transition to Schedule II, a company should estimate the remaining useful life of an a sset 

over which the company expects to use the asset, which may or may not be equal to 

remaining useful life as per the rate of depreciation specified in Schedule XIV. In other 

words, there may be a situation that when a company initially applies Schedule II, the 

remaining useful life of some assets is estimated at nil, whereas for other assets some 

useful life remains as per the said Schedule. In respect of an asset whose remaining useful 

life is nil, as per the option provided under Note 7 to Schedule II,  the carrying amount of 

such assets may be transferred directly either to the opening balance of retained earnings 

or recognised in the statement of profit and loss as depreciation expense as required by 
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AS 5 and AS 6. If the company opts to adjust the carrying amount of the assets to the 

retained earnings in accordance with the transitional provisions of Schedule II, the tax 

effect of the same has also to be adjusted directly against the retained earnings in 

accordance with the Announcement issued by the Institute of Chartered Accountants of 

India, “Tax effect of expenses/income adjusted directly against the reserves and/or 

Securities Premium Account”. 
38. If a company uses Straight Line Method (SLM) of depreciation, the asset will be 

depreciated equally over the new remaining useful life of the asset. However, if a 

company uses Written Down Value (WDV) method of depreciation, it will need to 

calculate a new rate for depreciation to depreciate the asset over its remaining useful life 

using the formula for calculation of rate for depreciation as per WDV method which is 

reproduced below –  

R= {1 – (s/c)^1/n } x 100 

Where  R = Rate of Depreciation (in %)  

n = Remaining useful life of the asset (in years)  

s = Scrap value at the end of useful life of the asset  

c = Cost of the asset/Written down value of the asset  

Illustration: 

Facts: B Limited has followed Schedule XIV rates for depreciation of a plant and 

machinery under WDV method by following the rate of 13.91% as it runs under single 

shift. The WDV of the asset as at March 31, 2014 is ` 23,63,919 and remaining useful life 

as estimated by the company is 11 years. B Limited estimates that the residual value of 

the asset is 5% of the original cost of the asset, i.e., ` 2,50,000.  

Issue: On transition to Schedule II, how plant and machinery should be depreciated?   

Response: As per the transitional provisions given under Schedule II assets are required 

to be depreciated over their remaining useful lives. In the above case, since B Ltd follows 

WDV method for depreciation, the carrying value of ` 23,63,919 of plant and machinery 

should be depreciated by following the WDV method over its remaining useful life of 11 

years. B Limited should determine the rate of depreciation to be charged under WDV 

method as follows: 

Rate of Depreciation: {1- (Residual Value/Cost of the Asset)^1/useful life}*100 

 Rate of Depreciation in the above case  

 = {1- (2,50,000/23,63,919)^1/11}*100 

 =18.47 %  

Year Carrying Value Dep. For the year WDV 

1 23,63,919.00   4,36,690.25  19,27,228.75  

2 19,27,228.75  3,56,019.82  15,71,208.93  

3 15,71,208.93  2,90,251.75  12,80,957.19  
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4 12,80,957.19  2,36,633.11  10,44,324.07  

5 10,44,324.07  1,92,919.53  8,51,404.54  

6 8,51,404.54  1,57,281.22  6,94,123.32  

7 6,94,123.32  1,28,226.43  5,65,896.90  

8 5,65,896.90  1,04,538.97  4,61,357.93  

9 4,61,357.93  85,227.33  3,76,130.59  

10 3,76,130.59  69,483.16  3,06,647.43  

11 3,06,647.43  56,647.43  2,50,000.00  

Illustrations: 

1. Facts: B Limited purchased a unit of plant and machinery on April 1, 2005, and 

depreciated the same at the rate of 4.75% on straight line basis as per the depreciation 

rate given in Schedule XIV (equivalent useful life approximately 21 years), even though 

the useful life as estimated by the management at the time of init ial recognition of the 

asset was higher (30 years). For the financial year beginning on April 1, 2014, when B 

Limited applies Schedule II, it estimates that the remaining useful life of the plant and 

machinery as on April 1, 2014, is 18 years, which is different from the useful life remaining 

as per Schedule XIV i.e., 12 years.  

Issue: Which remaining useful life of plant and machinery should be considered by the B 

Limited to provide depreciation? 

Response: B Limited should depreciate the plant and machinery over its estimated 

remaining useful life of 18 years on prospective basis and not on the basis of remaining 

useful life as per Schedule XIV, i.e., 12 years (21 years – 9 years).         

2. Facts: B Limited purchased machinery as on April 1, 2005 and depreciated the same 

on straight line method as per the depreciation rates given in Schedule XIV. For the 

financial year beginning on April 1, 2014, when B Limited applies Schedule II, it estimates 

that the remaining useful life of machinery is nil and requires to be disposed off.  

Issue: What should be the treatment of carrying amount of machinery? 

Response: The carrying amount of machinery (net of tax) may be recognised in the 

opening balance of the retained earnings as on April 01, 2014. 

Regulatory Rates 

39. Part B of Schedule II to the Companies Act, 2013, states as follows: 

“4.  The useful life or residual value of any specific asset, as notified for 

accounting purposes by a Regulatory Authority constituted under an Act of 

Parliament or by the Central Government shall be applied in calculating the 

depreciation to be provided for such asset irrespective of the requirements of this 

Schedule.” 
40. In view of the above, where a Regulatory Authority prescribes useful life, rate of 

depreciation or residual value for any specific asset for accounting purposes, the 
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company should use that useful life, rate of depreciation or residual value even though it 

is different from that as estimated by the management. For example, Govt. of India, 

Ministry of Power vide resolution dated 6 th January, 2006 has notified Tariff Policy in 

terms of section 3 of the Electricity Act, 2003. The said policy inter-alia provides that rates 

of depreciation as notified by Central Electricity Regulatory Commission (CERC) would be 

applicable for the purpose of tariffs as well as accounting. Therefore, in accordance with 

Part B of Schedule II, companies which are regulated by the above mentioned tariff policy 

should apply the rate of depreciation as specified in the above mentioned tariff policy.   

Purchase of Used Assets 

41. The expression ‘available for use by an entity’ in the definition of ‘useful life’ of 
assets as given in paragraph 1 of Part A of Schedule II clarifies that the useful life of an 

asset is estimated on the basis of the expectations of the company that purchases the 

asset irrespective of whether the asset is a new asset or a used asset.  

Illustration: 

Facts:  B Limited, a company incorporated under the Companies Act, acquired a second 

hand machinery for ` 5,00,000 from C Limited. As per the estimate of the C Limited, the 

useful life of the asset when it was newly purchased by it was 15 years out of which 8 

years have already elapsed (duration for which machinery is used by the C Limited). B 

Limited, for the purpose of providing depreciation on SLM basis under Schedule II, 

estimates that the asset can be used for 10 years and the residual value is estimated to be 

nil.  

Issue: What useful life of such second hand machinery should be considered by the B 

Limited for providing depreciation? 

Response: In this case, B Limited should provide for depreciation on the machinery on 

the basis of useful life of 10 years and not 7 years remaining as per the earlier estimate of 

C Ltd. (15 years – 8 years). Therefore, depreciation expense to be recognised in the 

statement of profit and loss for the year would be ` 50,000 (5,00,000/10 yrs.).  

Intangible Assets 

42. The Ministry of Corporate Affairs (MCA), vide its notification G.S.R. 237 (E) dated 

March 31, 2014, made amendments to clause (ii) of paragraph 3 of Schedule II with 

regard to amortisation of intangible assets. Through the amendments, the MCA provides 

that revenue-based methodology ‘may be’ used for amortisation of intangible assets 

(Toll Roads) created under ‘Build, Operate and Transfer (BOT)’, ‘Build, Own, Operate and 

Transfer (BOOT)’ or any other form of public private partnership (PPP) route in case of 
road projects.  

43. The words ‘may be’ used in clause (ii) of paragraph 3 of Schedule II indicates that 

revenue-based amortisation as provided in Schedule II is optional and not mandatory. 

Moreover, the option is available only for intangible assets arising from toll road projects. 

Therefore, a company can follow a basis other than revenue-based amortisation for 

intangible assets arising from toll road projects. Intangible assets other than those arising 
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from toll-roads should be amortised in accordance with Accounting Standards (AS) 26, 

Intangible Assets, notified under the Companies (Accounting Standards) Rules, 2006.    

Illustration: 

Facts: B Limited is a company engaged in various projects of infrastructure development. 

B’s basic business model is to enter into various infrastructure development projects with 
the Central and State Governments controlled enterprises under Public Private 

Partnership (PPP) Model. During the year 2011-12, B Limited entered into a contract with 

the State Government of Haryana for developing a coal-fired thermal power plant serving 

the states of Haryana, Delhi, Rajasthan and Punjab.  

Issue: At the year-end, i.e., 31st March, 2015, for providing amortisation on the intangible 

assets arising from the above mentioned projects for developing thermal power plant, B 

Limited was of the view that the revenue-based amortisation methodology as permitted 

by the Schedule II may be applied. Whether the view taken by B Limited is appropriate?  

Response: In this case, use of revenue-based amortisation is inappropriate as Schedule II 

permits revenue based amortisation only for intangible assets arising from toll road 

projects and not from any other infrastructure projects even though they are entered into 

through PPP model, BOT or BOOT. 

Revaluation of Assets 

44. Paragraph 1 of Part A of Schedule II defines ‘depreciable amount’ as:  
“The depreciable amount of an asset is the cost of an asset or other amount 

substituted for cost, less its residual value.” 

45. AS 6, also defines the term ‘depreciable amount’ in the same way. The expression 
‘other amount substituted for historical cost’ used in the said definitions means that in 

case of a revalued asset, the depreciable amount should be the carrying value of the asset 

after revaluation (revalued amount).  

46. Thus the definition of ‘depreciable amount’ under Schedule II has been aligned with 
the definition of ‘depreciable amount’ under AS 6. Therefore, Schedule II requires 

depreciation to be provided on historical cost or the amount substituted for the historical 

cost. Accordingly, in case of revaluation of an asset, a company should recognise 

depreciation based on the revalued amount (substituted cost) of the asset.  In accordance 

with paragraph 32 of Accounting Standard (AS) 10, Accounting for Fixed Assets, notified 

under the Companies (Accounting Standards) Rules, 2006, on disposal of an item of fixed 

asset, the difference between net disposal proceeds and the net book value (carrying 

amount) should be charged or credited to the statement of profit and loss. However, in 

case of loss on sale of fixed asset, if such loss is related to a previously recorded increase 

in the carrying amount of the asset (revaluation gain) as credit to revaluation reserve and 

which has not been subsequently reversed or utilised, such loss should be first charged 

directly to that revaluation reserve, and any remaining balance to the statement of profit 

and loss. However, some of the surplus may be transferred as the asset is used by a 

company. In such a case, the amount of the surplus transferred would be the difference 
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between depreciation based on the revalued carrying amount of the asset and 

depreciation based on its original cost. Transfers from revaluation surplus to the revenue 

reserves are not made through the statement of profit and loss.  

47. A company that followed the policy of recouping additional depreciation as a credit 

to the statement of profit and loss, with Schedule II becoming applicable starts recouping 

additional depreciation on account of revaluation as a credit to revenue reserves, such a 

company should disclose the change as a change in accounting policy in accordance with 

AS 5.  

Component Approach 

48. As per note 4 of Schedule II - “Useful life specified in Part C of the Schedule is for 
whole of the asset. Where cost of a part of the asset is significant to total cost of the asset 

and useful life of that part is different from the useful life of the remaining asset, useful life 

of that significant part shall be determined separately.” As per the amendment dated 
August 29, 2014 notified by the MCA, the said requirement shall be voluntary in respect for 

the financial year commencing on or after the April 1, 2014 and mandatory for financial 

statements in respect of financial years commencing on or after April 1, 2015.  

49. The above requirement is commonly known as ‘component accounting’. Companies 
will need to identify and depreciate significant components with different useful lives 

separately. The component approach is already allowed in paragraph 8.3 of the current 

AS 10. Under AS 10, there seems to be a choice in this matter; however, Schedule II 

requires application of component accounting mandatorily. The determination as to 

whether a part of an asset is significant requires a careful assessment of the facts and 

circumstances. This assessment would include at a minimum:  

 Determine the threshold value to determine which asset requires 

componentisation.   

 Threshold value in percentage of cost of component to the total cost of the 

asset 

 Proportion of useful life of that part as compared to the useful life of the 

asset 

 Potential impact on the total depreciation expenditure   

50. Component accounting requires a company to identify and depreciate significant 

components with different useful lives separately. The application of component 

accounting is likely to cause significant change in the measurement of depreciation and 

accounting for replacement costs. Currently, companies need to expense rep lacement 

costs in the year of incurrence. Under component accounting, companies will capitalise 

these costs as a separate component of the asset and decapitalise the carrying amount of 

previously recognised component. When it is not practicable to determine the carrying 

amount of the replaced part, the cost of the replacement may be used as an indication of 

what the cost of the replaced part was at the time it was acquired or constructed.  
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51. As component accounting was hitherto not mandatory in India, it is possible that 

the separate cost of each significant component of an asset is not available in the books 

of account. For the purpose of determining the cost of such component, the following 

criteria can be used in the order given below:  

(a) Break-up cost provided by the vendor; 

(b) Cost break-up given by internal/external technical expert;  

(c) Fair values of various components; or 

(d) Current replacement cost of component of the related asset and applying the same 

basis on the historical cost of asset  

52. A company is required to apply component accounting (if appropriate) for all 

depreciable fixed assets (existing or newly acquired) as at 1 April 2014 if a company opts 

to follow it voluntarily and as at 1 April, 2015 mandatorily. However, if the carrying 

amount of any asset is lower than or equal to  the estimated residual value of the asset(s), 

company is not required to apply component accounting for such asset(s).  

53. The guidance related to providing depreciation on fixed assets as provided in the 

Guidance Note from paragraph 12 onwards will apply mutatis mutandis to component 

accounting, where applicable, as well.  

54. Further, under component accounting, an issue arises whether the transitional 

provision under Note 7 of Schedule II will be available to company on April 1, 2015, with 

respect to componentisation, though it adopted the other provisions (useful life) of 

Schedule II as on April 1, 2014. This Guidance Note clarifies that if a company determines 

the life of a component which is different from the remaining asset and such useful life 

happens to be nil as on the date of transition to Schedule II either on voluntary basis or 

on mandatory basis as the case may be, the carrying amount of such component may be 

transferred directly to the retained earnings. In other words, the transitional provisions of 

Schedule II may be applied mutatis mutandis w.r.t. component accounting. Further, if the 

company opts to adjust the carrying amount of the components to the retained earnings 

in accordance with the transitional provisions of Schedule II, the tax effect of the same 

has also to be adjusted directly against the retained earnings in accordance with the 

Announcement issued by the Institute of Chartered Accountants of India, “Tax effect of 
expenses/income adjusted directly against the reserves and/or Securities Premium Account”. 

55. Schedule II requires separate depreciation only for parts of an item of tangible fixed 

asset having: 

(i) Significant cost, and  

(ii) Different useful lives from remaining parts of the asset.  

Following diagram depicts a method for bifurcating Tangible Fixed Assets into major 

components-  
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The company must split the fixed asset into various identifiable parts to the extent 

possible. The identified parts should be grouped together if they have the  same or similar 

useful life for the purpose of separate depreciation. Insignificant parts may be combined 

together in the remainder of the asset or with the principal asset.  

For instance:  

A Ship may be bifurcated into the following components –  

(i) Hull  

(ii) Keel  

(iii) Engine  

(iv) Navigation system  

(v) Major overhaul/ inspections  

(vi) Other fit out assets  

Identification of significant parts is a matter of judgment and decided on case-to-case 

basis. Identification of separate parts of an asset and determination of their useful  life is 

not merely an accounting exercise; rather, it involves technical expertise. Hence, it may be 

necessary to involve technical experts to determine the parts of an asset, wherever 

Identification of Parts 

Part 1 Other Insignificant 

parts 

Part 2 Part 3 Part 4 

Comparison of useful life and measure of wearing out, 

consumption or other loss of value between identified components 

Aggregation of parts with the same useful life and the same pattern 

of consumption 

Component 1 

(Part 1 and 3)  

Component 2 

(Part 2) 

Component 3 

(Part 4 and 5) 

Remainder 

Part 5 
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appropriate.  

Depreciation on Low Value Items 

56. Note 8 to Schedule XIV to the Companies Act, 1956, stated as follows: 

“8. Notwithstanding anything mentioned in this Schedule depreciation on assets, 

whose actual cost does not exceed five thousand rupees, shall be provided 

depreciation at the rate of hundred per cent 

Provided that where the aggregate actual cost of individual items of plant & 

machinery costing ` 5,000 or less constitutes more than 10 per cent of the total 

actual cost of plant & machinery, rates of depreciation applicable to such items 

shall be the rates as specified in Item II of the Schedule.” 

57. It may be noted that Schedule II does not prescribe any such requirement to 

provide depreciation at the rate of hundred percent. Therefore, an issue may arise 

whether the earlier requirement of providing hundred percent depreciation on assets with 

value less than rupees five thousand can still be followed or not.  

58. In this regard, it may be noted that the provisions of Schedule XIV permitting 100% 

depreciation of the cost of an asset having individual value of ` 5000/- or less was based 

on practices followed by the companies based on the materiality of the financial impact 

of such charge. As the life of the asset is a matter of estimation, the materiality of impact 

of such charge should be considered with reference to the cost of asset. The size of the 

company will also be a factor to be considered for such policy. Accordingly, a company 

may have a policy to fully depreciate assets upto certain threshold limits considering 

materiality aspect in the year of acquisition. 

Pro-rata Depreciation 

59. Note no. 2 in Schedule II prescribes that “where, during any financial year, any 

addition has been made to any asset, or where any asset has been sold, discarded, 

demolished or destroyed, the depreciation on such assets shall be calculated on a pro 

rata basis from the date of such addition or, as the case may be, up to the date on which 

such asset has been sold, discarded, demolished or destroyed.”  The company may group 

additions and disposals in appropriate time period(s), e.g., 15 days , a month, a quarter 

etc., for the purpose of charging pro rata depreciation in respect of additions and 

disposals of its assets keeping in view the materiality of the amounts involved.  

Adoption of different methods for similar assets at different 

geographical locations  

60. An issue may arise, whether a company can use different methods for depreciation 

for similar assets located at different locations. 

61. As per the requirements of Schedule II and AS 6, it may be noted that the basic 

purpose of charging depreciation is to allocate depreciable amount of an asset over its 

useful life. As stated in paragraph 12 of this Guidance Note, for the purpose of estimating 

useful life of an asset, a company should consider various factors given in AS 6 such as 
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expected physical wear and tear, obsolescence, etc. Therefore, selection of a method of 

depreciation is a matter of judgement by the management considering various factors, 

such as, type of asset, the nature of the use of such asset and circumstances prevailing in 

the business, to allocate the depreciable amount of an asset over its useful life so that the 

depreciation method best reflects the way the asset is consumed, i.e., depreciation should 

be allocated so as to charge a fair proportion of the depreciable amount in each 

accounting period during the expected useful life of the asset  . As per AS 6, the selection 

of a method depends upon the facts and circumstances of the case and thus, the 

company should select the most appropriate method based on various factors, as 

discussed above. 

62. Different methods for similar assets at different geographical locations can only be 

used if the said methods are selected based on the factors discussed in paragraph 61 

above.  Otherwise, the use of different methods for similar assets at different 

geographical locations is not justified. 

Disclosures  

63. Apart from the disclosures required under the accounting standards, Schedule II 

requires disclosure of useful life and/or residual value, if they are different from those 

specified under that Schedule. In this regard, following disclosures should be made:  

(i) Disclosure of assets alongwith their useful lives where different from those specified 

under Schedule II including where the useful life estimated as per double/triple shift 

is different from that as would be estimated on the basis of increase in depreciation 

by 50% or 100% in case of double shift and triple shift respectively of single shift 

based depreciation.   

(ii) The fact that the said useful lives/residual values are supported by technical advice.  

Transitional provisions & Effective Date 

64. This Guidance Note will be applicable for accounting periods beginning on or after 

April 1, 2016; its earlier application is encouraged. Any cumulative impact (net of taxes) 

due to its applicability should be recognised in revenue reserves and disclosed separately. 

Appendix A 

SCHEDULE II (As Amended) 

USEFUL LIVES TO COMPUTE DEPRECIATION 

PART ‘A’ 
1. Depreciation is the systematic allocation of the depreciable amount of an asset over 

its useful life. The depreciable amount of an asset is the cost of an asset or other amount 

substituted for cost, less its residual value. The useful life of an asset is the period over 

which an asset is expected to be available for use by an entity, or the number of 

production or similar units expected to be obtained from the asset by the entity.  

2. For the purpose of this Schedule, the term depreciation includes amortisation.  

3. Without prejudice to the foregoing provisions of paragraph 1,— 
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(i) The useful life of an asset shall not ordinarily be different from the useful life 

specified in part C and the residual value of an asset shall not be more than 

five per cent. of the original cost of the asset: 

Provided that where a company adopts a useful life different from what is 

specified in part C or uses a residual value different from the limit specified 

above, the financial statements shall disclose such difference and provide 

justification in this behalf duly supported by technical advice.  

(ii) For intangible assets, the provisions of the accounting standards applicable for 

the time being in force shall apply, except in case of intangible assets (Toll Roads) 

created under Build, Operate and Transfer’, ‘Build, Own, Operate and Transfer’ or 
any other form of public private partnership route in case of road projects. 

Amortisation in such cases may be done as follows:  

(a) Mode of amortization  

 Amortisation Rate   = 
 

Amortisation Amount

 Cost of Intangible Assets A
×  100  

  Amortisation Amount 

 = Cost of Intangible Assets (A) ×
 

    

Actual Revenue for the year B

Projected Revenue from Intangible Asset
till the end of the concession period  C

  

(b) Meaning of particulars are as follows:- 

Cost of Intangible =  Cost incurred by the company in 

Assets (A)  accordance with the accounting standards.  

Actual Revenue for = Actual revenue (Toll Charges)  

the year (B)        received during the accounting year.  

Projected Revenue =  Total projected revenue from the  

from Intangible       Intangible Assets as provided to 

Asset (C)       the project lender at the time of financial 

                                       closure/agreement. 

The amortization amount or rate should ensure that the whole of the cost 

of the intangible asset is amortised over the concession period. 

Revenue shall be reviewed at the end of each financial year and projected 

revenue shall be adjusted to reflect such changes, if any, in the estimates as 

will lead to the actual collection at the end of the concession period.  

(c) Example:- 

 Cost of creation of Intangible Assets : ` 500 Crores 

 Total period of Agreement : 20 Years 
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 Time used for creation of Intangible Assets : 2 Years 

 Intangible Assets to be amortised in : 18 Years 

 Assuming that the Total revenue to be generated out of Intangible Assets over the 

period would be ` 600 Crores, in the following manner:- 

Year No. Revenue (In ` Crores) Remarks 

Year 1 5 Actual  

Year 2 7.5 Estimate* 

Year 3 10 Estimate* 

Year 4 12.5 Estimate* 

Year 5 17.5 Estimate* 

Year 6 20 Estimate* 

Year 7 23 Estimate* 

Year 8 27 Estimate* 

Year 9 31 Estimate* 

Year 10 34 Estimate* 

Year 11 38 Estimate* 

Year 12 41 Estimate* 

Year 13 46 Estimate* 

Year 14 50 Estimate* 

Year 15 53 Estimate* 

Year 16 57 Estimate* 

Year 17 60 Estimate* 

Year 18 67.5 Estimate* 

Total 600  

‘*’ will be actual at the end of financial year  
Based on this the charge for first year would be ` 4.16 Crore (approximately) (i.e ` 

5/` 600 × ` 500 Crores) which would be charged to profit and loss and 0.83% (i.e. ` 

4.16 Crore/` 500 Crore×100) is the amortisation rate for the first year.  

Where a company arrives at the amortisation amount in respect of the said 

Intangible Assets in accordance with any method as per the applicable Accounting 

Standards, it shall disclose the same. 

PART ‘B’ 
4.  The useful life or residual value of any specific asset, as notified for accounting 

purposes by a Regulatory Authority constituted under an Act of Parliament or by the 
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Central Government shall be applied in calculating the depreciation to be provided for 

such asset irrespective of the requirements of this Schedule. 

PART ‘C’ 
5.  Subject to Parts A and B above, the following are the useful lives of various tangible 

assets: 

Nature of assets Useful Life 

I.  Buildings [NESD] 

(a)  Buildings (other than factory buildings) RCC Frame Structure  60 Years 

(b)  Buildings (other than factory buildings) other than RCC Frame Structure 30 

Years 

(c)  Factory buildings  -do- 

(d)  Fences, wells, tube wells 5 Years 

(e)  Others (including temporary structure, etc.)  3 Years 

II.  Bridges, culverts, bunders, etc. [NESD]  30 Years 

III.  Roads [NESD] 

(a)  Carpeted roads 

 (i) Carpeted Roads-RCC 10 Years 

 (ii) Carpeted Roads-other than RCC  5 Years 

 (b)  Non-carpeted roads  3 Years 

IV.  Plant and Machinery 

(i) General rate applicable to plant and machinery not covered  

 Under special plant and machinery 

(a) Plant and Machinery other than continuous process  

plant not covered under specific industries 15 Years 

(b) continuous process plant for which no special rate  

has been prescribed under (ii) below [NESD]  25 Years 

(ii) Special Plant and Machinery 

(a) Plant and Machinery related to production and exhibition  

 of Motion Picture Films 

1. Cinematograph films—Machinery used in the  

production and exhibition of cinematograph films, recording and 

reproducing equipments, developing machines, printing machines, 

editing machines, synchronizers and studio lights except bulbs 13 Years 

2. Projecting equipment for exhibition of films      -do- 

(b) Plant and Machinery used in glass manufacturing 
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1. Plant and Machinery except direct fire glass  

melting furnaces — Recuperative and  

regenerative glass melting furnaces  13 Years 

2. Plant and Machinery except direct fire glass  

melting furnaces — Moulds [NESD] 8 Years 

3. Float Glass Melting Furnaces [NESD] 10 Years 

(c) Plant and Machinery used in mines and quarries— 

Portable underground machinery and earth  

moving machinery used in open cast mining [NESD] 8 Years 

(d) Plant and Machinery used in Telecommunications [NESD] 

1. Towers  18 Years 

2. Telecom transceivers, switching centres,  

transmission and other network equipment 13 Years 

3. Telecom—Ducts, Cables and optical fibre 18 Years 

4. Satellites  -do- 

(e) Plant and Machinery used in exploration, production  

and refining oil and gas [NESD] 

1. Refineries 25 Years 

2. Oil and gas assets (including wells), processing  

plant and facilities  -do- 

3. Petrochemical Plant -do- 

4. Storage tanks and related equipment -do- 

5. Pipelines 30 Years 

6. Drilling Rig -do- 

7. Field operations (above ground) Portable  

boilers, drilling tools, well-head tanks, etc.  8 Years 

8. Loggers  -do- 

(f) Plant and Machinery used in generation, transmission and distribution of 

power [NESD] 

1. Thermal/ Gas/ Combined Cycle Power Generation Plant  40 Years 

2. Hydro Power Generation Plant -do- 

3. Nuclear Power Generation Plant -do- 

4. Transmission lines, cables and other network assets  -do- 

5. Wind Power Generation Plant 22 Years 

6. Electric Distribution Plant  35 Years 

7. Gas Storage and Distribution Plant 30 Years 
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8. Water Distribution Plant including pipelines -do- 

(g) Plant and Machinery used in manufacture of steel 

1. Sinter Plant 20 Years 

2. Blast Furnace -do- 

3. Coke ovens -do- 

4. Rolling mill in steel plant  -do- 

5. Basic oxygen Furnace Converter 25 Years 

(h)  Plant and Machinery used in manufacture of non-ferrous metals 

1. Metal pot line [NESD]  40 Years 

2. Bauxite crushing and grinding section [NESD] -do- 

3. Digester Section [NESD]  -do- 

4. Turbine [NESD]  -do- 

5. Equipments for Calcination [NESD]  -do- 

6. Copper Smelter [NESD] -do- 

7. Roll Grinder  40 Years 

8. Soaking Pit  30 Years 

9. Annealing Furnace -do- 

10. Rolling Mills  -do- 

11. Equipments for Scalping, Slitting , etc. [NESD]  -do- 

12. Surface Miner, Ripper Dozer, etc., used in mines 25 Years 

13. Copper refining plant [NESD] -do- 

(i)  Plant and Machinery used in medical and surgical operations [NESD] 

1. Electrical Machinery, X-ray and electrotherapeutic apparatus and 

accessories thereto, medical,  

diagnostic equipments, namely, Cat-scan,  

Ultrasound Machines, ECG Monitors, etc. 13 Years 

2. Other Equipments.  15 Years 

(j)  Plant and Machinery used in manufacture of pharmaceuticals and chemicals 

[NESD] 

1. Reactors  20 Years 

2. Distillation Columns   -do- 

3. Drying equipments/Centrifuges and Decanters   -do- 

4. Vessel/storage tanks   -do- 

(k)  Plant and Machinery used in civil construction 
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1. Concreting, Crushing, Piling Equipments and  

Road Making Equipments  12 Years 

2. Heavy Lift Equipments— 

 Cranes with capacity of more than 100 tons 20 Years 

 Cranes with capacity of less than 100 tons  15 Years 

3. Transmission line, Tunneling Equipments [NESD] 10 Years 

4. Earth-moving equipments  9 Years 

5. Others including Material Handling /Pipeline/ 

Welding Equipments [NESD]  12 Years 

(l)  Plant and Machinery used in salt works [NESD] 15 Years 

V.  Furniture and fittings [NESD] 

(i)  General furniture and fittings  10 Years 

(ii) Furniture and fittings used in hotels, restaurants and boarding houses, 

schools, colleges and other educational institutions, libraries; welfare centres; 

meeting halls, cinema houses; theatres and circuses; and furniture and fittings 

let out on hire for use on the occasion of marriages and similar functions. 8 

Years 

VI.  Motor Vehicles [NESD] 

1. Motor cycles, scooters and other mopeds  10 Years 

2. Motor buses, motor lorries, motor cars and motor  

taxies used in a business of running them on hire 6 Years 

3. Motor buses, motor lorries and motor cars other than  

those used in a business of running them on hire 8 Years 

4. Motor tractors, harvesting combines and heavy vehicles -do- 

5. Electrically operated vehicles including battery  

powered or fuel cell powered vehicles  8 Years 

VII.  Ships [NESD] 

1. Ocean-going ships 

(i) Bulk Carriers and liner vessels   25 Years 

(ii)  Crude tankers, product carriers and easy  

chemical carriers with or without conventional  

tank coatings.  20 Years 

(iii) Chemicals and Acid Carriers: 

 (a) With Stainless steel tanks 25 Years 

 (b) With other tanks  20 Years 

(iv) Liquified gas carriers  30 Years 
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(v) Conventional large passenger vessels which  

are used for cruise purpose also  -do- 

(vi) Coastal service ships of all categories -do- 

(vii)  Offshore supply and support vessels  20 Years 

(viii)  Catamarans and other high speed passenger  

for ships or boats -do- 

(ix)  Drill ships  25 Years 

(x)  Hovercrafts  15 Years 

(xi)  Fishing vessels with wooden hull 10 Years 

(xii)  Dredgers, tugs, barges, survey launches and  

other similar ships used mainly for dredging  

purposes  14 Years 

2. Vessels ordinarily operating on inland waters— 

(i)  Speed boats  13 Years 

(ii)  Other vessels  28 Years 

VIII.  Aircrafts or Helicopters [NESD] 20 Years 

IX. Railways sidings, locomotives, rolling stocks, tramways and railways used by 

concerns, excluding railway concerns [NESD]  15 Years 

X.  Ropeway structures [NESD] 15 Years 

XI.  Office equipment [NESD] 5 Years 

XII.  Computers and data processing units [NESD] 

(i)  Servers and networks 6 Years 

(ii)  End user devices, such as, desktops, laptops, etc.  3 Years 

XIII.  Laboratory equipment [NESD] 

(i)  General laboratory equipment 10 Years 

(ii)  Laboratory equipments used in educational institutions  5 Years 

XIV.  Electrical Installations and Equipment [NESD] 10 years 

XV.  Hydraulic works, pipelines and sluices [NESD]  15 Years 

Notes - 

1.  "Factory buildings" does not include offices, godowns, staff quarters.  

2. Where, during any financial year, any addition has been made to any asset, or 

where any asset has been sold, discarded, demolished or destroyed, the depreciation on 

such assets shall be calculated on a pro rata basis from the date of such addition or, as 

the case may be, up to the date on which such asset has been sold, discarded, 

demolished or destroyed. 

3.  The following information shall also be disclosed in the accounts, namely:— 
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(i)  depreciation methods used; and 

(ii) the useful lives of the assets for computing depreciation, if they are different 

from the life specified in the Schedule. 

4.(a)  Useful life specified in Part C of the Schedule is for whole of the asset and where 

cost of a part of the asset is significant to total cost of the asset and useful life of 

that part is different from the useful life of the remaining asset, useful life of that 

significant part shall be determined separately  

(b)  The requirement under sub-paragraph (a) shall be voluntary in respect of the 

financial year commencing on or after the 1st April, 2014 and mandatory for 

financial statements in respect of financial years commencing on or after the 1st 

April, 2015. 

5. Omitted 

6.  The useful lives of assets working on shift basis have been specified in the Schedule 

based on their single shift working. Except for assets in respect of which no extra shift 

depreciation is permitted (indicated by NESD in Part C above), if an asset is used for any 

time during the year for double shift, the depreciation will increase by 50% for that period 

and in case of the triple shift the depreciation shall be calculated on the basis of 100% for 

that period. 

7.  From the date this Schedule comes into effect, the carrying amount of the asset as 

on that date— 

(a) shall be depreciated over the remaining useful life of the asset as per this 

Schedule; 

(b) after retaining the residual value, may be recognized in the opening balance 

of retained earnings where the remaining useful life of an asset is nil.  

8.  ‘‘Continuous process plant’’ means a plant which is required and designed to 
operate for twenty-four hours a day. 

Guidance Note on the Schedule III to the Companies Act, 

2013 

1. Introduction  

1.1 Schedule III to the Companies Act, 2013 (‘the Act’) provides the manner in which 
every company registered under the Act shall prepare its Balance Sheet, Statement of 

Profit and Loss and notes thereto. In the light of various economic and regulatory reforms 

that have taken place for companies over the last several years, there was a need for 

enhancing the disclosure requirements under the Old Schedule VI to the Act and 

harmonizing and synchronizing them with the notified Accounting Standards as 

applicable (‘AS’/‘Accounting Standard(s)’). Accordingly, the Ministry of Corporate Affairs 

(MCA) had issued a revised form of Schedule VI on February 28, 2011 and this has formed 
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the basis for the Schedule III of Companies Act, 2013.  As per the Act and rules / 

notifications thereunder, the Schedule applies to all companies for the Financial 

Statements to be prepared for the financial year commencing on or after April 1, 2014. 

1.2 The requirements of the Schedule III however, do not apply to companies as 

referred to in the proviso to Section 129(1) of the Act, i.e., any insurance or banking 

company, or any company engaged in the generation or supply of electricity or to any 

other class of company for which a form of Balance Sheet and Statement of Profit and 

Loss has been specified in or under any other Act governing such class of company.  

1.3  It may be clarified that for companies engaged in the generation and supply of 

electricity, however, neither the Electricity Act, 2003, nor the rules framed thereunder, 

prescribe any specific format for presentation of Financial Statements by an electricity 

company.  Section 1 (4) of the Companies Act states that the Companies Act will apply to 

electricity companies, to the extent it is not inconsistent with the provisions of the Electricity 

Act.  Keeping this in view, Schedule III may be followed by such companies till the time any 

other format is prescribed by the relevant statute. 

2. Objective and Scope 

2.1. The objective of this Guidance Note is to provide guidance in the preparation and 

presentation of Financial Statements of companies in accordance with various aspects of 

the Schedule III. However, it does not provide guidance on disclosure requirements under 

Accounting Standards, other pronouncements of the Institute of Chartered Accountants 

of India (ICAI), other statutes, etc. 

2.2. In preparing this Guidance Note, reference has been made to the Accounting 

standards notified under Section 133 of the Companies Act,  2013 read together with 

Paragraph 7 of the Companies (Accounts) Rules, 2014 and various other pronouncements 

of the ICAI. The primary focus of the Guidance Note has been to lay down broad 

guidelines to deal with practical issues that may arise in the implementation of the 

Schedule III. 

2.3. As per the clarification issued by ICAI regarding the authority attached to the 

Documents Issued by ICAI, “‘Guidance Notes’ are primarily designed to provide guidance to 
members on matters which may arise in the course of their professional work and on which 

they may desire assistance in resolving issues which may pose difficulty. Guidance Notes 

are recommendatory in nature. A member should ordinarily follow recommendations in a 

guidance note relating to an auditing matter except where he is satisfied that in the 

circumstances of the case, it may not be necessary to do so. Similarly, while discharging his 

attest function, a member should examine whether the recommendations in a guidance 

note relating to an accounting matter have been followed or not. If the same have not been 

followed, the member should consider whether keeping in view the circumstances of the 

case, a disclosure in his report is necessary.” 
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3. Applicability 

3.1. As per the Government Notification no. S.O. 902 (E) dated 26 th March, 2015, the 

Schedule III is applicable for the Balance Sheet and Statement of Profit and Loss to be 

prepared for the financial year commencing on or after April 1, 2014.  

3.2. Early adoption of the Schedule III is not permitted since Schedule VI is a statutory 

format. 

3.3. The Schedule III requires that except in the case of the first Financial Statements 

laid before the company after incorporation, the corresponding amounts for the 

immediately preceding period are to be disclosed in the Financial Statements including 

the Notes to Accounts. Accordingly, corresponding information will have to be presented 

starting from the first year of application of the Schedule III. Thus for the Financial 

Statements prepared for the year 2014-15(1stApril 2014to 31st March 2015), 

corresponding amounts need to be given for the financial year 2013-14. 

3.4. ICAI had earlier issued the Statement on the Amendments to Schedule VI to the 

Companies Act, 1956 in March 1976 (as amended). Wherever guidance provided in this 

publication is different from the guidance in the aforesaid Statement, this Guidance Note 

will prevail.  

3.5. Applicability of the Schedule III format to interim Financial Statements prepared by 

companies in the first year of application of the Schedule: 

Relevant paragraphs of AS-25 Interim Financial Reporting are quoted below: 

“10.  If an enterprise prepares and presents a complete set of Financial Statements in its 

interim financial report, the form and content of those statements should conform to the 

requirements as applicable to annual complete set of Financial Statements.  

11. If an enterprise prepares and presents a set of condensed Financial Statements in its 

interim financial report, those condensed statements should include, at a minimum, each of 

the headings and sub-headings that were included in its most recent annual Financial 

Statements and the selected explanatory notes as required by this Statement. Additional 

line items or notes should be included if their omission would make the condensed interim 

Financial Statements misleading.” 

3.6. Accordingly, if a company is presenting condensed interim Financial Statements, its 

format should also going forward conform to that used in the company’s most recent 
annual Financial Statements, i.e., the Schedule III of Companies Act, 2013. 

3.7. The format of Balance Sheet currently prescribed under Clause 41 to the Listing 

Agreement is also based the format of Balance Sheet in the Schedule III.  

3.8. The formats of the Balance Sheet and Statement of Profit and Loss prescribed under 

the SEBI (Issue of Capital & Disclosure Requirements) Regulations 2009 (‘ICDR 
Regulations’) is inconsistent with the format of the Balance Sheet/ Statement of Profit and 
Loss in the Schedule III. However, the formats of Balance Sheet and Statement of Profit 

and Loss under ICDR Regulations are “illustrative formats”. Accordingly, to make the data 
comparable and meaningful for users, companies should use the Schedule III format to 
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present the restated financial information for inclusion in the offer document. 

Consequently, among other things, this will involve classification of assets and liabilities 

into current and non-current for earlier years presented as well. 

Attention is also invited to the General Circular no 62/2011 dated 5thSeptember 2011 

issued by the Ministry of Company Affairs which clarifies that ‘the presentation of 
Financial Statements for the limited purpose of IPO/FPO during the financial year 2011 -12 

may be made in the format of the pre-Revised Schedule VI under the Companies Act, 

1956. However, for period beyond 31stMarch 2012, they would prepare only in the new 

format as prescribed by the Schedule VI of the Companies Act, 1956’. In the absence of 
similar clarification with regard to use of Revised Schedule VI vis-à-vis, for the periods 

after 31st March 2012, the Schedule III format will have to be adhered to, which is anyway, 

similar to the Revised Schedule VI format under Companies Act 1956 for standalone 

financials except for an additional disclosure requirement with respect to Corporate Social 

Responsibility Expenditure. 

4. Summary of Schedule III 

4.1. Main principles 

4.1.1. The Schedule III requires that if compliance with the requirements of the Act and/ 

or the notified Accounting Standards requires a change in the treatment or disclosure in 

the Financial Statements as compared to that provided in the Schedule III, the 

requirements of the Act and/ or the notified Accounting Standards will prevail over the 

Schedule.  

4.1.2. The Schedule III clarifies that the requirements mentioned therein for disclosure on 

the face of the Financial Statements or in the notes are minimum requirements. Line 

items, sub-line items and sub-totals can be presented as an addition or substitution on 

the face of the Financial Statements when such presentation is relevant for understanding 

of the company’s financial position and/or performance.  
4.1.3. The terms used in the Schedule III will carry the meaning as defined by the 

applicable Accounting Standards. For example, the terms such as ‘associate’, ‘rela ted 

parties’, etc. will have the same meaning as defined in Accounting Standards notified 
under Companies (Accounting Standards) Rules, 2006. 

4.1.4. In preparing the Financial Statements including the Notes to Accounts, a balance 

will have to be maintained between providing excessive detail that may not assist users of 

Financial Statements and not providing important information as a result of too much 

aggregation. 

4.1.5. All items of assets and liabilities are to be bifurcated between current and non-

current portions and presented separately on the face of the Balance Sheet. Such 

classification was not required by the Old Schedule VI, but was introduced in the Revised 

Schedule VI itself. 

4.1.6. There is an explicit requirement to use the same unit of measurement uniformly 

throughout the Financial Statements and notes thereon. Moreover, rounding off 
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requirements (where opted for) have been changed to eliminate the option of presenting 

figures in terms of hundreds and thousands if turnover exceeds 100 crores.  

4.2. Major changes related to the Balance sheet (brought in by Revised Schedule VI 

onwards) 

4.2.1. The Schedule III (and earlier, the Revised Schedule VI) prescribes only the vertical 

format for presentation of Financial Statements. Thus, a company will now not have an 

option to use horizontal format for the presentation of Financial Statements as prescribed 

in Old Schedule VI. 

4.2.2. Current and non-current classification has been introduced for presentation of 

assets and liabilities in the Balance Sheet. The application of this classification w ill require 

assets and liabilities to be segregated into their current and non-current portions. For 

instance, current maturities of a long-term borrowing will have to be classified under the 

head “Other current liabilities.” 

4.2.3. Number of shares held by each shareholder holding more than 5 percent shares in 

the company now needs to be disclosed. In the absence of any specific indication of the 

date of holding, such information should be based on shares held as on the Balance 

Sheet date.  

4.2.4. Details pertaining to aggregate number and class of shares allotted for 

consideration other than cash, bonus shares and shares bought back will need to be 

disclosed only for a period of five years immediately preceding the Balance Sheet date 

including the current year. 

4.2.5. Any debit balance in the Statement of Profit and Loss will be disclosed under the 

head “Reserves and surplus.” Earlier, any debit balance in Statement of Profit and Loss 
carried forward after deduction from uncommitted reserves was required to be shown as 

the last item on the Assets side of the Balance Sheet. 

4.2.6. Specific disclosures are prescribed for Share Application money. The application 

money not exceeding the capital offered for issuance and to the extent not refundable 

will be shown separately on the face of the Balance Sheet. The amount in excess of 

subscription or if the requirements of minimum subscription are not met will be shown 

under “Other current liabilities.”  
4.2.7. The term “sundry debtors” has been replaced with the term “trade receivables.” 
‘Trade receivables’ are defined as dues arising only from goods sold or services rendered 
in the normal course of business. Hence, amounts due on account of other contractual 

obligations can no longer be included in the trade receivables.  

4.2.8. The Old Schedule VI required separate presentation of debtors outstanding for a 

period exceeding six months based on date on which the bill/invoice was raised whereas, 

the Schedule III (and earlier, the Revised Schedule VI) requires separate disclosure of 

trade receivables outstanding for a period exceeding six months from the date the 

bill/invoice is due for payment. 
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4.2.9. “Capital advances” are specifically required to be presented separately under the 
head “Loans & advances” rather than including elsewhere.  
4.2.10. Tangible assets under lease are required to be separately specified under each 

class of asset. In the absence of any further clarification, the term “under lease” should be 
taken to mean assets given on operating lease in the case of lessor and assets held under 

finance lease in the case of lessee.  

4.2.11. In the Old Schedule VI, details of only capital commitments were required to be 

disclosed. Under the Schedule III (and earlier, the Revised Schedule VI), other 

commitments also need to be disclosed. 

4.2.12. The Schedule III (and earlier, the Revised Schedule VI) requires disclosure of all 

defaults in repayment of loans and interest to be specified in each case. Earlier, no such 

disclosure was required in the Financial Statements. However, disclosures pertaining to 

defaults in repayment of dues to a financial institution, bank and debenture holders 

continue to be required in the report under Companies (Auditor’s Report) Order, 2015 
(CARO). 

4.2.13. The Schedule III (and earlier, the Revised Schedule VI) introduced a number of 

other additional disclosures. Some examples are: 

(a) Rights, preferences and restrictions attaching to each class of shares, including 

restrictions on the distribution of dividends and the repayment of capital;  

(b) Terms of repayment of long-term loans;  

(c) In each class of investment, details regarding names of the bodies corporate in 

whom investments have been made, indicating separately whether such bodies are 

(i) subsidiaries, (ii) associates, (iii) joint ventures, or (iv) controlled special purpose 

entities, and the nature and extent of the investment made in each such body 

corporate (showing separately partly-paid investments); 

(d) Aggregate provision for diminution in value of investments separately for current 

and long-term investments; 

(e) Stock-in-trade held for trading purposes, separately from other finished goods. 

4.3. Main changes related to Statement of Profit and Loss (brought in by Revised 

Schedule VI and added to by Schedule III) 

4.3.1. The name has been changed to “Statement of Profit and Loss” as against ‘Profit and 
Loss Account’ as contained in the Old Schedule VI. 

4.3.2. Unlike the Old Schedule VI, the Schedule III (and earlier Revised Schedule VI) lays 

down a format for the presentation of Statement of Profit and Loss. This format of 

Statement of Profit and Loss does not mention any appropriation item on its face. 

Further, the Schedule III (and earlier Revised Schedule VI) format prescribes such ‘below 
the line’ adjustments to be presented under “Reserves and Surplus” in the Balance Sheet.  
4.3.3. In addition to specific disclosures prescribed in the Statement of Profit and Loss, 

any item of income or expense which exceeds one percent of the revenue from 
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operations or ` 100,000 (earlier 1 % of total revenue or ` 5,000), whichever is higher, 

needs to be disclosed separately. 

4.3.4. The Old Schedule VI required the parent company to recognize dividends declared 

by subsidiary companies even after the date of the Balance Sheet if they were pertaining 

to the period ending on or before the Balance Sheet date. Such requirement no longer 

exists in the Schedule III(and earlier Revised Schedule VI). Accordingly, as per AS-9 

Revenue Recognition, dividends should be recognized as income only when the right to 

receive dividends is established as on the Balance Sheet date.  

4.3.5. In respect of companies other than finance companies, revenue from operations 

need to be disclosed separately as revenue from (a) sale of products, (b) sale of services 

and (c) other operating revenues. 

4.3.6. Net exchange gain/loss on foreign currency borrowings to the extent considered as 

an adjustment to interest cost needs to be disclosed separately as finance cost. 

4.3.7. Break-up in terms of quantitative disclosures for significant items of Statement of 

Profit and Loss, such as raw material consumption, stocks, purchases and sales have been 

simplified and replaced with the disclosure of “broad heads” only. The broad heads need 
to be decided based on considerations of materiality and presentation of true and fair 

view of the Financial Statements. 

4.3.8. Schedule III has brought in an additional requirement under additional information 

to be provided requiring companies to disclose amount of expenditure incurred on 

corporate social responsibility activities. 

4.4. Disclosures no longer required (brought in by Revised Schedule VI) 

The Schedule III (and earlier Revised Schedule VI) has removed a number of disclosure 

requirements that were not considered relevant in the present day context. Examples 

include: 

(a) Disclosures relating to managerial remuneration and computation of net profits for 

calculation of commission; 

(b) Information relating to licensed capacity, installed capacity and actual production; 

(c) Information on investments purchased and sold during the year;  

(d) Investments, sundry debtors and loans & advances pertaining to companies under 

the same management; 

(e) Maximum amounts due on account of loans and advances from directors or officers 

of the company; 

(f) Commission, brokerage and non-trade discounts 

However, there are certain disclosures such as value of imports calculated on CIF basis, 

earnings/expenditure in foreign currency, etc. that still continue in the Schedule III (and 

earlier Revised Schedule VI).  
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5. Structure of the Schedule III 

The Structure of Schedule III is as under: 

I. General Instructions 

II. Part I – Form of Balance Sheet 

III. General Instructions for Preparation of Balance Sheet 

IV. Part II – Form of Statement of Profit and Loss 

V. General Instructions for Preparation of Statement of Profit and Loss 

VI. General Instructions for the Preparation of Consolidated Financial Statements  

6. General Instructions to The Schedule III 

6.1. The General Instructions lay down the broad principles and guidelines for 

preparation and presentation of Financial Statements.  

6.2. As laid down in the Preface to the Statements of Accounting Standards issued by 

ICAI, if a particular Accounting Standard is found to be not in conformity with law, the 

provisions of the said law will prevail and the Financial Statements should be prepared in 

conformity with such law. Accordingly, by virtue of this principle, disclosure requirements 

of the Old Schedule VI were considered to prevail over Accounting Standards. However, 

since the Schedule III(and earlier, the Revised Schedule VI) gives overriding status to the 

requirements of the Accounting Standards and other requirements of the Act, such 

principle of law overriding the Accounting Standards is inapplicable in  the context of the 

Schedule III (and earlier, the Revised Schedule VI).  

6.3. The Schedule III requires that if compliance with the requirements of the Act 

including applicable Accounting Standards require any change in the treatment or 

disclosure including addition, amendment, substitution or deletion in the head/sub-head 

or any changes interse, in the Financial Statements or statements forming part thereof, 

the same shall be made and the requirements of Schedule III shall stand modified 

accordingly.  

6.4. Implications of all instructions mentioned above can be illustrated by means of the 

following example. One of the line items to be presented on the face of the Balance Sheet 

under Current assets is “Cash and cash equivalents”. The break-up of these items required 

to be presented by the Schedule III comprises of items such as Balances with banks held 

as margin money or security against borrowings, guarantees, etc. and bank deposits with 

more than 12 months maturity. According to AS-3 Cash Flow Statements, Cash is defined 

to include cash on hand and demand deposits with banks. Cash Equivalents are defined 

as short term, highly liquid investments that are readily convertible into known amounts 

of cash and which are subject to an insignificant risk of changes in value. The Standard 

further explains that an investment normally qualifies as a cash equivalent only when it 

has a short maturity of three months or less from the date of acquisition. Hence, 

normally, deposits with original maturity of three months or less only should be classified 

as cash equivalents. Further, bank balances held as margin money or security against 
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borrowings are neither in the nature of demand deposits, nor readily available for use by 

the company, and accordingly, do not meet the aforesaid definition of cash equivalents. 

Thus, this is an apparent conflict between the requirements of the Schedule III and the 

Accounting Standards with respect to which items should form part of Cash and cash 

equivalents. As laid down in the General Instructions, Para 1 of Schedule III, requirements 

of the Accounting Standards would prevail over the Schedule III and the company should 

make necessary modifications in the Financial Statements, which may include addition, 

amendment, substitution or deletion in the head/sub-head or any other changes interse. 

Accordingly, the conflict should be resolved by changing the caption “Cash and cash 

equivalents” to “Cash and bank balances,” which may have two sub-headings, viz., “Cash 

and cash equivalents” and “Other bank balances.” The former should include only the 

items that constitute Cash and cash equivalents defined in accordance with AS 3 (and not 

the Schedule III), while the remaining line-items may be included under the latter 

heading. 

6.5. Para 2 of the General Instructions to the Schedule III states that the disclosure 

requirements of the Schedule are in addition to and not in substitution of the disclosure 

requirements specified in the notified Accounting Standards. They further clarify that the 

additional disclosures specified in the Accounting Standards shall be made in the Notes 

to Accounts or by way of an additional statement unless required to be disclosed on the 

face of the Financial Statements. All other disclosures required by the Act are also 

required to be made in the Notes to Accounts in addition to the requirements set out in 

the Schedule III. 

6.6. An example to illustrate the above point is the specific disclosure required by AS-24 

Discontinuing Operations on the face of the Statement of Profit and Loss which has not 

been incorporated in the Schedule III. The disclosure pertains to the amount of pre-tax 

gain or loss recognised on the disposal of assets or settlement of liabilities attributable to 

the discontinuing operation. Accordingly, such disclosures specifically requ ired by the 

Accounting Standard on the face of either the Statement of Profit and Loss or Balance 

Sheet will have to be so made even if not forming part of the formats prescribed under 

the Schedule III.  

6.7. All the other disclosures required by the Accounting Standards will continue to be 

made in the Financial Statements. Further, the disclosures required by the Act will 

continue to be made in the Notes to Accounts. An example of this is the separate 

disclosure required by Sub Section (3) of Section 182 of the Act for donations made to 

political parties. Such disclosures would be made in the Notes.  

6.8. Though not specifically required by the Schedule III, disclosures mandated by other 

Acts or legal requirements will have to be made in the Financial Statements. For  example, 

The Micro, Small and Medium Enterprises Development (MSMED) Act, 2006 requires 

specified disclosures to be made in the annual Financial Statements of the buyer 

wherever such Financial Statements are required to be audited under any law. 

Accordingly, such disclosures will have to be made in the buyer company’s annual 
Financial Statements.  
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6.9. The above principle would apply to disclosures required by other legal 

requirements as well such as, disclosures required under Clause 32 to the Listing 

Agreement, etc. A further extension of the above principle also means that specific 

disclosures required by various pronouncements of regulatory bodies such as the ICAI 

announcement for disclosures on derivatives and unhedged foreign currency exposures, 

and other disclosure requirements prescribed by various ICAI Guidance Notes, such as 

Guidance Note on Employee Share-based Payments, etc. should continue to be made in 

the Financial Statements in addition to the disclosures specified by the Schedule III.  

6.10. In the Old Schedule VI, break-up of amounts disclosed on the face of the Balance 

Sheet and Profit and Loss Account was required to be given in the Schedules. Additional 

information was required to be furnished in the Notes to Account. The Schedule III (and 

earlier, the Revised Schedule VI) requires all information relating to each item on the face 

of the Balance Sheet and Statement of Profit and Loss to be cross-referenced to the 

Notes to Accounts. The manner of such cross-referencing to various other informations 

contained in the Financial Statements has also been changed to “Note No.” as compared 
to “Schedule No.” in the Old Schedule VI. Hence, the same is suggestive of a change in 
the old format of presentation from Schedules and Notes to Accounts to the new format 

of only Notes to Accounts. The instructions state that the Notes to Accounts should 

provide where required, narrative descriptions or disaggregations of items recognized in 

those statements. Hence, presentation of all narrative descriptions and disaggregat ions 

should preferably be presented in the form of Notes to Accounts rather than in the form 

of Schedules. Such style of presentation is also in line with the manner of presentation of 

Financial Statements followed by companies internationally and would facilitate 

comparability of Financial Statements. 

6.11. Para 3 of the General Instructions of the Schedule III also states that the Notes to 

Accounts should also contain information about items that do not qualify for recognition 

in Financial Statements. These disclosures normally refer to items such as Contingent 

Liabilities and Commitments which do not get recognised in the Financial Statements. 

These have been dealt with later in this Guidance Note. Some of the other disclosures 

relating to items that are not recognized in the Financial Statements also emanate from 

the Accounting Standards, such as, disclosures required under AS9Revenue Recognitionon 

circumstances in which revenue recognition is to be postponed pending the resolution of 

significant uncertainties. Contingent Assets, however, are not to be disclosed in the 

Financial Statements as per AS29 Provisions, Contingent Liabilities and Contingent Assets. 

6.12. The General Instructions also lay down the principle that in preparing Financial 

Statements including Notes to Accounts, a balance shall be maintained between 

providing excessive detail that may not assist users of Financial Statements and not 

providing important information as a result of too much aggregation. Compliance with 

this requirement is a matter of professional judgement and may vary on a case to case 

basis based on facts and circumstances. However, it is necessary to strike a balance 

between overburdening Financial Statements with excessive detail that may not assist 

users of Financial Statements and obscuring important information as a result of too 
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much aggregation. For example, a company should not obscure important information by 

including it among a large amount of insignificant detail or in a way that it obscures 

important differences between individual transactions or associated risks. 

6.13. The Schedule III (and earlier, the Revised Schedule VI) has specifically introduced a 

new requirement of using the same unit of measurement uniformly across the Financial 

Statements. Such requirement should be taken to imply that all figures disclosed in the 

Financial Statements including Notes to Accounts should be of the same denomination.  

6.14. The Schedule III (and earlier, the Revised Schedule VI) has also introduced new 

rounding off requirements as compared to the Old Schedule VI. The new requirement 

does not prescribe the option to present figures in terms of hundreds and thousands if 

the turnover equals or exceeds `` 100 crores. Rather, they allow rounding off in crores, 

which was earlier permitted only when the turnover equaled or exceeded five hundred 

crores rupees. Similarly, where turnover is below `` 100 crore, the Schedule III (and 

earlier, the Revised Schedule VI) gives an option to present figures in lakhs and millions 

as well, which did not exist earlier. However, it is not compulsory to apply rounding off 

and a company can continue to disclose full figures. But, if the same is applied, the 

rounding off requirement should be complied with.  

Old Schedule VI Schedule III (and earlier, the Revised 

Schedule VI) 

 Turnover <` 100 Crores – Round off 

to the nearest hundreds, thousands or 

decimal thereof 

 Turnover ` 100 to ` 500 Crores- Round 

off to the nearest hundreds, thousands, 

lakhs or millions or decimal thereof 

 Turnover >` 500 Crores- Round off to 

the nearest hundreds, thousands, lakhs, 

millions or crores, or decimal thereof. 

 Turnover <` 100 Crores - Round off to 

the nearest hundreds, thousands, lakhs 

or millions or decimal thereof. 

 

 

 Turnover  >` 100 Crores - Round off to 

the nearest lakhs, millions or crores, or 

decimal thereof 

6.15. The instructions also clarify that the terms used in the Schedule III shall be as per 

the applicable Accounting Standards. For example, the term ‘related parties’ used at 
several places in the Schedule III should be interpreted based on the definition given in 

AS-18 Related Party Disclosures. 

6.16. The Notes to the General Instructions re-clarify that the Schedule III sets out the 

minimum requirements for disclosure in the Financial Statements including notes. It 

states that line items, sub-line items and sub-totals shall be presented as an addition or 

substitution on the face of the Balance Sheet and Statement of Profit and Loss when such 

presentation is relevant to an understanding of the company’s financial position or 

performance or to cater to industry/sector-specific disclosure requirements, apart from, 

when required for compliance with amendments to the Act or the Accounting Standards.  

The application of the above requirement is a matter of professional judgement. The 

following examples illustrate this requirement. Earnings before Interest, Tax, Depreciation 
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and Amortization is often an important measure of financial performance of the company 

relevant to the various users of Financial Statements and stakeholders of the company. 

Hence, a company may choose to present the same as an additional line item on the face 

of the Statement of Profit and Loss. The method of computation adopted by companies 

for presenting such measures should be followed consistently over the years. Further, 

companies should also disclose the policy followed in the measurement of such line 

items. 

6.17. Similarly, users and stakeholders often want to know the liquidity position of the 

company. To highlight the same, a company may choose to present additional sub-totals 

of Current assets and Current liabilities on the face of the Balance Sheet.  

6.18. One example of addition or substitution of line items, sub-line items and sub-totals 

to cater to industry-specific disclosure requirements can be noted from Non-Banking 

Financial (Non-Deposit Accepting or Holding) Companies Prudential Norms (Reserve 

Bank) Directions, 2007. The Directions prescribe that every non-banking finance company 

is required to separately disclose in its Balance Sheet the provisions made under the 

Directions without netting them from the income or against the value of assets. Though 

not specifically required by the Schedule, such addition or substitution of line items can 

be made in the notes forming part of the Financial Statements as well. 

7. General Instructions For Preparation of Balance Sheet : Notes 1 To 5 

7.1. Current/Non-current assets and liabilities: 

The Schedule III requires all items in the Balance Sheet to be classified as either Current 

or Non-current and be reflected as such. Notes 1 to 3 of the Schedule III define Current 

Asset, Operating Cycle and Current Liability as below: 

7.1.1. “An asset shall be classified as current when it satisfies any of the following criteria:  
(a) it is expected to be realized in, or is intended for sale or consumption in, the 

company’s normal operating cycle; 
(b) it is held primarily for the purpose of being traded; 

(c) it is expected to be realized within twelve months after the reporting date; or  

(d) it is Cash or cash equivalent unless it is restricted from being exchanged or used to 

settle a liability for at least twelve months after the reporting date.  

All other assets shall be classified as non-current.” 
7.1.2. “An operating cycle is the time between the acquisition of assets for processing and 
their realization in Cash or cash equivalents. Where the normal operating cycle cannot be 

identified, it is assumed to have a duration of twelve months.”  

7.1.3. “A liability shall be classified as current when it satisfies any of the following criteria:  
(a) it is expected to be settled in the company’s normal operating cycle; 
(b) it is held primarily for the purpose of being traded; 

(c) it is due to be settled within twelve months after the reporting date; or  
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(d) the company does not have an unconditional right to defer settlement of the 

liability for at least twelve months after the reporting date. Terms of a liability that 

could, at the option of the counterparty, result in its settlement by the issue of 

equity instruments do not affect its classification. 

All other liabilities shall be classified as non-current.” 
7.1.4. The Schedule III defines “current assets” and “current liabilities”, with the non -

current category being the residual. It is therefore necessary that the balance pertaining 

to each item of assets and liabilities contained in the Balance Sheet be split into its 

current and non-current portions and be classified accordingly as on the reporting date. 

7.1.5. Based on the definition, current assets include assets such as raw material and 

stores which are intended for consumption or sale in the course of the company’s normal 
operating cycle. Items of inventory which may be consumed or realized within the 

company’s normal operating cycle should be classified as current even if the same are not 
expected to be so consumed or realized within twelve months after the reporting date. 

Current assets would also include assets held primarily for the purpose of being traded 

such as inventory of finished goods. They would also include trade receivables which are 

expected to be realized within twelve months from the reporting date and Cash and cash 

equivalents which are not under any restriction of use.  

7.1.6. Similarly, current liabilities would include items such as trade payables, employee 

salaries and other operating costs that are expected to be settled in the company’s 
normal operating cycle or due to be settled within twelve months from the reporting 

date. It is pertinent to note that such operating liabilities are normally part of the working 

capital of the company used in the company’s normal operating cycle and hence, should 

be classified as current even if they are due to be settled more than twelve months after 

the end of the reporting date.  

7.1.7. Further, any liability, pertaining to which the company does not have an 

unconditional right to defer its settlement for at least twelve months after the Balance 

Sheet/reporting date, will have to be classified as current. 

7.1.8. The application of this criterion could be critical to the Financial Statements of a 

company and requires careful evaluation of the various terms and conditions of a loan 

liability. To illustrate, let us understand how this requirement will apply to the following 

example: 

Company X has taken a five year loan. The loan contains certain debt covenants, e.g., 

filing of quarterly information, failing which the bank can recall the loan and demand 

repayment thereof. The company has not filed such information in the last quarter; as a 

result of which the bank has the right to recall the loan. However, based on the past 

experience and/or based on the discussions with the bank the management believes that 

default is minor and the bank will not demand the repayment of loan. According to the 

definition of Current Liability, what is important is, whether a borrower has an 

unconditional right at the Balance Sheet date to defer the settlement irrespective of the 

nature of default and whether or not a bank can exercise its right to recall the loan. If the 
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borrower does not have such right, the classification would be “current.”   It is pertinent to 

note that as per the terms and conditions of the aforesaid loan, the loan was not 

repayable on demand from day one. The loan became repayable on demand only on 

default in the debt covenant and bank has not demanded the repayment of loan upto the 

date of approval of the accounts. In the Indian context, the criteria of a loan becoming 

repayable on demand on breach of a covenant, is generally added in the terms and 

conditions as a matter of abundant caution. Also, banks generally do not demand 

repayment of loans on such minor defaults of debt covenants. Therefore, in such 

situations, the companies generally continue to repay the loan as per its original terms 

and conditions. Hence, considering that the practical implications of such minor breach 

are negligible in the Indian scenario, an entity could continue to classify the loan as “non-

current” as on the Balance Sheet date since the loan is not actually demanded by the 
bank at any time prior to the date on which the Financial Statements are approved. 

However, in case a bank has recalled the loan before the date of approval of the accounts 

on breach of a loan covenant that occurred before the year-end, the loan will have to be 

classified as current. Further, the above situation should not be confused with a loan 

which is repayable on demand from day one. For such loans, even if the lender does not 

demand repayment of the loan at any time, the same would have to be continued to be 

classified as ”current”. 
7.2. The term “Operating Cycle” is defined as the time between the acquisition of assets 
for processing and their realization in Cash or cash equivalents. A company’s normal 
operating cycle may be longer than twelve months e.g. companies manufacturing wines, 

etc. However, where the normal operating cycle cannot be identified, it is assumed to 

have a duration of twelve months. 

7.2.1. Where a company is engaged in running multiple businesses, the operating cycle 

could be different for each line of business. Such a company will have to classify all the 

assets and liabilities of the respective businesses into current and non-current, depending 

upon the operating cycles for the respective businesses.  

Let us consider the following other examples: 

1. A company has excess finished goods inventory that it does not expect to realize 

within the company’s operating cycle of fifteen months. Since such finished goods 

inventory is held primarily for the purpose of being traded, the same should be 

classified as “current”. 
2. A company has sold 10,000 tonnes of steel to its customer. The sale contract 

provides for a normal credit period of three months. The company’s operating cycle 
is six months. However, the company does not expect to receive the payment within 

twelve months from the reporting date. Therefore, the same should be classified as 

“Non-Current” in the Balance Sheet. In case, the company expects to realize the 

amount upto 12 months from the Balance Sheet date (though beyond operating 

cycle), the same should be classified as “current”. 
7.3. For the purpose of Schedule III, a company also needs to classify its employee 

benefit obligations as current and non-current categories. While AS-15 Employee Benefits 
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governs the measurement of various employee benefit obligations, their classification as 

current and non-current liabilities will be governed by the criteria laid down in the 

Schedule III. In accordance with these criteria, a liability is classified as “current” if a 
company does not have an unconditional right as on the Balance Sheet date to defer its 

settlement for twelve months after the reporting date. Each company will need to app ly 

these criteria to its specific facts and circumstances and decide an appropriate 

classification of its employee benefit obligations. Given below is an illustrative example 

on application of these criteria in a simple situation: 

(a) Liability toward bonus, etc., payable within one year from the Balance Sheet date is 

classified as “current”. 
(b) In case of accumulated leave outstanding as on the reporting date, the employees 

have already earned the right to avail the leave and they are normally entitled to 

avail the leave at any time during the year. To the extent, the employee has 

unconditional right to avail the leave, the same needs to be classified as “current” 
even though the same is measured as ‘other long-term employee benefit’ as per 
AS-15.However, whether the right to defer the employee’s leave is available 
unconditionally with the company needs to be evaluated on a case to case basis – 

based on the terms of Employee Contract and Leave Policy, Employer’s right to 
postpone/deny the leave, restriction to avail leave in the next year for a maximum 

number of days, etc. In case of such complexities the amount of Non-current and 

Current portions of leave obligation should normally be determined by a qualified 

Actuary. 

(c) Regarding funded post-employment benefit obligations, amount due for payment 

to the fund created for this purpose within twelve months is treated as “current” 
liability. Regarding the unfunded post-employment benefit obligations, a company 

will have settlement obligation at the Balance Sheet date or within twelve months 

for employees such as those who have already resigned or are expected to resign 

(which is factored for actuarial valuation) or are due for retirement within the next 

twelve months from the Balance Sheet date. Thus, the amount of obligat ion 

attributable to these employees is a “current” liability. The remaining amount 
attributable to other employees, who are likely to continue in the services for more 

than a year, is classified as “non-current” liability. Normally the actuary should 
determine the amount of current &non-current liability for unfunded post-

employment benefit obligation based on the definition of Current and Non-current 

assets and liabilities in the Schedule III. 

7.4. The Schedule III requires Investments to be classified as Current and Non-Current. 

However, AS13 ‘Accounting for Investments’ requires to classify Investments as Current 

and Long-Term. As per AS 13, current investment is an investment that is by its nature 

readily realisable and is intended to be held for not more than one year from the date on 

which such investment is made. A long-term investment is an investment other than a 

current investment.  

© The Institute of Chartered Accountants of India



    Part – II: Guidance Notes  II-143 

7.4.1. Accordingly, as per AS-13, the assessment of whether an Investment is “Long-term” 
has to be made with respect to the date of Investment whereas, as per the Schedule III, 

“Non-current” Investment has to be determined with respect to the Balance Sheet date.  
7.4.2. Though the Schedule III clarifies that the Accounting Standards would prevail over 

itself in case of any inconsistency between the two, it is pertinent to note that AS-13 does 

not lay down presentation norms, though it requires disclosures to be made for Current 

and Long-term Investments. Accordingly, presentation of all investments in the Balance 

Sheet should be made based on Current/Non-current classification as defined in the 

Schedule III. The portion of long-term investment as per AS13 which is expected to be 

realized within twelve months from the Balance Sheet date needs to be shown as Current 

investment under the Schedule III. 

7.5. Settlement of a liability by issuing of equity 

7.5.1. The Schedule III clarifies that, “the terms of a liability that could, at the option of the 
counterparty, result in its settlement by the issue of equity instruments do not affect its 

classification”. A consequence of this is that if the conversion option in convertible debt is 

exercisable by the holder at any time, the liability cannot be classified as “current” if the 
maturity for cash settlement is greater than one year. A question therefore arises as  to 

how does the aforesaid requirement affect the classification of items for say, a) 

convertible debt where the conversion option lies with the issuer, or b) mandatorily 

convertible debt instrument. 

7.5.2. Based on the specific exemption granted only to those cases where the conversion 

option is with the counterparty, the same should not be extended to other cases where 

such option lies with the issuer or is a mandatorily convertible instrument. For all such 

cases, conversion of a liability into equity should be considered as a means of settlement 

of the liability as defined in the Framework For the Preparation and Presentation of 

Financial Statements issued by ICAI. Accordingly, the timing of such settlement would 

also decide the classification of such liability in terms of Current or Non-current as 

defined in the Schedule III. 

7.6 As per the classification in the Schedule III and in line with the ICAI’s earlier 
announcement with regard to the presentation and classification of net Deferred Tax 

asset or liability, the same should always be classified as “non-current”. 
8. Part I: Form of Balance Sheet and Note 6 to General Instructions 

for Preparation of Balance Sheet 

As per the Framework for The Preparation and Presentation of Financial Statements, 

asset, liability and equity are defined as follows: 

An asset is a resource controlled by the enterprise as a result of past events from which 

future economic benefits are expected to flow to the enterprise.  

A liability is a present obligation of the enterprise arising from past events, the settlement 

of which is expected to result in an outflow from the enterprise of resources embodying 

economic benefits. 
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Equity is the residual interest in the assets of the enterprise after  deducting all its liabilities. 

I. Equity and Liabilities 

8.1. Shareholders’ Funds 

Under this head, following line items are to be disclosed:  

 Share Capital; 

 Reserves and Surplus; 

 Money received against share warrants. 

8.1.1. Share capital 

8.1.1.1. Notes to the General Instructions require a company to disclose in the Notes to 

Accounts line items/sub-line items referred to inNotes6A to 6Q. Clauses (a) to (l) of Note 

6 A deal with disclosures for Share Capital and such disclosures are required for each 

class of share capital (different classes of preference shares to be treated separately ). 

8.1.1.2. As per ICAI Guidance Note on Terms Used in Financial Statements, ‘Capital’ 
refers “to the amount invested in an enterprise by its owners e.g. paid-up share capital in a 

corporate enterprise. It is also used to refer to the interest of owners in the asse ts of an 

enterprise.”  
8.1.1.3. The said Guidance Note defines ‘Share Capital’ as the “aggregate amount of 
money paid or credited as paid on the shares and/or stocks of a corporate enterprise.”  

8.1.1.4. In respect of disclosure requirements for Share Capital, the Schedule I II states 

that “different classes of preference share capital to be treated separately”. A question 
arises whether the preference shares should be presented as share capital only or does it 

mean that a company compulsorily needs to decide whether preference shares are 

liability or equity based on its economic substance using AS31Financial Instruments: 

Presentation principles and present the same accordingly. The Schedule III deals only with 

presentation and disclosure requirements. Accounting for various items is governed by 

the applicable Accounting Standards. However, since Accounting Standards AS 30 

Financial Instruments: Recognition and Measurement, AS 31  and AS 32 Financial 

Instruments: Disclosures are yet to be notified and Section 85(1) of the Act refers to 

Preference Shares as a kind of share capital, Preference Shares will have to be classified as 

Share Capital. 

8.1.1.5. Presently, in the Indian context, generally, there are two kinds of share capital 

namely - Equity and Preference. Within Equity/Preference Share Capital, there could be 

different classes of shares, say, Equity Shares with or without voting rights, Compulsorily 

Convertible Preference Shares, Optionally Convertible Preference Shares, etc. If the 

preference shares are to be disclosed under the head ‘Share Capital’, until the same are 
actually redeemed, they should continue to be shown under the head ‘Share Capital’. 
Preference shares of which redemption is overdue should continue to be disclosed under 

the head ‘Share Capital’.  
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8.1.1.6. Clause (a) of Note 6A - the number and amount of shares authorized : 

As per the Guidance Note on Terms Used in Financial Statements ‘Authorised Share 

Capital’ means “the number and par value, of each class of shares that an enterprise may 
issue in accordance with its instrument of incorporation. This is sometimes referred to as 

nominal share capital.” 

8.1.1.7. Clause (b) of Note 6A - the number of shares issued, subscribed and fully 

paid, and subscribed but not fully paid : 

The disclosure is for shares: 

 Issued; 

 Subscribed and fully paid; 

 Subscribed but not fully paid. 

Though the disclosure is only for the number of shares, to make the disclosure relevant to 

understanding the company’s share capital, even the amount for each category should be 
disclosed. Issued shares are those which are offered for subscription within the authorised 

limit. It is possible that all shares offered are not subscribed to and to the extent of 

unsubscribed portion, there will be difference between shares issued and subscribed. As 

per the Guidance Note on Terms Used in Financial Statements, the expression ‘Subscribed 

Share Capital’ is “that portion of the issued share capital which has actually been 

subscribed and allotted. This includes any bonus shares issued to the shareholders.”  

Though there is no requirement to disclose the amount per share called, if shares are not 

fully called, it would be appropriate to state the amount per share called. As per the 

definition contained in the Guidance Note on Terms Used in Financial Statements, the 

expression ‘Paid-up Share Capital’ is “that part of the subscribed share capital for which 

consideration in cash or otherwise has been received. This includes bonus shares allotted by 

the corporate enterprise.” As per the Old Schedule VI, debit balance on the allotment or 

call account is presented in the Balance Sheet not as an asset but by way of deduction 

from Called-up Capital. However, as required by Clause (k) of Note 6A of the Schedule III, 

calls unpaid are to be disclosed separately as per the Schedule III.  

However, the unpaid amount towards shares subscribed by the subscribers of the 

Memorandum of Association should be considered as 'subscribed and paid-up capital' in 

the Balance Sheet and the debts due from the subscriber should be appropriately 

disclosed as an asset in the balance sheet. 

8.1.1.8. Clause (c) of Note 6A – par value per share : 

Par value per share is the face value of a share as indicated in the Capital Clause of the 

Memorandum of Association of a company. It is also referred to as ‘ face value’ per share. 

In the case of a company having share capital, (unless the company is an unlimited 

company), the Memorandum shall also state the amount of share capital with which the 

company is registered and their division thereof into shares of fixed amount as required 

under clause (a) to the sub-section (4) of section 13 of the Act. In the case of a company 

limited by guarantee, Memorandum shall state that each member undertakes to 
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contribute to the assets of the company in the event of winding-up while he is a member 

or within one year after he ceases to be a member, for payment of debts and liabilities of 

the company, as the case may be. There is no specific mention for the disclosure by 

companies limited by guarantee and having share capital, and companies limited by 

guarantee and not having share capital. Such companies need to consider the 

requirement so as to disclose the amount each member undertakes to contribute as per 

their Memorandum of Association. 

8.1.1.9. Clause (d) of Note 6A- a reconciliation of the number of shares outstanding 

at the beginning and at the end of the reporting period : 

As per the Schedule III, opening number of shares outstanding, shares issued, shares 

bought back, other movements, etc. during the year and closing number of outstanding 

shares should be shown. Though the requirement is only for a reconciliation of the 

number of shares, as given for the disclosure of issued, subscribed capital, etc. [Clause (b) 

of Note 6A] above, to make the disclosure relevant for understanding the company’s 
share capital, the reconciliation is to be given even for the amount of share capital. 

Reconciliation for the comparative previous period is also to be given. Further, the above 

reconciliation should be disclosed separately for both Equity and Preference Shares and 

for each class of share capital within Equity and Preference Shares. 

8.1.1.10. Clause (e) of Note 6A - the rights, preferences and restrictions attaching to 

each class of shares including restrictions on the distribution of dividends and the 

repayment of capital. 

As per the Guidance Note on Terms Used in Financial Statement, the expression 

‘Preference Share Capital’ means “that part of the share capital of a corporate enterprise 
which enjoys preferential rights in respect of payments of fixed dividend and repayment of 

capital. Preference shares may also have full or partial participating rights in surplus profits 

or surplus capital.”  The rights, preferences and restrictions attached to shares are based 

on the classes of shares, terms of issue, etc., whether equity or preference. In respect of 

Equity Share Capital, it may be with voting rights or with differential voting rights as to 

dividend, voting or otherwise in accordance with such rules and subject to such 

conditions as may be prescribed under Companies (Issue of Share Capital with Differential 

Voting Rights) Rules, 2001.In respect of Preference shares, the rights include (a) as 

respects dividend, a preferential right to be paid a fixed amount or at a fixed rate and, 

(b)as respects capital, a preferential right of repayment of amount of capital on winding 

up. Further, Preference shares can be cumulative, non-cumulative, redeemable, 

convertible, non-convertible etc. All such rights, preferences and restrictions attached to 

each class of preference shares, terms of redemption, etc. have to be disclosed separately. 

8.1.1.11. Clause (f) of Note 6A - shares in respect of each class in the company held 

by its holding company or its ultimate holding company including shares held by or 

by subsidiaries or associates of the holding company or the ultimate holding 

company in aggregate : 

The requirement is to disclose shares of the company held by - 
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 Its holding company; 

 Its ultimate holding company; 

 Subsidiaries of its holding company; 

 Subsidiaries of its ultimate holding company; 

 Associates of its holding company; and 

 Associates of its ultimate holding company. 

Aggregation should be done for each of the above categories.  

The terms ‘subsidiary’, ‘holding company’ and ‘associate’ should be understood as 
defined under AS-21, Consolidated Financial Statements and AS-18, Related Party 

Disclosures. Based on the aforesaid definitions, for the purposes of the above disclosures, 

shares held by the entire chain of subsidiaries and associates starting from the holding 

company and ending right upto the ultimate holding company would have to be 

disclosed. Further, all the above disclosures need to be made separately for each class of 

shares, both within Equity and Preference Shares. 

8.1.1.12. Clause (g) of Note 6A - shares in the company held by each shareholder 

holding more than 5 percent shares specifying the number of shares held : 

In the absence of any specific indication of the date of holding, the date for computing 

such percentage should be taken as the Balance Sheet date. For example, if during the 

year, any shareholder held more than 5% Equity shares but does not hold as much at the 

Balance Sheet date, disclosure is not required. Though it is not specified as to whether 

the disclosure is required for each class of shares or not, companies should disclose the 

shareholding for each class of shares, both within Equity and Preference Shares. 

Accordingly, such percentage should be computed separately for each class of shares 

outstanding within Equity and Preference Shares. This information should also be given 

for the comparative previous period. 

8.1.1.13. Clause (h) of Note 6A - shares reserved for issue under options and 

contracts/commitments for the sale of shares/disinvestment, including the terms 

and amounts : 

Shares under options generally arise under promoters or collaborat ion agreements, loan 

agreements or debenture deeds (including convertible debentures), agreement to convert 

preference shares into equity shares, ESOPs or contracts for supply of capital goods, etc. 

The disclosure would be required for the number of shares, amounts and other terms for 

shares so reserved. Such options are in respect of unissued portion of share capital.  

8.1.1.14. Clause (i) of Note 6A– For the period of five years immediately preceding the 

date as at which the Balance Sheet is prepared :(a) Aggregate number and class of 

shares allotted as fully paid up pursuant to contract(s) without payment being 

received in cash. (b) Aggregate number and class of shares allotted as fully paid up by 

way of bonus shares. (c) Aggregate number and class of shares bought back.  
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(a) Aggregate number and class of shares allotted as fully paid up pursuant to 

contract(s) without payment being received in cash. 

The following allotments are considered as shares allotted for payment being 

received in cash and not as without payment being received in cash and 

accordingly, the same are not to be disclosed under this Clause:  

(i)  If the subscription amount is adjusted against a bona fide debt payable in 

money at once by the company; 

(ii) Conversion of loan into shares in the event of default in repayment. 

(b) Aggregate number and class of shares allotted as fully paid up by way of bonus 

shares. 

 As per the Guidance Note on Terms Used in Financial Statements ‘Bonus shares’ are 
defined as shares allotted by capitalisation of the reserves or surplus of a corporate 

enterprise. The requirement of disclosing the source of bonus shares is omitted in 

the Schedule III. 

(c) Aggregate number and class of shares bought back. 

 The total number of shares bought back for each class of shares needs to be 

disclosed. 

All the above details pertaining to aggregate number and class of shares allotted for 

consideration other than cash, bonus shares and shares bought back need to be disclosed 

only if such event has occurred during a period of five years immediately preceding the 

Balance Sheet date. Since disclosure is for the aggregate number of shares, it is not 

necessary to give the year-wise break-up of the shares allotted or bought back, but the 

aggregate number for the last five financial years needs to be disclosed . 

8.1.1.15. Clause (j) of Note 6A- Terms of any securities convertible into 

equity/preference shares issued along with the earliest date of conversion in 

descending order starting from the farthest such date: 

This disclosure would cover securities, such as Convertible Preference Shares, Convertible 

Debentures/bonds, etc. – optionally or otherwise into equity. 

Under this Clause, disclosure is required for any security, when it is either convertible into 

equity or preference shares. In this case, terms of such securities and the earliest date of 

conversion are required to be disclosed. If there are more than one date of conversion, 

disclosure is to be made in the descending order of conversion. If the option can be 

exercised in different periods then earlier date in that period is to be considered. In case 

of compulsorily convertible securities, where conversion is done in fixed tranches, all the 

dates of conversion have to be considered. Terms of convertible securities are required to 

be disclosed under this Clause. However, in case of Convertible debentures/bonds, etc., 

for the purpose of simplification, reference may also be made to the terms disclosed 

under the note on Long-term borrowings where these are required to be classified in the 

Balance Sheet, rather than disclosing the same again under this clause. 
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8.1.1.16. Clause (k) of Note 6(A) - Calls unpaid (showing aggregate value of calls 

unpaid by directors and officers): 

A separate disclosure is required for the aggregate value of calls unpaid by directors and 

also officers of the company. The Old Schedule VI required disclosures of calls due by 

directors only. The total calls unpaid should be disclosed. The terms ‘director’ and ‘officer’ 
should be interpreted based on the definitions in the Act.  

Reserves and Surplus 

Note 6(B) of the General Instructions deals with the disclosures of “Reserves and Surplus” 
in the Notes to Accounts and the classification thereof under the various types of 

reserves.  

8.1.2.1. Reserve: 

The Guidance Note on Terms Used in Financial Statements defines the term ‘Reserve’ as 

“the portion of earnings, receipts or other surplus of an enterprise (whether capital or 
revenue) appropriated by the management for a general or a specific purpose other than a 

provision for depreciation or diminution in the value of assets or for a known 

liability.”‘Reserves’ should be distinguished from ‘provisions’. For this purpose, reference 
may be made to the definition of the expression `provision’ in AS-29 Provisions, 

Contingent Liabilities and Contingent Assets. 

As per AS-29, a `provision’ is “a liability which can be measured only by using a substantial 
degree of estimation”. A ‘liability’ is “a present obligation of the enterprise arising from past 
events, the settlement of which is expected to result in an outflow from the enterprise of 

resources embodying economic benefits.”  'Present obligation’ – “an obligation is a present 
obligation if, based on the evidence available, its existence at the Balance Sheet date is 

considered probable, i.e., more likely than not.” 

8.1.2.2. CapitalReserves : 

It is necessary to make a distinction between capital reserves and revenue reserves in the 

accounts. A revenue reserve is a reserve which is available for distribution. The term 

“Capital Reserve” has not been defined under the Schedule III.  However , as per the 

Guidance Note on Terms Used in Financial Statements, the expression ‘capital reserve’ is 
defined as “a reserve of a corporate enterprise which is not available for distribution as 
dividend”. Though the Schedule III does not have the requirement of “transferring capital 
profit on reissue of forfeited shares to capital reserve”, since profit on re -issue of forfeited 

shares is basically profit of a capital nature and, hence, it should be credited to capital 

reserve. 

8.1.2.3. Capital Redemption Reserve : 

Under the Act, Capital Redemption Reserve is required to be created in the following two 

situations: 

a) Under the provisions of Section 55 of the Act, where the redemption of preference 

shares is out of profits, an amount equal to nominal value of shares redeemed is to 

be transferred to a reserve called ‘capital redemption reserve’.  
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b) Under Section 69 of the Act, if the buy-back of shares is out of free reserves, the 

nominal value of the shares so purchased is required to be transferred to capital 

redemption reserve from distributable profit.  

8.1.2.4. Securities Premium Reserve : 

The Guidance Note of Terms Used in Financial Statements defines ‘Share Premium’ as “the 
excess of the issue price of shares over their face value.” Though the terminology used in 

the Schedule III is ‘Securities Premium Reserve” the nomenclature as per the Act is 
“Securities Premium Account”. Accordingly, the terminology of the Act should be used.  
8.1.2.5. Debenture Redemption Reserve : 

According to Section 71 of the Act where a company issues debentures, it  is required to 

create a debenture redemption reserve for the redemption of such debentures. The 

company is required to credit adequate amounts, from out of its profits every year to 

debenture redemption reserve, until such debentures are redeemed. 

On redemption of the debentures for which the reserve is created, the amounts no longer 

necessary to be retained in this account need to be transferred to the General Reserve.  

8.1.2.6. Revaluation Reserve : 

As per the Guidance Note of Terms Used in Financial Statements, ‘Revaluation reserve’ is 
‘a reserve created on the revaluation of assets or net assets of an enterprise represented by 

the surplus of the estimated replacement cost or estimated market values over the book 

values thereof.’ Accordingly, if a company has carried out revaluation of its assets, the 

corresponding amount would be disclosed as “Revaluation Reserve”  

8.1.2.7. Share Options Outstanding Account : 

Presently, as per the Guidance Note on Accounting for Employee Share-based Payments, 

Stock Options Outstanding Account is shown as a separate line-item. The Schedule III 

requires this item to be shown as a part of ‘Reserve and Surplus’.  
8.1.2.8. Other Reserves (specify the nature and purpose of reserve and the amount 

in respect thereof) : 

Every other reserve which is not covered in the paragraphs 8.1.2.2 to 8.1.2.7 is to be 

reflected as `Other Reserves’. However, since the nature, purpose and the amount are to 
be shown, each reserve is to be shown separately. This would include reserves to be 

created under other statutes like Tonnage Tax Reserve to be created under the Income 

Tax Act, 1961. 

8.1.2.9. Surplus i.e. balance in Statement of Profit and Loss disclosing allocations 

and appropriations such as dividend, bonus shares and transfer to/from reserves, 

etc. 

Appropriations to the profit for the year (including carried forward balance) is to be 

presented under the main head ’Reserves and Surplus’. Under the Schedule III, the 
Statement of Profit and Loss will no longer reflect any appropriations, like dividends 

transferred to Reserves, bonus shares, etc. 
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Please also refer to the discussion in Para 10.9 below. 

8.1.2.10. Additions and deductions since the last Balance Sheet to be shown under 

each of the specified heads: 

This requires the company to disclose the movement in each of the reserves and surp lus 

since the last Balance Sheet.   

Please refer to Para 10.9 of this Guidance note.  

8.1.2.11As per Schedule III, a reserve specifically represented by earmarked investments 

shall be termed as a ‘fund’ 
8.1.2.12 Debit balance in the Statement of Profit and Loss and in Reserves and 

Surplus: 

Debit balance in the Statement of Profit and Loss which would arise in case of 

accumulated losses, is to be shown as a negative figure under the head ‘Surplus’. The 
aggregate amount of the balance of ‘Reserves and Surplus’, is to be shown after adjusting 
negative balance of surplus, if any. If the net result is negative, the negative figure is to be 

shown under the head ‘Reserves and Surplus’. 
8.1.3. Money received against Share Warrants 

Generally, in case of listed companies, share warrants are issued to promoters and others 

in terms of the Guidelines for preferential issues viz., SEBI (Issue of Capital and Disclosure 

Requirements), Guidelines, 2009. AS 20Earning Per Share notified under the Companies 

(Accounting Standards) Rules, 2006 defines‘ share warrants’ as “financial instruments 
which give the holder the right to acquire equity shares”. Thus, effectively, share warrants 
are nothing but the amount which would ultimately form part of the Shareholders’ funds. 
Since shares are yet to be allotted against the same, these are not reflected as part of 

Share Capital but as a separate line-item – ‘Money received against share warrants.’ 
8.2. Share Application Money pending allotment 

8.2.1. Share Application money pending allotment is to be disclosed as a separate line 

item on the face of Balance Sheet between “Shareholders’ Funds” and “Non-current 

Liabilities”. Share application money not exceeding the issued capital and to the extent 
not refundable is to be disclosed under this line item. If the company’s issued capital is 
more than the authorized capital and approval of increase in authorized capital is pending, 

the amount of share application money received over and above the authorized capital 

should be shown under the head “Other Current Liabilities”.  
8.2.2. Clause (g) of Note6Gof General Instructions for preparation of Balance sheet lists 

various circumstances and specifies the information to be disclosed in respect of share 

application money. However, amount shown as ‘share application money pending 

allotment’ will not include share application money to the extent refundable. For example, 
the amount in excess of issued capital, or where minimum subscription requirement is not 

met. Such amount will have to be shown separately under ‘Other Current Liabilities’. 
8.2.3. Various disclosure requirements pertaining to Share Application Money are as 

follows: 
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 terms and conditions; 

 number of shares proposed to be issued; 

 the amount of premium, if any; 

 the period before which shares are to be allotted; 

 whether the company has sufficient authorized share capital to cover the share 

capital amount on allotment of shares out of share application money;  

 Interest accrued on amount due for refund; 

 The period for which the share application money has been pending beyond the 

period for allotment as mentioned in the share application form along with the 

reasons for such share application money being pending. 

The above disclosures should be made in respect of amounts classified under both Equity 

as well as Current Liabilities, wherever applicable. 

8.2.4. As per power given under section 50 of the Act, a company, if so authorized by its 

Articles, may accept from any member the whole or a part of the amount remaining 

unpaid on any shares held by him, although no part of that amount has been called up. 

The shareholder who has paid the money in advance is not a creditor for the amount so 

paid as advance, as the same cannot be demanded for repayment and the company 

cannot pay him back unless Articles so provide. The amount of calls paid in advance does 

not form part of the paid-up capital. The Department of Company Affairs has clarified 

that it is better to show “Calls in Advance” under the head “Current Liabilities and 
Provisions” (Letter No. 8/16(1)/61-PR, dated 9.5.1961). Thus, under the Schedule III, calls 

paid in advance are to be reflected under “Other Current Liabilities”. The amount of 
interest which may accrue on such advance should also is to be reflected as a liability.  

8.2.5. “Share application money pending allotment” is required to be shown as a separate 

line item on the face of the Balance Sheet after Shareholders’ Funds. However, under 
“Other current liabilities” there is a statement that Share application money not exceeding 
the issued capital and to the extent not refundable shall be shown under the head Equity. 

The two requirements appear to be conflicting. However, from the format as set out in 

the Schedule, it appears that the Regulator’s intention is to specifically highlight the 
amount of Share application money pending allotment, though they may be, in 

substance, in nature of Equity. Accordingly, the equity element should continue to be 

disclosed on the face of the Balance Sheet as a separate line item, rather than as a 

component of Shareholders’ Funds. 
8.3. Non-current liabilities 

A liability shall be classified as current when it satisfies any of the following criteria: 

(a) it is expected to be settled in the company’s normal operating cycle;  
(b) it is held primarily for the purpose of being traded;  

(c) it is due to be settled within twelve months after the reporting date; or  
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(d) the company does not have an unconditional right to defer settlement of the liability for 

at least twelve months after the reporting date. Terms of a liability that could, at the 

option of the counterparty, result in its settlement by the issue of equity instruments do 

not affect its classification.  

All other liabilities shall be classified as non-current. 

Based on the above definitions, on the face of the Balance Sheet, the following items shall 

be disclosed under non-current liabilities.  

 Long-term borrowings; 

 Deferred tax liabilities (Net); 

 Other Long-term liabilities; 

 Long-term provisions. 

8.3.1. Long-term borrowings: 

8.3.1.1. Long-term borrowings shall be classified as: 

(a) Bonds/debentures; 

(b) Term loans; 

 from banks; 

 from other parties; 

(c) Deferred payment liabilities; 

(d) Deposits; 

(e) Loans and advances from related parties; 

(f) Long term maturities of finance lease obligations; 

(g) Other loans and advances (specify nature).  

8.3.1.2. Borrowings shall further be sub-classified as secured and unsecured. Nature of 

security shall be specified separately in each case.  

8.3.1.3. Where loans have been guaranteed by directors or others, the aggregate 

amount of such loans under each head shall be disclosed. The word “others” used in the 
phrase “directors or others” would mean any person or entity other than a director. 

Therefore, this is not restricted to mean only related parties. However, in the normal 

course, a person or entity guaranteeing a loan of a company will generally be associated 

with the company in some manner. 

8.3.1.4. Bonds/debentures (along with the rate of interest and particulars of redemption 

or conversion, as the case may be) shall be stated in descending order of maturity or 

conversion, starting from farthest redemption or conversion date, as the case may be. 

Where bonds/debentures are redeemable by installments, the date of maturity for this 

purpose must be reckoned as the date on which the first installment becomes due.  

8.3.1.5. Particulars of any redeemed bonds/ debentures which the company has power 

to reissue shall be disclosed.  
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8.3.1.6. Period and amount of continuing default as on the Balance Sheet date in 

repayment of loans and interest shall be specified separately in each case.  

8.3.1.7. The phrase "long-term" has not been defined. However, the definition of ‘non-

current liability’ in the Schedule III may be used as long-term liability for the above 

disclosure. Also, the phrase "term loan" has not been defined in the Schedule III. Term 

loans normally have a fixed or pre-determined maturity period or a repayment schedule.  

8.3.1.8. As referred to in para 72 of the 2005 edition of the ICAI Statement on 

Companies (Auditor’s Report) Order, 2003 (CARO) in the banking industry, for example, 
loans with repayment period beyond thirty six months are usually known as “term loans” 
(The same guidance is relevant for this item as per CARO 2015 also). Cash credit, 

overdraft and call money accounts/ deposit are, therefore, not covered by the expression 

“terms loans”. Term loans are generally provided by banks and financial institutions for 

acquisition of capital assets which then become the security for the loan, i.e., end use of 

funds is normally fixed. 

8.3.1.9 Deferred payment liabilities would include any liability for which payment is to 

be made on deferred credit terms. E.g. deferred sales tax liabili ty, deferred payment for 

acquisition of fixed assets etc. 

8.3.1.10 The current maturities of all long-term borrowings will be disclosed under ‘other 
current liabilities’ and not under long-term borrowings and short-term borrowings. 

Hence, it is possible that the same bonds / debentures / term loans may be bifurcated 

under both long-term borrowings as well as under other current liabilities. Further, long-

term borrowings are to be sub-classified as secured and unsecured giving the nature of 

the security for the secured position. 

8.3.1.11 The Schedule III also stipulates that the nature of security shall be specified 

separately in each case. A blanket disclosure of different securities covering all loans 

classified under the same head such as ‘All Term loans from banks’ will not suffice. 
However, where one security is given for multiple loans, the same may be clubbed 

together for disclosure purposes with adequate details or cross referencing.  

8.3.1.12 The disclosure about the nature of security should also cover the type of asset 

given as security e.g. inventories, plant and machinery, land and building, etc. This is 

because the extent to which loan is secured may vary with the nature of asset against 

which it is secured. 

8.3.1.13 When promoters, other shareholders or any third party have given any personal 

security for any borrowing, such as shares or other assets held by them, disclosure should 

be made thereof, though such security does not result in the classification of such 

borrowing as secured. 

8.3.1.14 The Schedule III requires that under the head “Borrowings,” period and amount 
of “continuing default (in case of long-term borrowing) and default (in case of short-term 

borrowing) as on the Balance Sheet date in repayment of loans and interest shall be 

specified separately in each case". The word “loan” has been used in a more generic 
sense. Hence, the disclosures relating to default should be made for all items listed under 
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the category of borrowings such as bonds/ debentures, deposits, deferred payment 

liabilities, finance lease obligations, etc. and not only to items classified as “loans” such as 
term loans, or loans and advances, etc.  

8.3.1.15 Also, a company need not disclose information for defaults other than in respect 

of repayment of loan and interest, e.g., compliance with debt covenants. The Schedule III 

requires specific disclosures only for default in repayment of loans and interest and not 

for other defaults.  

8.3.1.16 Though two different terms, viz., continuing default (in case of long-term 

borrowing) and default (in case of short-term borrowing) have been used, the 

requirement should be taken to disclose default “as on the Balance Sheet date” in both 
the cases. Pursuant to this requirement, details of any default in repayment of loan and 

interest existing as on the Balance Sheet date needs to be separately disclosed. Any 

default that had occurred during the year and was subsequently made good before the 

end of the year does not need to be disclosed. 

8.3.1.17 Terms of repayment of term loans and other loans shall be disclosed. The term 

‘other loans’ is used in general sense and should be interpreted to mean all categories 
listed under the heading ‘Long-term borrowings’ as per Schedule III. Disclosure of terms 
of repayment should be made preferably for each loan unless the repayment terms of 

individual loans within a category are similar, in which case, they may be aggregated.  

8.3.1.18 Disclosure of repayment terms should include the period of maturity with 

respect to the Balance Sheet date, number and amount of instalments due, the applicable 

rate of interest and other significant relevant terms if any. 

8.3.1.19 Deposits classified under Borrowings would include deposits accepted from 

public and inter corporate deposits which are in the nature of borrowings. 

8.3.1.20 Loans and advances from related parties are required to be disclosed. Advances 

under this head should include those advances which are in the nature of loans.  

8.4. Other Long-term liabilities  

This should be classified into: 

a) Trade payables; and 

b) Others. 

8.4.1 A payable shall be classified as 'trade payable' if it is in respect of amount due on 

account of goods purchased or services received in the normal course of business. As per 

the Old Schedule VI, the term 'sundry creditors’ included amounts due in respect of 

goods purchased or services received or in respect of other contractual obligations as 

well. Hence, amounts due under contractual obligations can no longer be included within 

Trade payables. Such items may include dues payables in respect of statutory obligations 

like contribution to provident fund, purchase of fixed assets, contractually reimbursable 

expenses, interest accrued on trade payables, etc. Such payables should be classified as 

"others" and each such item should be disclosed nature-wise. However, Acceptances 

should be disclosed as part of trade payables in terms of the Schedule III.  
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8.4.2 The Micro, Small and Medium Enterprises Development (MSMED) Act, 2006 

however, requires specified disclosures to be made in the annual Financial Statements of 

the buyer wherever such Financial Statements are required to be audited under any law. 

Though not specifically required by the Schedule III, such disclosures will still be required 

to be made in the annual Financial Statements. 

8.4.3 The following disclosures are required under Sec 22 of MSMED Act 2006 under the 

Chapter on Delayed Payments to Micro and Small Enterprises: 

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

remaining unpaid to any supplier as at the end of accounting year; 

(b)  the amount of interest paid by the buyer under MSMED Act, 2006 along with the 

amounts of the payment made to the supplier beyond the appointed day during 

each accounting year; 

(c)  the amount of interest due and payable for the period (where the principal has 

been paid but interest under the MSMED Act, 2006 not paid);  

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

year; and 

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

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

for the purpose of disallowance as a deductible expenditure under section 23.  

The terms ''appointed day'', ''buyer'', ''enterprise'', ''micro enterprise'', ''small enterprise'' 

and'' supplier'', shall be as defined under clauses (b), (d), (e), (h), (m) and (n) respectively 

of section 2 of the Micro, Small and Medium Enterprises Development Act, 2006.  

8.5. Long-Term Provisions  

8.5.1This should be classified into provision for employee benefits and others specifying 

the nature. Provision for employee benefits should be bifurcated into long-term (non-

current) and other current and the long-term portion is disclosed under this para. All 

long-term provisions, other than those related to employee benefits should be disclosed 

separately based on their nature. Such items would include Provision for warranties etc. 

While AS-15Employee Benefits governs the measurement of various employee benefit 

obligations, their classification as current and non-current liability will be governed by the 

criteria laid down in the Schedule III. Accordingly, a liability is classified as current if a 

company does not have an unconditional right as on the Balance Sheet date to defer i ts 

settlement for 12 months after the reporting date. Each company will need to apply these 

criteria to its specific facts and circumstances and decide an appropriate classification for 

its employee benefit obligations.  

8.6. Current Liabilities  

This should be classified on the face of the Balance Sheet as follows:  

 Short-term borrowings; 

 Trade payables; 

 Other current liabilities; 

 Short-term provisions. 
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8.6.1. Short-term borrowings  

8.6.1.1. (i) Short-term borrowings shall be classified as: 

(a) Loans repayable on demand  

 from banks; 

 from other parties.  

(b)Loans and advances from related parties;  

(c) Deposits; 

(d) Other loans and advances (specify nature).  

(ii) Borrowings shall further be sub-classified as secured and unsecured. Nature of 

security shall be specified separately in each case.  

(iii)  Where loans have been guaranteed by directors or others, the aggregate amount of 

such loans under each head shall be disclosed.  

(iv) Period and amount of default as on the Balance Sheet date in repayment of loans 

and interest shall be specified separately in each case. 

8.6.1.2Loans payable on demand should be treated as part of short-term borrowings. 

Short-term borrowings will include all loans within a period of 12 months from the date 

of the loan. In the case of short-term borrowings, all defaults existing as at the date of the 

Balance Sheet should be disclosed (item-wise). Current maturity of long-term borrowings 

should not be classified as short-term borrowing. They have to be classified under Other 

current liabilities. Guidance on disclosure on various matters under this Para should also 

be drawn, to the extent possible, from the guidance given under Long-term borrowings. 

8.6.2. Trade payables  

Guidance on disclosure under this clause should be drawn from the guidance given under 

Other Long-term borrowings to the extent applicable. 

8.6.3. Other current liabilities 

The amounts shall be classified as: 

(a) Current maturities of long-term debt; 

(b) Current maturities of finance lease obligations; 

(c) Interest accrued but not due on borrowings; 

(d) Interest accrued and due on borrowings; 

(e) Income received in advance; 

(f) Unpaid dividends; 

(g) Application money received for allotment of securities and due for refund and 

interest accrued thereon; 

(h) Unpaid matured deposits and interest accrued thereon; 

(i) Unpaid matured debentures and interest accrued thereon; 
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(j) Other payables (specify nature). 

The portion of long term debts / lease obligations, which is due for payments within 

twelve months of the reporting date is required to be classi fied under “Other current 
liabilities” while the balance amount should be classified under Long-term borrowings.  

Trade Deposits and Security Deposits which are not in the nature of borrowings should be 

classified separately under Other Non-current/Current liabilities. Other Payables may be 

in the nature of statutory dues such as Withholding taxes, Service Tax, VAT, Excise Duty 

etc. 

8.6.4. Short-term provisions 

The amounts shall be classified as:  

(a)  Provision for employee benefits; 

(b)  Others (specify nature). 

Others would include all provisions other than provisions for employee benefits such as 

Provision for dividend, Provision for taxation, Provision for warranties, etc. These amounts 

should be disclosed separately specifying nature thereof. 

II. Assets 

8.7. Non-current assets 

Definition and Presentation 

An asset shall be classified as ‘current’ when it satisfies any of the following criteria:  
(a) it is expected to be realized in, or is intended for sale or consumption in the 

company’s normal operating cycle; 
(b) it is held primarily for the purpose of being traded; 

(c) it is expected to be realized within twelve months after the reporting date; or  

(d) it is Cash or cash equivalent unless it is restricted from being exchanged or used to 

settle a liability for at least twelve months after the reporting date. 

All other assets shall be classified as ‘non-current’. 
Based on the above definition, on the face of the Balance Sheet, the following items shall 

be disclosed under non-current assets: - 

(a) Fixed Assets 

 (i) Tangible assets; 

 (ii) Intangible assets; 

 (iii) Capital work-in-progress; 

 (iv) Intangible assets under development 

(b) Non-current investments 

(c)  Deferred tax assets (net) 

(d) Long-term loans and advances 
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(e) Other non-current assets 

8.7.1 Fixed Assets 

Fixed assets are classified as: 

S.N

o. 

Particulars Relevant Accounting Standards as 

notified under Companies 

(Accounting Standards) Rules, 

2006 

1. Tangible assets AS 10, AS 6 

2. Intangible assets AS 26 

3. Capital work-in-

progress 

AS 10 

4. Intangible assets 

under development 

AS 26 

8.7.1.1 Tangible Assets 

The company shall disclose the following in the Notes to Accounts as per 6(I) of Part I of 

the Schedule III.  

(i) Classification shall be given as: 

(a) Land; 

(b) Buildings; 

(c) Plant and Equipment; 

(d) Furniture and Fixtures; 

(e) Vehicles; 

(f) Office equipment; 

(g) Others (specify nature). 

(ii) Assets under lease shall be separately specified under each class of asset.  

 The term “under lease” should be taken to mean assets given on operating lease in 
the case of lessor and assets held under finance lease in the case of lessee. Further, 

leasehold improvements should continue to be shown as a separate asset class.  

(iii) A reconciliation of the gross and net carrying amounts of each class of assets at the 

beginning and end of the reporting period showing additions, disposals, 

acquisitions through business combinations and other adjustments and the related 

depreciation and impairment losses/reversals shall be disclosed separately.  

All acquisitions, whether by way of an asset acquisition or through a business 

combination are to be disclosed as part of the reconciliation in the note on Fixed Assets. 

Acquisitions through ‘Business Combinations’ need to be disclosed separately for each 
class of assets. Similarly, though not specifically required, it is advisable that asset 
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disposals through demergers, etc. may also be disclosed separately for each class of 

assets. 

The term “business combination” has not been defined in the Act or the Accounting 
Standards as notified under the Companies (Accounting Standards) Rules, 2006. However, 

related concepts have been enumerated in AS14Accounting for Amalgamations and 

AS10Accounting for Fixed Assets. Accordingly, such terminology should be interpreted to 

mean an amalgamation or acquisition or any other mode of restructuring of a set of 

assets and/or a group of assets and liabilities constituting a business.  

Other adjustments should include items such as capitalization of exchange differences 

where such option has been exercised by the Company as per AS11The Effects of Changes 

in Foreign Exchange Rates and/or adjustments on account of exchange fluctuations for 

fixed assets in case of non-integral operations as perAS11and/or borrowing costs 

capitalised in accordance with AS 16 Borrowing Costs. Such adjustments should be 

disclosed separately for each class of assets. 

Since reconciliation of gross and net carrying amounts of fixed assets is required, the 

corresponding depreciation/amortization for each class of asset should be disclosed in 

terms of Opening Accumulated Depreciation, Depreciation/amortization for the year, 

Deductions/Other adjustments and Closing Accumulated Depreciation/Amortization. 

Similar disclosures should also be made for Impairment, if any, as applicable.  

(iv) Where any amounts have been written-off on a reduction of capital or revaluation of 

assets or where sums have been added on revaluation of assets, every Balance Sheet 

subsequent to date of such write-off or addition shall show the reduced or increased 

figures, as applicable. Disclosure by way of a note would also be required to show 

the amount of the reduction or increase, as applicable, together with the date 

thereof for the first five years subsequent to the date of such reduction or increase.  

The Schedule III has introduced office equipment as a separate line item while dropping 

items like, livestock, railway sidings, etc. However, if the said items exist, the same should 

be disclosed separate asset class specifying nature thereof. 

The Revised Schedule does not prescribe any particular classification/presentation for 

leasehold land.  AS 19 Leases, excludes land leases from its scope. The accounting 

treatment for leasehold land should be continued with as is being currently followed 

under the prevailing Indian generally accepted accounting principles and practices. 

Accordingly, Leasehold land should also continue to be presented as a separate asset 

class under Tangible Assets. Also, Freehold land should continue to be presented as a 

separate asset class. 

AS10 Accounting for Fixed Assets also requires a company to disclose details such as gross 

book value of revalued assets, method adopted to compute revalued amounts, nature of 

indices used, year of appraisal, involvement of external valuer as long as the concerned 

assets are held by the enterprise. 

The Schedule III is clear that the disclosure requirements of the Accounting Standards are 

in addition to disclosures required under the Schedule. Also, in case of any conflict, the 
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Accounting Standards will prevail over the Schedule. Keeping this in view, companies 

should make disclosures required by the Schedule III only for five years. However, details 

required by AS10 will have to be given as long as the asset is held by the company.  

However, it may be noted that, AS 26 Intangible Assets does not permit revaluation of 

intangible assets.  

8.7.1.2 Intangible assets 

The company shall disclose the following in the Notes to Accounts as per 6(J) of Part I of 

the Schedule III. 

(i) Classification shall be given as: 

 (a) Goodwill; 

 (b) Brands /trademarks; 

 (c) Computer software; 

 (d) Mastheads and publishing titles; 

 (e) Mining rights; 

 (f) Copyrights, and patents and other intellectual property rights, services and 

operating rights; 

 (g) Recipes, formulae, models, designs and prototypes; 

 (h) Licenses and franchise; 

 (i) Others (specify nature). 

(ii) A reconciliation of the gross and net carrying amounts of each class of assets at the 

beginning and end of the reporting period showing additions, disposals, 

acquisitions through business combinations and other adjustments and the related 

amortization and impairment losses/reversals shall be disclosed separately.  

(iii) Where sums have been written-off on a reduction of capital or revaluation of assets 

or where sums have been added on revaluation of assets, every Balance Sheet 

subsequent to date of such write-off, or addition shall show the reduced or 

increased figures as applicable and shall by way of a note also show the amount of 

the reduction or increase, as applicable, together with the date thereof for the first 

five years subsequent to the date of such reduction or increase. 

Classification of intangible assets (as listed above) has been introduced under the 

Schedule III, which did not exist earlier.  

The guidance given above on Tangible Assets, to the extent applicable, is also to be used 

for Intangible Assets. 

8.7.1.3Capital work-in-progress 

As per the Schedule III, capital advances should be included under Long-term loans and 

advances and hence, cannot be included under capital work-in-progress.  
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8.7.1.4Intangible assets under development 

Intangible assets under development should be disclosed under this head provided they 

can be recognised based on the criteria laid down inAS 26 Intangible Assets. 

8.7.2 Non-current investments 

(i) Non-current investments shall be classified as trade investments and other 

investments and further classified as: 

 (a) Investment property; 

 (b) Investments in Equity Instruments; 

 (c) Investments in preference shares; 

 (d) Investments in Government or trust securities; 

 (e) Investments in debentures or bonds; 

 (f) Investments in Mutual Funds; 

 (g) Investments in partnership firms; 

 (h) Other non-current investments (specify nature). 

 Under each classification, details shall be given of names of the bodies corporate 

(indicating separately whether such bodies are (i) subsidiaries, (ii) associates, (iii) 

joint ventures, or (iv) controlled special purpose entities) in whom investments have 

been made and the nature and extent of the investment so made in each such body 

corporate (showing separately investments which are partly-paid). In regard to 

investments in the capital of partnership firms, the names of the firms (with the 

names of all their partners, total capital and the shares of each partner) shall be 

given. 

(ii) Investments carried at other than at cost should be separately stated specifying the 

basis for valuation thereof. 

(iii) The following shall also be disclosed: 

 (a)Aggregate amount of quoted investments and market value thereof;  

 (b)Aggregate amount of unquoted investments; 

 (c)Aggregate provision for diminution in value of investments 

If a debenture is to be redeemed partly within 12 months and balance after 12 months, 

the amount to be redeemed within 12 months should be disclosed as current and ba lance 

should be shown as non-current. 

8.7.2.1 Trade Investment 

Note 6(K)(i) of Part I requires that non-current investments shall be classified as "trade 

investment" and "other investments". The term “trade investments” is defined neither in 
Schedule III nor in Accounting Standards.  
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The term "trade investment" is, however, normally understood as an investment made by 

a company in shares or debentures of another company, to promote the trade or 

business of the first company.  

8.7.2.2 Investment property 

As per AS13 Accounting for Investments, an investment property is an investment in land 

or buildings that are not intended to be occupied substantially for use by, or in the 

operations of, the investing enterprise. 

8.7.2.3 Aggregate provision for diminution in value 

As per the Schedule III, this amount should be disclosed separately in the notes. However, 

as per AS13 all long-term (non-current) investments are required to be carried at cost. 

However, when there is a decline, other than temporary, in the value of a long-term 

investment, the carrying amount is reduced to recognize the decline. Accordingly, the 

value of each long-term investment should be carried at cost less provision for other than 

temporary diminution in the value thereof. It is recommended to disclose the amount of 

provision netted-off for each long-term investment. 

However, the aggregate amount of provision made in respect of all non-current 

investments should also be separately disclosed to comply with the specific disclosure 

requirement in Schedule III. 

8.7.2.4 Controlled special purpose entities 

Under investments, there is also a requirement to disclose the names of bodies corporate, 

including separate disclosure of investments in “controlled special purpose entities” in 
addition to subsidiaries, etc. The expression “controlled special purpose entities” however, 
has not been defined either in the Act or in the Schedule III or in the Accounting 

Standards. Accordingly, no disclosures would be additionally required to be made under 

this caption. If and when such terminology is explained/ introduced in the applicable 

Accounting Standards, the disclosure requirement would become applicable.  

8.7.2.5 Basis of valuation 

The Schedule III requires disclosure of the “basis of valuation” of non-current investments 

which are carried at other than cost. However, what should be understood by such 

terminology has not been clarified. The term ‘basis of valuation’ was not used in the Old 
Schedule VI. Hence, the same may be interpreted in the following ways:  

One view is that basis of valuation would mean the market value, or valuation by 

independent valuers, valuation based on the investee’s assets and results, or valuation 
based on expected cash flows from the investment, or management estimate, etc. Hence, 

for all investments carried at other than cost, the basis of valuation for each individual 

investment should be disclosed. 

The other view is that, disclosure for basis of valuation should be either of:  

 At cost; 

 At cost less provision for other than temporary diminution; 

 Lower of cost and fair value. 
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However, making disclosures in line with the latter view would be sufficient compliance 

with the disclosure requirements. 

8.7.2.6 Quoted investments 

The term quoted investments has not been defined in the Schedule III. The expression 

“quoted investment”, as defined in the Old Schedule VI, means an investment as respects 
which there has been granted a quotation or permission to deal on a recognized stock 

exchange, and the expression “unquoted investment” shall be construed accordingly.  

8.7.2.7 Under each sub-classification of Investments, there is a requirement to disclose 

details of investments including names of the bodies corporate and the nature and extent 

of the investment in each such boy corporate. The term “nature and extent” should be 
interpreted to mean the number and face value of shares. There is also a requirement to 

disclose partly-paid shares. However, it is advisable to clearly disclose whether 

investments are fully paid or partly paid. 

8.7.2.8 Disclosure relating to partnership firms in which the company has invested, 

etc. (under Current and Non-current Investments in the Balance Sheet) 

A company, as a juridical person, can enter into partnership. The Schedule III provides for 

certain disclosures where the company is a partner in partnership firms. 

In the Balance Sheet, under the sub-heading “Current Investments” and “Non-current 

Investments”, separate disclosure is to be made of any investment in the capital of 
partnership firm by the company. In addition, in the Notes to Accounts separate 

disclosure is required with regard to the names of the firms, along with the names of all 

their partners, total capital and the shares of each partner.  

The disclosure in the Balance Sheet relating to the value of the investment in the capital 

of a partnership firm as the amount to be disclosed as on the date of the Balance Sheet 

can give rise to certain issues, the same are discussed in the following paragraphs.  

(a)  In case of a change in the constitution of the firm during the year, the names of the 

other partners should be disclosed by reference to the position existing as on the 

date of the company’s Balance Sheet.  
(b)  The total capital of the firm to be disclosed should be with reference to the amount 

of the capital on the date of the company’s Balance Sheet.  
 If it is not practicable to draw up the Financial Statements of the partnership upto 

such date and, are drawn up to different reporting dates, drawing analogy from AS-

21 and AS-27, adjustments should be made for the effects of significant 

transactions or other events that occur between those dates and the date of the 

parent’s Financial Statements. In any case, the difference between reporting dates 
should not be more than six months. In such cases, the difference in reporting dates 

should be disclosed. 

(c)  For disclosure of the share of each partner it is suggested to disclose share of each 

partner in the profits of the firm rather than the share in the capital since, ordinarily, 

the expression “share of each partner” is understood in this sense. Moreover, 
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disclosure is already required of the total capital of the firm as well as of the 

company’s share in that capital. The share of each partner should be disclosed as at 
the date of the company’s Balance Sheet  

(d) The Statement of investments attached to the Balance Sheet is required to disclose, 

inter alia, the total capital of the partnership firm in which the company is a partner. 

Where such a partnership firm has separate accounts for partner’s capita l, drawings 

or current, loans to or from partners, etc., disclosure must be made with regard to 

the total of the capital accounts alone, since this is what constitutes the capital of 

the partnership firm. Where, however, such accounts have not been segregated, or 

where the partnership deed provides that the capital of each partner is to be 

calculated by reference to the net amount at his credit after merging all the 

accounts, the disclosure relating to the partnership capital must be made on the 

basis of the total effect of such accounts taken together. 

Separate disclosure is required by reference to each partnership firm in which the 

company is a partner. The disclosure must be made along with the name of each such 

firm and must then indicate the total capital of each firm, the names of all the partners in 

each firm and the respective shares of each partner in the firm. 

8.7.2.9 A limited liability partnership is a body corporate and not a partnership firm as 

envisaged under the Partnership Act, 1932. Hence, disclosures pertaining to Investments in 

partnership firms will not include investments in limited liability partnerships. The investments 

in limited liability partnerships will be disclosed separately under other investments. Also, 

other disclosures prescribed for Investment in partnership firms, need not be made for 

investments in limited liability partnerships.  

8.7.2.10 Any application money paid towards securities, where security has not been allotted 

on the date of the Balance Sheet shall be disclosed as a separate line item. If the amount is 

material, details about the allotment since made or when the allotment is expected to be 

completed may also be disclosed. 

In case the investment is of current investment in nature, such share application money shall 

be accordingly, disclosed under current investments. 

8.7.3 Long-term loans & advances 

(i) Long-term loans and advances shall be classified as: 

 (a) Capital Advances; 

 (b) Security Deposits; 

 (c) Loans and advances to related parties (giving details thereof); 

 (d) Other loans and advances (specify nature). 

(ii) The above shall also be separately sub-classified as: 

 (a) Secured, considered good; 

 (b) Unsecured, considered good; 

 (c) Doubtful. 
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(iii) Allowance for bad and doubtful loans and advances shall be disclosed under the 

relevant heads separately. 

(iv) Loans and advances due by directors or other officers of the company or any of them 

either severally or jointly with any other persons or amounts due by firms or private 

companies respectively in which any director is a partner or a director or a member 

should be separately stated. 

Under the Schedule III, Capital Advances are not to be classified under Capital Work in 

Progress, since they are specifically to be disclosed under this para.  

Capital advances are advances given for procurement of fixed assets which are non-

current assets. Typically, companies do not expect to realize them in cash. Rather, over 

the period, these get converted into fixed assets which, by nature, are non-current assets. 

Hence, capital advances should be treated as non-current assets irrespective of when the 

fixed assets are expected to be received and should not be classified as Short -

Term/Current. 

Details of loans and advances to related parties need to be disclosed. Since the Schedule 

III states that the terms used therein should be interpreted based on applicable the 

Accounting Standards, the term “details” should be interpreted to understand the 
disclosure requirements contained in AS 18Related Party Disclosure. Accordingly, making 

disclosures beyond the requirements of AS-18 would not be necessary. 

Other loans and advances should include all other items in the nature of advances 

recoverable in cash or kind such as Prepaid expenses, Advance tax, CENVAT credit 

receivable, VAT credit receivable, Service tax credit receivable, etc. which are not expected 

to be realized within the next twelve months or operating cycle whichever is longer, from 

the Balance Sheet date. 

Each item of loans and advances should be further sub-classified as a) Secured, 

considered good, b) Unsecured, considered good and c) Doubtful. Further, the amount of 

allowance for bad and doubtful loans and advances is required to be disclosed separately 

under the “relevant heads”. Therefore, the amount of such allowance  also should be 

disclosed separately for each category of loans and advances.  

8.7.4 Other non-current assets 

Other non-current assets shall be classified as: 

(i) Long term Trade Receivables (including trade receivables on deferred credit terms);  

(ii) Others (specify nature)  

Long term Trade Receivables, shall be sub-classified as: 

(i)  (a)  Secured, considered good;  

 (b) Unsecured considered good;  

 (c) Doubtful 

(ii)  Allowance for bad and doubtful debts shall be disclosed under the relevant heads 

separately. 
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(iii)  Debts due by directors or other officers of the company orany of them either 

severally or jointly with any other person or debts due by firms or private 

companies respectively in which any director is a partner or a director or a member 

should be separately stated. 

A receivable shall be classified as 'trade receivable' if it is in respect of the amount due on 

account of goods sold or services rendered in the normal course of business. Whereas as 

per the Old Schedule VI, the term 'sundry debtors' included amounts due in respect of 

goods sold or services rendered or in respect of other contractual obligations as well. 

Hence, amounts due under contractual obligations cannot be included within Trade 

Receivables. Such items may include dues in respect of insurance claims, sale of fixed 

assets, contractually reimbursable expenses, interest accrued on trade receivables, etc. 

Such receivables should be classified as "others" and each such item should be disclosed 

nature-wise.  

Guidance in respect of above items may also be drawn from the guidance given in 

respect of Long-term loans &advances to the extent applicable. 

The Schedule III does not contain any specific disclosure requirement for the unamortized 

portion of expense items such as share issue expenses, ancillary borrowing costs and 

discount or premium relating to borrowings. The Old Schedule VI required these items to 

be included under the head “Miscellaneous Expenditure.”  
As per AS 16 Borrowing Costs ancillary borrowing costs and discount or premium relating 

to borrowings could be amortized over the loan period. Further, share issue expenses, 

discount on shares, ancillary costs-discount-premium on borrowing, etc., being special 

nature items are excluded from the scope of AS 26Intangible Assets (Para 5). Keeping this 

in view, certain companies have taken a view that it is an acceptable practice to amortize 

these expenses over the period of benefit, i.e., normally 3 to 5 years. The Schedule III does 

not deal with any accounting treatment and the same continues to be governed by the 

respective Accounting Standards/practices. Further, the Schedule III is clear that 

additional line items can be added on the face or in the notes. Keeping this in view, entity 

can disclose the unamortized portion of such expenses as “Unamortized expenses”, under 
the head “other current/ non-current assets”, depending on whether the amount will be 
amortized in the next 12 months or thereafter. 

8.8 Current assets  

As per the Schedule III, all items of assets and liabilities are to be bifurcated between current 

and non-current portions. In some cases, the items presented under the “non-current” head 
of the Balance Sheet do not have a corresponding “current” head especially for Assets. For 
example: Security Deposits have been shown under “Long-term loans & advances”, however, 
the same is not reflected under the “short-term loans & advances”. Since Schedule III permits 
the use of additional line items, in such cases the current portion should be classified under 

the Short-term category of the respective balance as a separate line item and other relevant 

disclosures e.g. doubtful amount, related provision etc. should be made. 
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8.8.1 Current investments 

(i) Current investments shall be classified as: 

 (a) Investments in Equity Instruments; 

 (b) Investment in Preference Shares 

 (c) Investments in government or trust securities; 

 (d) Investments in debentures or bonds; 

 (e) Investments in Mutual Funds; 

 (f) Investments in partnership firms 

 (g) Other investments (specify nature). 

 Under each classification, details shall be given of names of the bodies corporate 

(indicating separately whether such bodies are (i)  subsidiaries, (ii) associates, (iii) 

joint ventures, or (iv) controlled special purpose entities) in whom investments have 

been made and the nature and extent of the investment so made in each such body 

corporate (showing separately investments which are partly-paid). In regard to 

investments in the capital of partnership firms, the names of the firms (with the 

names of all their partners, total capital and the shares of each partner) shall be 

given. 

(ii) The following shall also be disclosed: 

 (a) The basis of valuation of individual investments 

 (b) Aggregate amount of quoted investments and market value thereof;  

 (c) Aggregate amount of unquoted investments; 

 (d) Aggregate provision made for diminution in value of investments.  

Guidance in respect of above items may be drawn from the guidance given in respect of 

Non-current investments to the extent applicable. 

Based on these criteria, if a debenture is to be redeemed partly within twelve months and 

balance after twelve months, the amount to be redeemed within twelve months should be 

disclosed as current and balance should be shown as non-current. 

Additionally, the Schedule III also require basis of valuation of individual investment. It is 

pertinent to note that there is no requirement to classify investments into trade & non-

trade in respect of current investments. 

The aggregate provision for diminution in the value of current investments that needs to 

be separately disclosed is the amount written down based on the measurement principles 

of Current Investments as per AS-13 on a cumulative basis, though such write-down is 

not actually a ‘provision’ as per the Standard. 
8.8.2 Inventories 

(i) Inventories shall be classified as: 

 (a) Raw materials;  
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 (b) Work-in-progress; 

 (c) Finished goods; 

 (d) Stock-in-trade (in respect of goods acquired for trading); 

 (e) Stores and spares; 

 (f) Loose tools; 

 (g) Others (specify nature). 

(ii) Goods-in-transit shall be disclosed under the relevant sub-head of inventories. 

(iii) Mode of valuation shall be stated. 

As per the Schedule III, goods in transit should be included under relevant heads with 

suitable disclosure. Further, mode of valuation for each class of inventories should be 

disclosed. 

The heading Finished goods should comprise of all finished goods other than those 

acquired for trading purposes. 

8.8.3 Trade Receivables (current) 

(i) Aggregate amount of Trade Receivables outstanding for a period exceeding six 

months from the date they are due for payment should be separately stated.  

(ii) Trade receivables shall be sub-classified as:  

 (a) Secured, considered good; 

 (b) Unsecured considered good; 

 (c) Doubtful.  

(iii) Allowance for bad and doubtful debts shall be disclosed under the relevant heads 

separately. 

(iv)  Debts due by directors or other officers of the company or any of them either 

severally or jointly with any other person or debts due by firms or private 

companies respectively in which any director is a partner or a director or a member 

should be separately stated. 

A trade receivable will be treated as current, if it is likely to be realized within twelve 

months from the date of Balance Sheet or operating cycle of the business.  

The Old Schedule VI required separate presentation of debtors (i)  outstanding for a 

period exceeding six months (i.e., based on billing date) and (ii) other debtors. However, 

the Schedule III (and earlier, the Revised Schedule VI) requires separate disclosure of 

“Trade Receivables outstanding for a period exceeding six months from the date they 

became due for payment” only for the current portion of trade receivables.  
Where no due date is specifically agreed upon, normal credit period allowed by the 

company should be taken into consideration for computing the due date which may vary 

depending upon the nature of goods or services sold and the type of customers, etc.  
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All other guidance given under Long-term Trade Receivables to the extent applicable are 

applicable here also. 

8.8.4 Cash and cash equivalents 

(i) Cash and cash equivalents shall be classified as: 

 (a) Balances with banks; 

 (b) Cheques, drafts on hand; 

 (c) Cash on hand; 

 (d) Others (specify nature). 

(ii) Earmarked balances with banks (for example, for unpaid dividend) shall be 

separately stated. 

(iii) Balances with banks to the extent held as margin money or security against the 

borrowings, guarantees, other commitments shall be disclosed separately.  

(iv) Repatriation restrictions, if any, in respect of cash and bank balances shall be 

separately stated. 

(v) Bank deposits with more than twelve months maturity shall be disclosed separately.  

The term "cash and bank balances" in the Old Schedule VI is replaced with ‘Cash and cash 
equivalents’ in the Schedule III.  
Please also refer to the earlier discussion under the section on General Instructions 

in para 6.4 for classification of items under this head.  

“Other bank balances” would comprise of items such as balances with banks to the extent 
of held as margin money or security against borrowings etc, and bank deposits with more 

than three months maturity. Banks deposits with more than more than twelve months 

maturity will also need to be separately disclosed under the sub-head ‘Other bank 
balances’. The non-current portion of each of the above balances will have to be classified 

under the head “Other Non-current assets” with separate disclosure thereof. 
8.8.5Short-term loans &Advances 

(i) Short-term loans and advances shall be classified as: 

 (a) Loans and advances to related parties (giving details thereof); 

 (b) Others (specify nature). 

(ii) The above shall also be sub-classified as: 

 (a) Secured, considered good; 

 (b) Unsecured, considered good; 

 (c) Doubtful. 

(iii) Allowance for bad and doubtful loans and advances shall be disclosed under the 

relevant heads separately. 

(iv) Loans and advances due by directors or other officers of the company or any of them 
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either severally or jointly with any other person or amounts due by firms or private 

companies respectively in which any director is a partner or a director or a member 

shall be separately stated. 

The guidance for disclosures under this head should be drawn from guidance given for 

items comprised within Long-term Loans and Advances. 

8.8.6 Other current assets (specify nature) 

This is an all-inclusive heading, which incorporates current assets that do not fit into any 

other asset categories e.g. unbilled Revenue, unamortized premium on forward contracts 

etc. 

In case any amount classified under this category is doubtful, it is advisable that such 

doubtful amount as well as any provision made there against should be separately 

disclosed. 

8.8.7 Contingent liabilities and commitments 

(i) Contingent liabilities shall be classified as: 

 (a) Claims against the company not acknowledged as debt; 

 (b) Guarantees; 

 (c) Other money for which the company is contingently liable 

(ii) Commitments shall be classified as: 

 (a) Estimated amount of contracts remaining to be executed on capital account 

and not provided for;  

 (b) Uncalled liability on shares and other investments partly paid  

 (c) Other commitments (specify nature). 

8.8.7.1 The provisions of AS-29Provisions, Contingent Liabilities and Contingent Assets, 

will be applied for determining contingent liabilities. 

8.8.7.2 A contingent liability in respect of guarantees arises when a company issues 

guarantees to another person on behalf of a third party e.g. when it undertakes to 

guarantee the loan given to a subsidiary or to another company or gives a guarantee that 

another company will perform its contractual obligations. However, where a company 

undertakes to perform its own obligations, and for this purpose issues, what is called a 

"guarantee", it does not represent a contingent liability and it is misleading to show such 

items as contingent liabilities in the Balance Sheet. For various reasons, it is customary for 

guarantees to be issued by Bankers e.g. for payment of insurance premia, deferred 

payments to foreign suppliers, letters of credit, etc. For this purpose, the company i ssues 

a "counter-guarantee" to its Bankers. Such "counter-guarantee" is not really a guarantee 

at all, but is an undertaking to perform what is in any event the obligation of the 

company, namely, to pay the insurance premia when demanded or to make deferred 

payments when due. Hence, such performance guarantees and counter-guarantees 

should not be disclosed as contingent liabilities. 
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8.8.7.3 The Schedule III also requires disclosures pertaining to various commitments such 

as Capital commitments not provided for and Uncalled liability on shares. It also requires 

disclosures pertaining to ‘Other commitments’, with specification of nature thereof, which 
was not required by the Old Schedule VI.  

8.8.7.4 The word ‘commitment’ has not been defined in the Schedule I II. The Guidance 

Note on Terms Used in Financial Statements issued by ICAI defines ‘Capital Commitment’ 
as future liability for capital expenditure in respect of which contracts have been made. 

Hence, drawing inference from such definition, the term ‘commitment’ would simply 
imply future liability for contractual expenditure. Accordingly, the term ‘Other 
commitments’ would include all expenditure related contractual commitments apart from 
capital commitments such as commitments arising from long-term contracts for purchase 

of raw material, employee contracts, lease commitments, etc. The scope of such 

terminology is very wide and may include contractual commitments for purchase of 

inventory, services, investments, sales, employee contracts, etc. However, to g ive 

disclosure of all contractual commitments would be contrary to the overarching principle 

under General Instructions that “a balance shall be maintained between providing 
excessive detail that may not assist users of Financial Statements and not providing 

important information as a result of too much aggregation.”  
8.8.7.5 Disclosures relating to lease commitments for non-cancellable leases are required 

to be disclosed by AS-19 Leases.  

8.8.7.6Accordingly, the disclosures required to be made for ‘other commitments’ should 
include only those non-cancellable contractual commitments (i.e. cancellation of which 

will result in a penalty disproportionate to the benefits involved) based on the 

professional judgement of the management which are material and relevant in 

understanding the Financial Statements of the company and impact the decision making 

of the users of Financial Statements.  

Examples may include commitments in the nature of buy-back arrangements, 

commitments to fund subsidiaries and associates, non-disposal of investments in 

subsidiaries and undertakings, derivative related commitments, etc.  

8.8.7.7 The Schedule III requires disclosure of the amount of dividends proposed to be 

distributed to equity and preference shareholders for the period and the related amount 

per share to be disclosed separately. It also requires separate disclosure of the arrears of 

fixed cumulative dividends on preference shares. The Old Schedule VI specifically required 

proposed dividend to be disclosed under the head “Provisions.” In the Schedule III, this 
needs to be disclosed in the notes. Hence, a question that arises is as to whether this 

means that proposed dividend is not required to be provided for when applying the 

Schedule III. AS-4 Contingencies and Events Occurring After the Balance Sheet date 

requires that dividends stated to be in respect of the period covered by the Financial 

Statements, which are proposed or declared by the enterprise after the Balance Sheet 

date but before approval of the Financial Statements, should be adjusted. Keeping this in 

view and the fact that the Accounting Standards override the Schedule III, companies will 

have to continue to create a provision for dividends in respect of the period covered by 
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the Financial Statements and disclose the same as a provision in the Balance Sheet, unless 

AS-4 is revised. Hence, the disclosure to be made in the notes is over and above the 

disclosures pertaining to a) the appropriation items to be disclosed under Reserves and 

Surplus and b) Provisions in the Balance Sheet. 

8.8.7.8The Schedule III requires that where in respect of an issue of securities made for a 

specific purpose, the whole or part of the amount has not been used for the specific 

purpose at the Balance Sheet date, there shall be indicated by way of note how such 

unutilized amounts have been used or invested.  

8.8.7.9 The Schedule III also states that if, in the opinion of the Board, any of the assets 

other than fixed assets and non-current investments do not have a value on realization in 

the ordinary course of business at least equal to the amount at which they are stated, the 

fact that the Board is of that opinion, shall be stated. It is difficult to contemplate a 

situation where any asset other than fixed assets and non-current investments has a 

realizable value that is lower than its carrying value, and the same is not given effect to in 

the books of account, since Accounting Standards do not permit the same. 

AS13Accounting for Investments requires current investments to be valued at lower of 

cost and fair value. AS2 Valuation of Inventories also requires inventories to be valued at 

the lower of cost and net realizable value. Further, Allowance for bad and doubtful debts 

is required to be shown as a deduction from both Long-term loans &advances and Other 

Non-current assets as well as Trade Receivables and Short-term loans and advances as 

per Schedule III. Hence, a diligent application of the requirements of Accounting 

Standards and Schedule III will normally not leave any scope for making any additional 

disclosures in this regard. 

9. Part II – Statement of Profit and Loss  

Part II deals with disclosures relating to the Statement of Profit and Loss. The format 

prescribed is the vertical form wherein disclosure for revenues and expenses is in various 

line items. Part II of the Schedule contains items I to XVI which lists items of Revenue, 

Expenses and Profit / (Loss). “General Instructions for Preparation of Statement of Profit 
and Loss” govern the other disclosure and presentation.  
As per the Guidance Note ‘Terms Used in Financial Statements’, the phrase ‘Profit and 
Loss statement’ is defined as “the Financial Statement which presents the revenues and 

expenses of an enterprise for an accounting period and shows the excess of revenues over 

expenses (or vice versa) It is also known as profit and loss account.” 
As per Note 1 to “General Instructions for Preparation of Statement of Profit and Loss”, 
the provisions of this part also apply to the income and expenditure account referred to 

in sub clause (ii) of clause (40) of section 2 of the Companies Act, 2013 in the same 

manner as they apply to a Statement of Profit and Loss.  

The specific format laid down for presentation of various items of Income and Expenses in 

the Statement of Profit and Loss indicates that expenses should be aggregated based on 

their nature. Accordingly, functional classification of expenses is prohibited.  
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As per the Framework For The Preparation and Presentation Of Financial Statements, 

Income and expenses are defined as follows: 

(a) Income is increase in economic benefits during the accounting period in the form of 

inflows or enhancements of assets or decreases of liabilities that result in increases 

in equity, other than those relating to contributions from equity participants.  

(b) Expenses are decreases in economic benefits during the accounting period in the 

form of outflows or depletions of assets or incurrences of liabilities that result in 

decreases in equity, other than those relating to distributions to equity participants.  

9.1 Revenue from operations:  

The aggregate of Revenue from operations needs to be disclosed on the face of the 

Statement of Profit and Loss as per Schedule III 

9.1.1 Note 2(A) to General Instructions for the Preparation of Statement of Profit and 

Loss require that in respect of a company other than a finance company, Revenue from 

operations is to be separately disclosed in the notes, showing revenue from:  

(a) Sale of products 

(b) Sale of services 

(c) Other operating revenues 

(d) Less: Excise duty 

9.1.2 As per AS-9 “Revenue Recognition”, the above disclosure in respect of Excise Duty 
needs to be shown on the face of the Statement of Profit and Loss. Since Accounting 

Standards override Schedule III, the presentation in respect of excise duty will have to be 

made on the face of the Statement of Profit and Loss. In doing so, a company may choose 

to present the elements of revenue from sale of products, sale of services and other 

operating revenues also on the face of the Statement of Profit and Loss instead of the 

Notes. 

9.1.3Indirect taxes such as Sales tax, Service tax, Purchase tax etc. are generally collected 

from the customer on behalf of the government in majority of the cases. However, this 

may not hold true in all cases and it is possible that a company may be acting as p rincipal 

rather than as an agent in collecting these taxes. Whether revenue should be presented 

gross or net of taxes should depend on whether the company is acting as a principal and 

hence responsible for paying tax on its own account or, whether it is acting as an agent 

i.e. simply collecting and paying tax on behalf of government authorities. In the former 

case, revenue should also be grossed up for the tax billed to the customer and the tax 

payable should be shown as an expense. However, in cases, where a company collects tax 

only as an intermediary, revenue should be presented net of taxes.  

9.1.4 However, as per the Guidance Note on Value Added Tax, “Value Added Tax 
(VAT) is collected from the customers on behalf of the VAT authorities and, therefore, i ts 

collection from the customers is not an economic benefit for the enterprise and it does 

not result in any increase in the equity of the enterprise”. Accordingly, VAT should not be 
recorded as Revenue of the enterprise. At the same time, the payment of VAT should not 
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be treated as an expense in the Financial Statements of the company.  

9.1.5 Further, as per the definition of Revenue in the Guidance Note on Terms Used in 

Financial Statement, “It excludes amounts collected on behalf of third parties such as 

certain taxes”. The Guidance Note on VAT further states, “Where the enterprise has not 
charged VAT separately but has made a composite charge, it should segregate the 

portion of sales which is attributable to tax and should credit the same to ‘VAT Payable  

Account’ at periodic intervals”.  
9.1.6 For non-finance companies, revenue from operations needs to be disclosed 

separately as revenue from  

(a)  sale of products,  

(b)  sale of services and  

(c)  other operating revenues. 

It is important to understand what is meant by the term “other operating revenues” and 
which items should be classified under this head vis-à-vis under the head “Other Income”. 
9.1.7 The term “other operating revenue” is not defined. This would include Revenue 
arising from a company’s operating activities, i.e., either its principal or ancillary revenue-

generating activities, but which is not revenue arising from the sale of products or 

rendering of services. Whether a particular income constitutes “other operating revenue” 
or “other income” is to be decided based on the facts of each case and detailed 
understanding of the company’s activities. The classification of income would also 
depend on the purpose for which the particular asset is acquired or held. For instance, a 

group engaged in manufacture and sale of industrial and consumer products also has one 

real estate arm. If the real estate arm is continuously engaged in leasing of real estate 

properties, the rent arising from leasing of real estate is likely to be “other operating 
revenue”. On the other hand, consider a consumer products company which owns a 10 
storied building. The company currently does not need one floor for its own use and has 

given the same temporarily on rent. In that case, lease rent is not an “other operating 
revenue”; rather, it should be treated as “other income”.  
9.1.8 To take other examples, sale of Fixed Assets is not an operating activity of a 

company, and hence, profit on sale of fixed assets should be classified as other income 

and not other operating revenue. On the other hand, sale of manufacturing scrap arising 

from operations for a manufacturing company should be treated as other operating 

revenue since the same arises on account of the company’s main operating activity.  
9.1.9 Net foreign exchange gain should be classified as Other Income. This is because 

such gain or loss arises purely on account of fluctuation in exchange rates and not on 

account of sale of products or services rendered, unless the business of the company is to 

deal in foreign exchange. 

9.1.10 As per Note 2(A) to General Instructions for Preparation of Statement of Profit 

and loss, in respect of a finance company, revenue from operations shall include revenue 

from  
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(a)  Interest; and 

(b)  Other financial services 

Revenue under each of the above heads is to be disclosed separately by way of Notes to 

Accounts to the extent applicable. 

9.1.11 The term finance company is not defined under the Companies Act, 2013, or 

Schedule III. Hence, the same should be taken to include all companies carry ing on 

activities which are in the nature of “business of non-banking financial institution” as 
defined under section 45I(f) of the Reserve Bank of India Act, 1935.  

The relevant extract is reproduced below: 

(a) ‘‘business of a non-banking financial institution’’ means carrying on of the business 
of a financial institution referred to in clause (c) and includes business of a non-banking 

financial company referred to in clause (f); 

(c) ‘‘financial institution’’ means any non-banking institution which carries on as its 

business or part of its business any of the following activities, namely:–  

(i)  the financing, whether by way of making loans or advances or otherwise, of any 

activity other than its own:  

(ii)  the acquisition of shares, stock, bonds, debentures or securities issued by a 

Government or local authority or other marketable securities of a like nature:  

(iii)  letting or delivering of any goods to a hirer under a hire-purchase agreement as 

defined in clause (c) of section 2 of the Hire-Purchase Act, 1972:  

(iv)  the carrying on of any class of insurance business;  

(v)  managing, conducting or supervising, as foreman, agent or in any other capacity, of 

chits or kuries as defined in any law which is for the time being in force in any State, 

or any business, which is similar thereto;  

(vi)  collecting, for any purpose or under any scheme or arrangement by whatever name 

called, monies in lumpsum or otherwise, by way of subscriptions or by sale of units, 

or other instruments or in any other manner and awarding prizes or gifts, whether 

in cash or kind, or disbursing monies in any other way, to persons from whom 

monies are collected or to any other person, but does not include any institution, 

which carries on as its principal business,–  

 (a)  agricultural operations; or  

 (aa) industrial activity; or 

 (b)  the purchase or sale of any goods (other than securities) or the providing of 

any services; or  

 (c)  the purchase, construction or sale of immovable property, so however, that no 

portion of the income of the institution is derived from the financing of 

purchases, constructions or sales of immovable property by other persons;  
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  Explanation.– For the purposes of this clause, ‘‘industrial activity’’ means any 
activity specified in sub-clauses (i) to (xviii) of clause (c) of section 2 of the 

Industrial Development Bank of India Act, 1964; 

(f)  ‘‘non-banking financial company’’ means–  

 (i)  a financial institution which is a company;  

 (ii)  a non-banking institution which is a company and which has as its principal 

business the receiving of deposits, under any scheme or arrangement or in 

any other manner, or lending in any manner;  

 (iii)  such other non-banking institution or class of such institutions, as the bank 

may, with the previous approval of the Central Government and by 

notification in the Official Gazette, specify; 

9.1.12 Accordingly, applying the aforesaid definition, the term “finance company” would 
cover all NBFCs - Asset Finance companies, Investment companies, Leasing and Hire 

Purchase companies, Loan companies, Infra Finance companies, Core Investment 

companies, Micro-finance companies, etc. Further, Housing Finance Companies regulated 

by National Housing Bank should also be considered as a finance company.  

9.2 Other income:  

The aggregate of ‘Other income’ is to be disclosed on face of the Statement of Profit and 
Loss. 

9.2.1 As per Note 4 to General Instructions for the preparation of Statement of Profit and 

Loss ‘Other Income shall be classified as: 
(a)  Interest Income (in case of a company other than a finance company); 

(b)  Dividend Income; 

(c)  Net gain / loss on sale of investments; 

(d)  Other non-operating income (net of expenses directly attributable to such income).  

9.2.2 All kinds of interest income for a company other than a finance company should be 

disclosed under this head such as interest on fixed deposits, interest from customers on 

amounts overdue, etc. 

9.2.3 Clause (a) of Note 5 (vii) requires a separate disclosure for Dividends from 

subsidiary companies. The Old Schedule VI specifically required parent companies to 

recognise dividend declared by subsidiary companies even if declared after the Balance 

Sheet date if they are related to the period covered by the Financial Statements. The 

Schedule III (and earlier, the Revised Schedule VI) does not prescribe any such accounting 

requirement. Accordingly, dividend income from subsidiary companies should be 

recognized in accordance with AS-9, i.e. only when they have a right to receive the same 

on or before the Balance Sheet date. Normally, the right to receive is established only 

when the dividend is approved by the shareholders at the Annual General Meeting of the 

investee company. 
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9.2.4 Other income items such as interest income, dividend income and net gain on sale 

of investments should be disclosed separately for Current as well as Long-term 

Investments as required by AS13 “Accounting for Investments”. If it is a net loss the same 
should be classified under expenses. 

9.2.5 For other non-operating income, income should be disclosed under this head net 

off expenses directly attributable to such income. However, the expenses so netted off 

should be separately disclosed. 

9.3  Share of profits/losses in a Partnership firm 

9.3.1 Though, there is no specific requirement in the Schedule III to disclose profit or 

losses on investments in a partnership firm as was required by the Old Schedule VI, the 

same should be disclosed as discussed as under.  

9.3.2 Share of profit or loss in a partnership firm accrues the moment the same is 

computed and credited or debited to the Capital/Current/any other account of the 

company in the books of the partnership firm. Hence, the same should be accordingly 

accounted for in the books of the company.  

9.3.3 Separate disclosure of profits or losses from partnership firms should be made. In a 

case where the company was a partner during the year but is not a partner at the end of 

the year, the disclosure should be made for the period during which the company was a 

partner. 

9.3.4  The company's share of the profits or losses of the partnership firm should be 

calculated by reference to the company's own accounting year. The Financial Statements 

of the partnership for computing the share of profits and losses should be drawn up to 

the same reporting date. If it is not practicable to draw up the Financial Statements of the 

partnership upto such date and, are drawn up to a different reporting date, drawing 

analogy from AS-21 and AS-27, adjustments should be made for the effects of significant 

transactions or other events that occur between that date and the date of the parent’s 
Financial Statements. In any case, the difference between reporting dates should not be 

more than six months. In such cases, the difference in reporting dates should be 

disclosed. 

9.3.5 In case the year ending of the company and of the firm fall on different dates, the 

Financial Statements of the company should also contain a note to indicate that the 

accounting period of the partnership firm in respect of which the profits or losses have 

been accounted for in the company's books. 

9.3.6 If however, a partnership firm happens to be in the nature of a Jointly Controlled 

Operation as defined in AS-27, the share of incomes, expenses, assets or liabilities will 

have to be accounted for in the Standalone Financial Statements as prescribed in AS-27. 

9.3.7 In case the partnership firm is a Subsidiary under AS-21, Associate under AS-23 or 

Jointly Controlled Entity/Jointly Controlled Operation under AS-27, in the Consolidated 

Financial Statements, the share of profit/loss from the firm should be accounted for in 

terms of the applicable Accounting Standard as stated above. 
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9.3.8 The aforesaid principles should also be applied to accounting for the share of 

profits and losses in an Association of Persons (AOP).  

9.4 Share of profits/losses in a Limited Liability Partnership (LLP) 

9.4.1 A Limited Liability Partnership, as per the LLP Act, is a body corporate and the share 

of profit/loss in the LLP does not accrue to the partners till the same is transferred to the 

Partners’ Capital/Current Account as per the terms of the LLP Agreement. Accordingly, 
the share of profit/loss should be accounted in the books of the company as and when 

the same is credited/debited to the Partners’ Capital Account.  
9.4.2 Depending upon the terms of agreement between the Partners, the LLP may be a 

Subsidiary under AS-21, Associate under AS-23 or Jointly Controlled Entity under AS-27. 

Hence, accounting in respect of the same in the Consolidated Financial Statements would 

be governed by the applicable Accounting Standards.  

9.5 Expenses 

The aggregate of the following expenses are to be disclosed on the face of the 

Statement of Profit and Loss: 

 Cost of materials consumed 

 Purchases of Stock-in-Trade 

 Changes in inventories of finished goods, work in progress and stock in trade 

 Employee benefits expense 

 Finance costs 

 Depreciation and amortization expense 

 Other expenses 

9.5.1 Cost of materials consumed  

9.5.1.1 This disclosure is applicable for manufacturing companies. Materials consumed 

would consist of raw materials, packing materials (where classified by the company as raw 

materials) and other materials such as purchased intermediates and components which 

are ‘consumed’ in the manufacturing activities of the company. Where packing materials 
are not classified as raw materials the consumption thereof should be disclosed 

separately. However, intermediates and components which are internally manufactured 

are to be excluded from the classification: 

9.5.1.2 For purpose of classification of inventories, internally manufactured components 

may be disclosed as below: 

i. where such components are sold without further processing they are to be 

disclosed as 'finished products'. 

ii. where such components are sold only after further processing, the better course is 

to disclose them as 'work-in-progress' but they may also be disclosed as 

'manufactured components’ subject to further processing or with such other 
suitable description as 'semi-finished products' or 'intermediate products'. 
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iii.  where such components are sometimes sold without further processing and 

sometimes after further processing it is better to disclose them as 'manufactured 

components'. 

9.5.1.3 For the purpose of interpreting the requirement to classify the raw materials, 

some guidance may be necessary with regard to the question as to what constitutes raw 

materials. According to the strict dictionary connotation of this term, raw materials would 

include only materials obtained in the state of nature. Such a definition would, however, 

be unrealistic in context of this requirement because it would exclude even a basic 

material such as steel. Generally speaking, the term “raw materials” would include 
materials which physically enter into the composition of the finished product. Materials, 

such as stores, fuel, spare parts etc, which do not enter physically into the composition of 

the finished product, would therefore, be excluded from the purview of the term “raw 
materials”.  
9.5.1.4  The requirement is silent with regard to containers and packaging materials. It is, 

therefore, open to question whether such materials constitute a category of “raw 
materials” for the purpose of the classification. The matter should be decided in the light 
of the facts and circumstances of each case, the nature of the containers and packaging 

materials, their relative value in comparison to the raw materials consumed, and other 

similar considerations. Where, however, packaging materials, because of their nature are 

included in raw materials it is preferable to show the description as “raw materials 
including packaging materials consumed”. 
9.5.1.5 Since in case of a company which falls under the category of manufacturing or 

manufacturing and trading company, disclosure is required with regard to raw materials 

consumed, care should be taken to ensure that the figures relate to actual consumption 

rather than “derived consumption”. The latter figure is ordinarily obtained by deducting 
the closing inventory from the total of the opening inventory and purchases, but this 

figure may not always represent a fair indication of actual consumption because it might 

conceal losses and wastages. On the other hand, if the figure of actual consumption can 

be compiled from issue records or other similar data, it is likely to be more accurate. 

Where this is not possible, the derived figure of consumption may be shown and it is left 

to the company, according to the circumstances of each case, to determine whether any 

footnote is required to indicate that the consumption disclosed is on the basis of derived 

figures rather than actual records of issue.  

9.5.1.6 Where the consumption is disclosed on the basis of actual records of issue, a 

further question arises with regard to the treatment of shortages, losses and wastages. In 

most manufacturing companies, these are inevitable. It is, therefore, suggested that the 

company should itself establish reasonable norms of acceptable margins. Any shortages, 

losses or wastages which are within these norms may be regarded as an ordinary 

incidence of the manufacturing process and may, therefore, be included in the figure of 

consumption. On the other hand, any shortages, losses or wastages which are beyond the 

permitted margin or when they are known to have occurred otherwise than in the 

manufacturing process, should not be included in the consumption figures. Whether or 
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not such abnormal variations need to be separately disclosed in the accounts would 

depend upon the facts and circumstances of each case. The General Instructions for 

Preparation of Statement of Profit and Loss does not require any specific disclosures.  

9.5.1.7 In the case of industries where there are several processes, materials may move 

from process to process, so that the finished product of one department constitutes the 

raw materials of the next. Since the disclosure requirement provides only for disclosure of 

raw material under broad heads and goods purchased under broad heads and also 

having regard to the fact that the consumption of raw materials for production of such 

intermediates would have to be accounted as raw materials consumed, it follows that 

internal transfers from one department to another should be disregarded in determining 

the consumption figures to be disclosed. 

9.5.2 Purchases of Stock in Trade 

Stock-in-trade refers to goods purchased normally with the intention to resell or trade in. 

In case, any semi-finished goods/materials are purchased with an intention of doing 

further processing activities on the same, the same should be included in ‘cost of 
materials consumed’ rather than under this item. 

9.5.3 Changes in inventories of finished goods, work-in-progress and stock-in-trade 

This requires disclosure of difference between opening and closing inventories of finished 

goods, work-in-progress and stock-in-trade. The difference should be disclosed 

separately for finished goods, work in progress and stock in trade.  

9.5.4 Employee benefits expense [Note 5(i)(a)] 

This requires disclosure of the following details: 

9.5.4.1Salaries and wages 

The aggregate amounts paid/payable by the company for payment of salaries and wages 

are to be disclosed here. Expenses on account of bonus, leave encashment, compensation 

and other similar payments also need to be disclosed here. Where a separate fund is 

maintained for Gratuity payouts, contribution to Gratuity fund should be disclosed under 

the sub-head Contribution to provident and other funds. 

The term employee should be deemed to include directors who are either in whole-time 

or part-time employment of the company. It will exclude those directors who attend only 

Board meetings and are not under a contract of service with the company. Those who act 

as consultants or advisers without involving the relationship of master and servant with 

the company should also be excluded. A distinction should be made between persons 

engaged under a contract of service and those engaged under a contract for services. 

Only the former are to be included in the computation. Whether part-time employees are 

to be included would depend on the facts and circumstances of each case - the basic 

criterion being whether they are employed under a contract of service or a contract for 

services. 
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9.5.4.2 Contribution to provident and other funds 

The aggregate amounts paid/payable by a company on account of contributions to 

provident fund and other funds like Gratuity fund, Superannuation fund, etc. are to be 

disclosed here.  

Contributions for such funds for contract labour may also be separately disclosed here. 

However, penalties and other similar amounts paid to the statutory author ities are not 

strictly in the nature of ‘contribution’ and should not be disclosed here.  
9.5.4.3  Expense on Employee Stock Option Scheme (ESOP) and Employee Stock 

Purchase Plan (ESPP) 

The amount of expense under this head should be determined in accordance with the 

Guidance Note on Accounting for Employee Share based Payments and/or the SEBI 

(Employee Stock Option Scheme and Employee Stock Purchase Scheme) Guidelines, 1999, 

as applicable. All disclosures required by the aforesaid Guidance Note should be made 

here. 

9.5.4.4  Staff welfare expense 

The total expenditure on Staff welfare is to be disclosed herein.  

9.5.5  As per Note 3 of to the General Instructions for the Preparation of the 

Statement of Profit and Loss, disclosure of Finance costs is to be bifurcated under 

the following: 

(A)  Interest expense 

(B)  Other borrowing costs 

(C)  Applicable net gain/loss on foreign currency transactions and translation 

A) Interest expense 

This would cover interest paid on borrowings from banks and others, on debentures , 

bonds or similar instruments etc. Finance charges on finance leases are in the nature of 

interest expense and hence should also be classified as interest expense.  

B) Other borrowing costs 

Other borrowing costs would include commitment charges, loan processing charges, 

guarantee charges, loan facilitation charges, discounts/premium on borrowings, other 

ancillary costs incurred in connection with borrowings, or amortization of such costs, etc.  

C)  Applicable net gain/loss on foreign currency transactions and translation 

As per Para 4(e) of AS-16, borrowing costs also include exchange differences arising from 

foreign currency borrowings to the extent that they are regarded as an adjustment to 

interest costs. Any such exchange differences would need to be disclosed under this 

head. 

9.5.6 Depreciation and amortization expense [Note 5(i)(b)] 

A company has to disclose depreciation provided on fixed assets and amortization of 

intangible assets under this head.  
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9.5.7 Other Expenses  

All other expenses not classified under other heads will be classified here. For this 

purpose, any item of expenditure which exceeds one percent of the revenue from 

operations or ` 1,00,000, whichever is higher (as against the requirement of Old Schedule 

VI of 1 percent of total revenue or ` 5,000 whichever is higher), needs to be disclosed 

separately. 

Further Note 5(vi) requires a separate disclosure of each of the following items, which will 

also be classified under ‘Other expenses’ 
 Consumption of stores and spare parts; 

 Power and fuel; 

 Rent; 

 Repairs to buildings; 

 Repairs to machinery; 

 Insurance; 

 Rates and taxes, excluding taxes on income; 

 Miscellaneous expenses. 

9.6 Exceptional items 

The term ‘Exceptional items’ is not defined in Schedule III. However, AS-5 “Net Profit or 

Loss for the period, Prior period items and changes in Accounting Policies ” has a reference 
to such items in Paras 12, 13 and 14.  

“Para 12: When items of income and expense within profit or loss from ordinary activities 

are of such size, nature or incidence that their disclosure is relevant to explain the 

performance of the enterprise for the period, the nature and amount of such items should 

be disclosed separately. 

Para 13: Although the items of income and expense described in paragraph 12 are not 

extraordinary items, the nature and amount of such items may be relevant to users of 

Financial Statements in understanding the financial position and performance of an 

enterprise and in making projections about financial position and performance. Disclosure 

of such information is sometimes made in the notes to the Financial Statements.  

Para 14: Circumstances which may give rise to the separate disclosure of items of income 

and expense in accordance with paragraph 12 include: the write-down of inventories to net 

realisable value as well as the reversal of such write-downs; a restructuring of the activities 

of an enterprise and the reversal of any provisions for the costs of restructuring;”  

 disposals of items of fixed assets; 

 disposals of long-term investments; 

 legislative changes having retrospective application; 

 litigation settlements; and 
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 other reversals of provisions. 

In case the company has more than one such item of income / expense of the above 

nature, the aggregate of such items should be disclosed on the face of the Statement of 

Profit and Loss. Details of the all individual items should be disclosed in the Notes.   [Note 

5 (i) (l) to the General Instructions for preparation of the Statement of Profit and Loss]  

9.7 Extraordinary items 

The term ‘Extraordinary items’ is not defined in Schedule III. However, AS 5 “Net Profit or 

Loss for the period, Prior period items and changes in Accounting Policies ” at para 4.2 
defines ‘extraordinary items’ as: ‘Extraordinary items are income or expenses that arise 

from events or transactions that are clearly distinct from the ordinary activities of the 

enterprise and, therefore, are not expected to recur frequently or regularly. Further p ara 8 of 

AS-5 discusses about the disclosure of extraordinary items as below:  

Extraordinary items should be disclosed in the Statement of Profit and Loss as a part of net 

profit or loss for the period. The nature and the amount of each extraordinary item should 

be separately disclosed in the Statement of Profit and Loss in a manner that its impact on 

current profit or loss can be perceived.” 

In case the company has more than one such item of income / expense of the above 

nature, the aggregate of such items should be disclosed on the face of the Statement of 

Profit and Loss. Details of the all individual items should be disclosed in the Notes. [Note 

5 (i) (l) to the General Instructions for Preparation of the Statement of Profit and Loss].  

9.8 Tax expense:  

This is to be disclosed on the face of the Statement to Profit and Loss and bifurcated into:  

(1) Current tax and  

(2) Deferred tax 

9.8.1 Current tax 

9.8.1.1 The term ‘Current tax’ has been defined under AS-22 “Accounting for Taxes” on 
Income as the amount of income tax determined to be payable (recoverable) in respect of 

the taxable income (tax loss) for a period. Hence, details of all taxes on income payable 

under the applicable taxation laws should be disclosed here.  

9.8.1.2 Presentation for Minimum Alternate Tax (MAT) credit should be made as 

prescribed by the ICAI Guidance Note on “Accounting for Credit Available in Respect of 

Minimum Alternative tax under the Income-tax Act, 1961’. The relevant portion is as 
under: 

“Profit and Loss Account: 

15. According to paragraph 6 of Accounting Standards Interpretation (ASI) 6, ‘Accounting 
for Taxes on Income in the context of Section 115JB of the Income-tax Act, 1961’, issued by 
the Institute of Chartered Accountants of India, MAT is the current tax. Accordingly, the tax 

expense arising on account of payment of MAT should be charged at the gross amount, in 

the normal way, to the profit and loss account in the year of payment of MAT. In the year in 

which the MAT credit becomes eligible to be recognised as an asset in accordance with the 
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recommendations contained in this Guidance Note, the said asset should be c reated by way 

of a credit to the profit and loss account and presented as a separate line item therein .” 

The Disclosure in this regard should be made as under : 

Current tax (MAT) XX 

Less : MAT credit entitlement (XX) 

Net Current tax XX 

9.8.1.3 Any interest on shortfall in payment of advance income-tax is in the nature of 

finance cost and hence should not be clubbed with the Current tax. The same should be 

classified as Interest expense under finance costs. However, such amount should be 

separately disclosed.  

9.8.1.4 Any penalties levied under Income tax laws should not be classified as Current 

tax. Penalties which are compensatory in nature should be treated as interest and 

disclosed in the manner explained above. Other tax penalties should be classified  under 

Other expenses. 

9.8.1.5 Wealth tax payable by a company on assets liable for wealth tax should not be 

included within current tax since the same is not a tax on income. Accordingly, wealth tax 

should be included in Rates and taxes under other expenses. 

9.8.1.6 Excess/Short provision of tax relating to earlier years should be separately 

disclosed. 

9.8.2 Deferred tax 

9.8.2.1 Any charge/credit for deferred taxes needs to be disclosed separately on the 

face of the Statement of Profit and Loss. 

9.8.2.2 AS22 “Accounting for Taxes on Income” defines ‘Deferred tax’ as the tax effect of 
timing differences. 

Timing differences are defined as “differences between taxable income and accounting 
income for a period that originate in one period and are capable of reversal in one or more 

subsequent periods.” 

9.9 Profit / (loss) for the period from Discontinuing operations 

9.9.1 The term ’Discontinuing operations’ is defined in AS 24 “Discontinuing operations” as 
a component of an enterprise:  

a. that the enterprise, pursuant to a single plan, is: 

 (i) disposing of substantially in its entirety, such as by selling the component in a 

single transaction or by demerger or spin-off of ownership of the component to 

the enterprise's shareholders; or 

 (ii) disposing of piecemeal, such as by selling off the component's assets and 

settling its liabilities individually; or 

 (iii) terminating through abandonment; and 
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b. that represents a separate major line of business or geographical area of operations; 

and 

c. that can be distinguished operationally and for financial reporting purposes.  

9.9.2 Profit or loss from Discontinuing Operations needs to be separately disclosed on 

the face of Statement of Profit and Loss. This disclosure is in line with the disclosure 

requirement of AS-24 Para 32(a) which requires the amount of pre-tax profit or loss from 

ordinary activities attributable to the discontinuing operation during the current financial 

reporting period, and the income tax expense related thereto to be disclosed on the face 

of the Statement of Profit and Loss. 

9.9.3 Further, AS-24 Para 32(b) requires the following disclosure to be made on the face 

of the Statement of Profit and Loss as well: 

“(b) the amount of the pre-tax gain or loss recognised on the disposal of assets or 

settlement of liabilities attributable to the discontinuing operation.” 

Accordingly, such disclosures for discontinuing operations should be made wherever 

applicable.  

9.10 Tax expense of discontinuing operations 

In case there are any taxes payable / tax credits available on profits / losses of 

discontinuing operations, the same needs to be disclosed as a separate line item on the 

Statement of Profit and Loss.  

9.11 Earnings per equity share 

Computation of Basic and Diluted Earnings Per Share should be made in accordance w ith 

AS20 Earnings Per Share. It is pertinent to note that the nominal value of equity shares 

should be disclosed along with the Earnings Per Share figures as required by AS20.  

10 Other additional information to be disclosed by way of 

Notes to Statement of Profit and Loss 

Besides the above disclosures, Para 5 of the General instructions for Preparation of 

Statement of Profit and Loss also require disclosure on the following items:  

10.1 Adjustments to the carrying amount of investments [Clause (h) of Note 5(i)] 

In case there are any adjustments to carrying amount of investments pursuant to 

diminution in value of the investment (or reversal thereof) in conformity with AS 13 

“Accounting for Investments”, the same should be disclosed here.  
10.2  Net gain or loss on foreign currency translation (other than considered as 

finance cost) Clause (i) of Note 5(i) 

Any gains / losses on account of foreign exchange fluctuations are to be disclosed 

separately as per AS11. Thus net exchange loss should be classified under Other expenses 

and the amount so included should be separately disclosed. Under this head, exchange 

differences to the extent classified as borrowing costs as per Para 4(e) of AS-16 should 

not be disclosed. Refer para9.6.5 [Note 3(c) of Schedule III].  
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10.3 Payments to the auditor [Clause (j) of Note 5(i)] 

Payments covered here should be for payments made to the firm of auditor(s). Expenses 

incurred towards such auditor’s remuneration should be disclosed under each of the 
following sub-heads as follows: 

As : 

(a) Auditor, 

(b) For taxation matters, 

(c) For company law matters, 

(d) For management services, 

(e) For other services, 

(f) For reimbursement of expenses; 

10.4 Prior period items [Clause (m) of Note 5 (i)] 

The term ‘Prior period Items’ is not defined in Schedule III. AS 5 “Net Profit or Loss for the 

period, Prior period items and changes in Accounting Policies”, in para 4.3 defines ‘Prior 
period items’ as “Prior period items are income or expenses which arise in the current 

period as a result of errors or omissions in the preparation of the Financial Statements of 

one or more prior periods”. 

10.5 The Schedule III requires the following additional information to be given by 

way of notes: 

Nature of company Disclosures required 

Manufacturing companies Raw materials under broad heads 

Goods purchased under broad 

heads 

Trading companies Purchases of goods traded under 

broad heads 

Companies rendering or 

supplying services 

Gross income derived from 

services rendered under broad 

heads 

Company that falls under more 

than one category 

It will be sufficient compliance 

with the requirements, if 

purchases, sales and consumption 

of raw material and the gross 

income from services rendered are 

shown under broad heads. 
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10.6 The disclosure requirements to be made for the above in the Financial 

Statements are discussed as under: 

The disclosures required as above are not very clear and give rise to the following 

questions: 

(a) Whether a company is required to disclose quantitative details or not? 

(b) Whether a manufacturing company will disclose purchase, sale or consumption of 

raw materials? 

(c) What is meant by “good purchased” in case of manufacturing companies?  

(d) While there is a requirement to disclose gross income in case of a service company 

and sales in case of a company falling under more than one category, there is no 

clear requirement to disclose sales for a manufacturing or a trading company.  

(e) With regard to a company falling under more than one category different 

interpretations seem possible. One interpretation is that it should disclose purchase, 

sale and consumption for raw material. The other interpretation is that purchase 

relates to traded goods, sale relates to all goods sold (both manufactured goods 

and traded goods) and for raw material, only consumption needs to be disclosed.  

10.7 Since the Schedule III gives a note stating that “Broad heads shall be decided taking 
into account the concept of materiality and presentation of true and fair view of Financial 

Statements”, a company may consider the following in deciding the disclosures required:  
(a) Apparently, there is no need to give quantitative details for any of the items.  

(b) Considering the ambiguity and on a conservative interpretation, a manufacturing 

company may disclose the following under broad heads: 

(i) Consumption of major items of raw materials (including other items classified 

as raw material such as intermediates/components/packing material)  

(ii) Goods purchased for trading (if any) 

(iii) Though the Schedule III does not specifically require, it is also suggested to 

disclose major items of opening and closing stock. However, it is not 

mandatory. 

(iv) Considering the requirement to disclose gross income in case of a service 

company and sales in case of a company falling in more than one category, 

disclosure of sales of finished goods should also be made under broad heads. 

(c) The term “broad heads” may be interpreted to mean broad categories of raw 
materials, goods purchased, etc. These categories should be decided based on the 

nature of each business and other facts and circumstances. Normally, 10 percent of 

total value of sales/services, purchases of trading goods and consumption of raw 

material is considered as an acceptable threshold for determination of broad heads. 

Any other threshold can also be considered taking into account the concept of 

materiality and presentation of true and fair view of Financial Statements.  

(d) Similar principle may be followed to decide disclosure requirement in other cases.  
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10.8 Based on the above perspectives, given below is a suggested format for making this 

disclosure: 

10.8.1 Manufacturing company 

(Amount in `) 

Particulars Consumption 

Raw materials  

Raw material A XX 

(YY) 

Raw material B XX 

(YY) 

Others XX 

(YY) 

Total XX 

(YY) 

Particulars Purchases 

Goods purchased  

Traded item A XX 

(YY) 

Traded item B XX 

(YY) 

Others XX 

(YY) 

Total XX 

(YY) 

 

Particulars Sales values Closing 

Inventory 

Opening 

Inventory 

Manufactured goods     

Finished goods A XX 

(YY) 

XX 

 

XX 

 

Finished goods B XX 

(YY) 

XX XX 

Others XX 

(YY) 

XX XX 

Total XX XX XX 
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(YY)   

Traded goods     

Traded goods A XX 

(YY) 

XX 

 

XX 

 

Traded goods B XX 

(YY) 

XX XX 

Others XX 

(YY) 

XX XX 

Total XX 

(YY) 

XX 

 

XX 

 

 

Particulars WIP 

Work in Progress   

Goods A WIP XX 

(YY) 

Goods B WIP XX 

(YY) 

Others XX 

(YY) 

Total XX 

(YY) 

10.8.2 Trading company 

Particulars Purchase Sales 

Traded goods   

Traded goods A XX 

(YY) 

XX 

(YY) 

Traded goods B XX 

(YY) 

XX 

(YY) 

Others XX 

(YY) 

XX 

(YY) 

Total XX 

(YY) 

XX 

(YY) 
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10.8.3 Service Company 

Particulars Amount 

Services rendered  

Service A XX 

(YY) 

Service B XX 

(YY) 

Others XX 

(YY) 

Total XX 

(YY) 

Note : Figures in brackets represent previous year figures. 

A company falling under more than one category will make the above disclosures, 

to the extent relevant. 

10.9  The aggregate, if material, of any amounts set aside or proposed to be set 

aside, to reserve [Clause (a) of Note 5(iv)] 

10.9.1 Disclosure is required for amounts set aside or proposed to be set aside to 

reserves out of the profits for the period. The said transfers can be in terms of the 

applicable statute under which the Financial Statements are prepared i.e., the Companies 

Act, 2013 or any other applicable statute e.g. Income Tax Act, 1961, or RBI Act, 1932, etc. 

Further, profits may also be appropriated to free reserves as deemed appropriate by the 

management. 

10.9.2 The transfer to reserves as above should, however, not include provisions made 

to meet any specific liability, contingency or commitment known to exist at the date as on 

which the Balance Sheet is made up. 

10.10  The aggregate, if material, of any amounts withdrawn from such reserves 

[Clause (b) of Note 5 (iv):  

In case the company has made any withdrawals from any reserves created in terms of 

Clause (a) of Note5(iv) above, the same is to be disclosed separately.  

It may be noted that such setting aside as well as withdrawal from reserves is to be 

disclosed under applicable Line item of Reserves and Surplus, and not under the 

Statement of Profit and Loss since the same is an appropriation of profits and not a 

charge against revenue. 

10.11  The aggregate, if material, of the amounts set aside to provisions made for 

meeting specific liabilities, contingencies or commitments and amounts withdrawn 

from such provisions, as no longer required [Clause (a) of Note5(v) and Clause (b) of 

Note5(v)] 
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The amounts in respect of the items under this requirement should be separately disclosed as 

a charge to the Statement of Profit and Loss. Provisions no longer required should be 

credited to the Statement of Profit and Loss.  

10.12 Clause (b) of Note 5(vii) requires disclosure for ‘Provisions for losses of 
subsidiary companies’. 
However, as per AS-13, a provision in respect of losses made by subsidiary companies is 

made only when the same results in an other than temporary diminution in the value of 

investments in the subsidiary. Accordingly, the aforesaid disclosure should be made 

separately only where such a provision has been made in respect of the investment in 

such loss-making subsidiary. 

10.13 Clause (k) of Note 5(i) requires disclosure for ‘expenditure incurred on 
corporate social responsibility activities’. 
This new requirement introduced by the Companies Act 2013 is that the companies which 

are covered under Section 135 are required to disclose the amount of expenditure 

incurred on corporate social responsibility activities.  The Guidance Note on Accounting 

for Expenditure on Corporate Social Responsibility Activities issued may be referred to for 

disclosure requirements, which are essentially as under: 

a)  From the perspective of better financial reporting and in line with the requirements 

of Schedule III in this regard, it is recommended that all expenditure on CSR 

activities, that qualify to be recognised as expense should be recognised as a 

separate line item as ‘CSR expenditure’ in the statement of  profit and loss. Further, 

the relevant note should disclose the break-up of various heads of expenses included 

in the line item ‘CSR expenditure’. 
b)  The notes to accounts relating to CSR expenditure should also contain the following: 

(1)  Gross amount required to be spent by the company during the year.  

(2)  Amount spent during the year on: 

In cash Yet to be paid in cash Total 

(i) Construction/acquisition of any asset 

(ii) On purposes other than (i) above 

The above disclosure, to the extent relevant, may also be made in the notes to  the 

cash flow statement, where applicable. 

(c)  Details of related party transactions, e.g., contribution to a trust controlled by the 

company in relation to CSR expenditure as per Accounting Standard (AS) 18, Related 

Party Disclosures. 

(d) Where a provision is made in accordance with paragraph 8 above the same should 

be presented as per the requirements of Schedule III to the Companies Act, 2013. 

Further, movements in the provision during the year should be shown separately. 
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11 Other Disclosures  

The Statement of Profit and Loss shall also contain by way of a note the following 

information, namely:- 

(a) Value of imports calculated on C.I.F basis by the company during the financial year in 

respect of – 

 I. Raw materials; 

 II. Components and spare parts; 

 III. Capital goods; 

(b) Expenditure in foreign currency during the financial year on account of royalty, 

know-how, professional and consultation fees, interest, and other matters;  

(c) Total value if all imported raw materials, spare parts and components consumed 

during the financial year and the total value of all indigenous raw materials, spare 

parts and components similarly consumed and the percentage of each to the total 

consumption; 

(d) The amount remitted during the year in foreign currencies on account of dividends 

with a specific mention of the total number of non-resident shareholders, the total 

number of shares held by them on which the dividends were due and the year to 

which the dividends related; 

(e) Earnings in foreign exchange classified under the following heads, namely :- 

 Export of goods calculated on F.O.B. basis; 

 Royalty, know-how, professional and consultation fees; 

 Interest and dividend; 

 Other income, indicating the nature thereof 

11.1 Value of imports calculated on C.I.F. basis by the company during the financial 

year [Clause (a) of Note 5(viii)] 

The above disclosure is to be given in respect of – 

 Raw materials;  

 Components and spare parts; 

 Capital goods. 

11.1.1 One of the requirements of disclosure as a note to the Statement of Profit and 

Loss is the value of imports of raw materials calculated on C.I.F. basis. The manner in 

which the term “raw materials” should be interpreted for this purpose, is as discussed in 
para9.5.1.3 of this Guidance Note. 

11.1.2Disclosure is also required to be made as to the value of imports of components 

and spare parts and capital goods respectively. The term “components” may be 
interpreted in the same manner as the term “intermediates or components” in connection 
with the requirement, discussed earlier in para9.5.1.2 of this Guidance Note, to disclose 
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the consumption of purchased components or intermediates. The term “spare parts” 
would ordinarily relate to spare parts for plant and machinery and other capital 

equipment. The total value of imports of components and spare parts may be di sclosed in 

the aggregate. It may be appropriate to sub-classify the value of imports between 

components and spare parts respectively since the nature of these two items is not 

entirely similar. Such separate classification however, is not a mandatory requi rement of 

the Schedule III. However, wherever the records for raw materials and components are 

maintained together, the information required under this clause pertaining to 

components can be presented collectively with raw materials.  

11.1.3 As regards “capital goods”, disclosure would be involved in respect of imported 
plant and machinery, furniture and fixtures, transport equipment, intangible assets and 

other types of expenditure which is treated as capital expenditure in the books of 

account. It is undoubtedly anomalous to disclose the value of imports of capital goods by 

way of a note on the Statement of Profit and Loss, since by the very definition, capital 

assets do not form part of the Statement of Profit and Loss. However, since this is the 

specific requirement of the Schedule III, it would have to be complied as such. Since this 

disclosure is required for the Statement of Profit and Loss, it would not be advisable to 

disclose the imports of capital goods by way of a note on Fixed Assets- Tangible Assets or 

Capital work-in-progress, even though it would be more appropriate to do so.  

11.1.4 It is significant that this requirement covers only imported spare parts. It apparently 

does not apply to goods imported for sale, imported stores, etc. However, the practice 

followed by most companies is that imported stores are being clubbed with imported spare 

parts for the purposes of this disclosure. This is probably due to the practical difficulty 

involved in separating stores from spare parts. Hence, where it is not possible to segregate 

the two owing to practical difficulties, the total value of imports of stores and spare parts may 

be shown against a caption which clearly indicates that the value shown relates to both the 

stores as well as the spare parts. 

11.1.5 The disclosure in respect of imports of the foregoing items is to be made on 

accrual basis. This is because disclosure is required in respect of the value of imports 

“during the financial year”. Consequently, if the particular item has been imported du ring 

the accounting year, it should be disclosed as such, even though the payment is not 

made in that year. 

11.1.6 It is also to be noted that the disclosure under this requirement relates to the 

imports as such. It is not linked with the consumption of the material or utilization of 

capital goods.  

11.1.7 While a subsequent requirement relates to expenditure in foreign currency for 

designated items, the requirement presently under discussion is not linked with any 

particular expenditure in foreign currency or local currency. Consequently, the value of 

imports of raw materials, components and spare parts and capital goods is to be 

disclosed irrespective of whether or not such imports have resulted in an expenditure in 

foreign currency. It is possible that imports may have been arranged on Rupee payment 
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terms without involving any foreign currency expenditure but even so, the value of the 

imports would have to be suitably disclosed. 

11.1.8 Disclosure should be made in Indian currency. Where the imports involve foreign 

currency expenditure, the amount be disclosed would be the corresponding Rupee value 

of the imports as translated in the books of account on normal principles relating to the 

translation of foreign currencies.  

11.1.9 The value of the imports is to be calculated on C.I.F. basis – that is inclusive of 

cost, insurance and freight. It is possible that the imported materials may have been 

shipped by an Indian carrier and the insurance may have been arranged with an Indian 

insurer, so that, really, there is no element of import of services with regard to the 

insurance and freight. Even so, the Schedule III requires the value of the imports to be 

disclosed on a C.I.F. basis, and while this may be anomalous in the types of situations 

indicated above, the requirement should ordinarily be complied with. If for any reason, 

there is some practical difficulty in disclosing the value of the imports on C.I.F. basis, a 

footnote should be appended to the statement indicating the precise method by which 

the value of imports has been arrived at. For example, it may be stated that, because of 

practical difficulties in disclosing the value of imports on C.I.F. basis, such disclosure has 

been made on F.O.B. basis. Without attempting to particularize the various circumstances 

under which it may be difficult to disclose the value of imports on a C.I.F. basis, one 

example may be cited. A company may have standing arrangements with a shipping line 

or with an insurer so that all imports are covered through such a standing arrangement. 

In that case, it may be difficult to allocate the insurance or freight to each specific 

shipment. Similarly, if a company is a self insurer, or if it owns its own fleet of ships, 

disclosure of the value of imports cannot be made on a C.I.F. basis. In situations of this 

kind the matter should be covered by a suitable explanatory note but otherwise, wherever 

possible, the value of imports should be disclosed on a C.I.F. basis. It may be noted that 

the requirement to disclose the value on a C.I.F. basis relates to the method of 

computation of the value, rather than the terms of the import contract. It is not to be 

implied that this method of valuation is restricted to a case where the import contract is 

itself on a C.I.F. basis. 

11.1.10 Disclosure is required with regard to the value of imports “by the company”. 
This implies that only direct imports by the company are involved in the disclosure. If the 

company purchases imported materials in the open market, no disclosure would be 

necessary under this requirement. Similarly, if the company canalized its imports through 

another agency such as the State Trading Corporation, no disclosure would be required, 

since it is the latter agency which is the importing entity. On the other hand, if a company 

purchases import entitlements and thereafter imports materials on the basis of those 

entitlements, the value of such imports would need to be disclosed, since they are the 

imports of the company, irrespective of the manner in which the company procured the 

import entitlements. Within this rather broad statement of the case, it is apprehended 

that practical difficulties may arise in determining whether or not a particular import has 

been made “by the company”. 
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11.1.11 For the purpose of this requirement, only direct imports are to be taken into 

consideration. Imported materials purchased locally, and imports canalized through other 

sources, need not be disclosed. While this distinction may be clear in the large majority of 

cases, problems may arise in individual cases. In particular, in the case of indirect imports, 

care should be taken to determine whether the source from which the imports have been 

obtained represent an agency or an independent principal. If a company has appointed a 

person or a company as its agent for the purpose of securing the import of raw materials, 

etc., the imports through such agent must be regarded as the company’s imports, and the 
value of such imports should be disclosed pursuant to the requirement under this Note. 

On the other hand, if another person or company has already imported the materials and 

the company in question merely purchases such imported materials, on a principal to 

principal basis, (except in cases where importing the materials is done under specific 

requisition resulting in substance agent-principal relationship) the value of such imports 

should be ignored by the latter company, and included by the former.  

11.1.12 The value of imports should also include goods which are in transit on the 

Balance Sheet date, provided significant risks and rewards of ownership in those goods 

have already passed to the purchasing company. For the purpose of determining whether 

or not the property has passed, reference may be made to the terms of the import 

contract, and recognized legal principles, relating to this matter. Conversely, goods-in-

transit at the beginning of the year should be excluded on a similar basis so that they do 

not form part of the value of the current year’s imports or succeeding year’s for the 
purpose of the same disclosure relating to the value of imports. 

11.1.13 Since the requirement is to disclose the value of imports during the accounting 

year, it may be necessary to determine when the significant risks and rewards of 

ownership to the goods has passed from the overseas exporter to the Indian importer in 

accordance with the well recognized legal principles relating to this matter, irrespective of 

the fact whether or not the goods have been physically received. 

11.1.14 A particular problem may, however, arise in the case of import of capital goods 

where delivery is to be made in installments through part shipments from time to time. 

The contract may provide for the total value of the entire shipment and it may, therefore, 

be difficult to determine the separate value of the part shipments received during the 

accounting year. Since the disclosure which is required is in respect of imports during the 

accounting year, it may be necessary to estimate, on a reasonable basis, the separate 

value of part shipments. If such estimates are reasonable, no objection needs be taken 

thereto. 

11.1.15 It follows from this that, in appropriate cases, the disclosure would include the 

value of goods in transit at the end of the year if the significant risks and rewards of 

ownership in such goods has already passed to the Indian importer. Conversely, it may be 

necessary to exclude the value of the opening inventory in transit if the title to such 

inventory had already passed to the Indian importer prior to the end of the previous year.  

11.1.16 For the purpose of working out the C.I.F. value of imports, it may be necessary 

to make approximations in suitable cases. For example, a company may be actually 
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importing materials on the basis of F.O.B. contracts so that the values directly available 

from its records would be those relating to F.O.B. terms. In such cases, a standard formula 

may be applied in order to convert the F.O.B. values to C.I.F. For example, the company’s 
accountant may calculate that a loading of, say, eleven per cent on the F.O.B. values is 

ordinarily adequate and correct in order to convert the F.O.B. values to C.I.F. If such 

approximations are reasonable, no objection should ordinarily be taken thereto.  

11.2  Expenditure in foreign currency during the financial year [Clause (b) of 

Note5(viii)] 

The above is to be disclosed for expenditure incurred on account of royalty, know-how, 

professional and consultation fees, interest and other matters;  

11.2.1 In addition to the requirement discussed earlier relating to the disclosure of the 

value imported materials, and the disclosure relating to the consumption of imported 

materials as compared to indigenous materials, there is also a further requirement to 

disclose expenditure in foreign currency on account of royalty, know-how, professional 

consultation fees, interest, and other matters. 

11.2.2 In this particular case, the disclosure is to be made with regard to the 

expenditure in foreign currency. Consequently, if no foreign currency expenditure is 

involved, no disclosure would be required, even though the specific services covered by 

this requirement have been imported free of cost or against Rupee payment or against 

any other method of payment or adjustment not involving the expenditure of foreign 

currency. Although the disclosure is required to be made with regard to items involving 

expenditure in foreign currency, the amount to be disclosed would be the Indian Rupee 

amount. It should be noted that every company is required to follow accrual system of 

accounting and the requirement refers to ‘expenditure’, the disclosure should be on the 
basis of the expenditure incurred and recorded in the books of account and not on the 

basis of remittance. The appropriate Rupee figure can be obtained by converting the 

foreign exchange figure through the application of a rate of exchange which is suitable 

for that purpose, having regard to normal principles of foreign currency 

translation/conversion in accounts. If so desired, the foreign currency figure may also be 

given as additional information but this cannot be regarded as mandatory. 

11.2.3 While the requirement relating to the disclosure of imports clearly specifies the 

different heads under which the disclosure is to be made, and while the requirement 

relating to foreign exchange earnings also similarly indicates the specific heads under 

which the disclosure is to be classified, there is no such requirement with regard to the 

disclosure of expenditure in foreign currency. It is true that the specific items in respect of 

which such disclosure is to be made have been indicated, but this does not by itself imply 

that the disclosure is to be classified with reference to those items. At the same time, 

since such classification should not be difficult, it is advisable to classify the foreign 

currency expenditure between royalty, know-how, professional consultation fess, interest 

and other matters. In other words, the classification as between these items is certainly 

desirable but is probably not mandatory, having regard to the precise terms of the 
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Schedule III. It may also be noted that under old Schedule VI, for the same requirement, 

the practice has been to classify between different heads and disclose.  

11.2.4 The various items specified above do not call for any particular comments since 

they are expressed through well understood terms. The residual item relating to “other 
matters” appears to be sufficiently exhaustive so as to cover any items for which foreign 
currency expenditure is involved. It is necessary to point out that disclosure is required 

with regard to “other matters” rather than with regard to “other similar matters”. 
Consequently, it would not be reasonable to infer that disclosure is limited to items of a 

nature similar to royalty, know-how, professional consultation fees and interest. At the 

same time, however, it would be unreasonable to suggest that disclosure should be made 

once again with regard to the expenditure involved in foreign currency for an item whose 

import value has already been disclosed in response to the earlier requirement.  Ordinarily, 

the requirement presently under discussion relates to expenditure on intangible items 

rather than on the import of tangible goods. However, if any foreign currency expenditure 

on the import of tangible goods has not been disclosed pursuant to the earlier 

requirements, it would need to be disclosed under this requirement. For example, foreign 

currency expenditure on the import of stores may not have been disclosed on the basis 

that the earlier requirement necessitates disclosure only with regard  to the value of 

imports of “components and spare parts”. In that case, the foreign currency expenditure 
involved in the import of stores would need to be disclosed under the requirement 

presently under discussion since this requirement covers “expenditure  in foreign currency” 
on account of royalty, know-how, professional consultation fees, interest and other 

matters. Disclosure would also be involved under this requirement of any foreign currency 

expenditure in the payment of taxes in an overseas country on income earned in that 

country in a case where the payment of such taxes involves actual remittance from India. 

Where, however, the payment of taxes in the overseas country is made through deduction 

at source rather than by actual remittance from India, the method of disclosure has been 

suggested in a subsequent paragraph of this Note dealing with foreign exchange earnings 

where it has been recommended that foreign exchange earnings received subject to 

deduction of tax at source should be disclosed both gross and net. 

11.2.5 The disclosure of expenditure in foreign currency is to be made on accrual basis 

since all the items in the Statement of Profit and Loss are stated on an accrual basis.  

11.2.6 A further question which needs to be resolved is whether the disclosure is to be 

made of the gross amount of the expenditure, or of the net amount after tax deduction 

at source, in a case where such deduction is involved. So far as the company in 

concerned the gross expenditure is the amount of expenditure incurred in foreign 

currency even though a part of it may have been paid in Rupees to the Government to 

meet the statutory obligation of deducting tax at source. Deduction of tax at source by 

itself is not the finality of the matter and is merely a preliminary stage towards settlement 

of tax liability of the non-resident. Ultimately, on assessment of the non-resident, the full 

amount of tax deducted at source may have to be refunded. In view of this, the 
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preferable course seems to be to disclose the gross expenditure that has been incurred 

by the company. 

11.2.7 Disclosure is to be limited only to those cases where the company itself incurs a 

foreign currency expenditure. Where an expenditure involves foreign currency but the 

original payment by the company itself is in Rupees, no disclosure is necessary. For 

instance, if a company has borrowed a loan from a Government agency and incurs 

expenditure in payment of interest on that loan, the company may be aware that the 

interest paid by it to the Government agency in Rupees will ultimately be remitted by the 

Government agency to a foreign lender. However, since the company itself does not incur 

any foreign currency expenditure, no disclosure is required in its accounts.  

11.3  Total value of all imported raw materials, spare parts and components 

consumed during the financial year and the total value of all indigenous raw 

materials, spare parts and components similarly consumed and the percentage of 

each to the total consumption; [Clause (c) of Note 5(viii)] 

11.3.1 Apart from the disclosure relating to the C.I.F. value of imports, separate 

disclosure is also required with reference to the value of imported raw materials, spare 

parts and components consumed during the accounting year. There is no guidance, for 

the purpose of this requirement, as to the manner in which the imported materials are to 

be evaluated i.e., C.I.F. basis or F.O.B. basis or any other basis. Even though the value of 

materials imported by the company itself is required to be stated on a C.I.F. basis, it does 

not follow that this basis is necessarily appropriate to the disclosure of the value of 

imported materials consumed. In the latter case, it would be more appropriate to make 

the disclosure on the basis of the actual cost to the company of the imported materials 

which have been consumed, since it is this cost which enters into the company’s accounts. 
Consequently, the value of imported materials consumed should include not only their 

cost but also incidental expenses directly related to the purchase of such materials. There 

is another reason for this suggestion and that is based on the fact that the value 

imported materials consumed is required to be compared with the value of indigenous 

materials consumed. Moreover, in the company’s accounts, the total figure shown for 

consumption of materials (inclusive of indigenous and imported materials) would 

ordinarily be based on the value inclusive of the cost of such materials and various 

incidental charges. Therefore, in order to facilitate correlation with the  total amount 

shown for consumption of materials in the Statement of Profit and Loss account as well as 

in order to facilitate comparison between the value of indigenous consumption and 

imported consumption, it is desirable that the value of imported mater ials consumed 

should be stated on a similar and consistent basis by including the cost of such materials 

and various incidental charges. 

11.3.2 On the face of it, it would appear that this requirement duplicates the earlier 

requirement relating to the disclosure of the value of imports of raw materials, 

components and spare parts. However, there is a difference. The earlier requirement 

relates to the disclosure of the value of imports per se irrespective of whether or not the 

materials imported have been consumed in the company’s operations. The latter 
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requirement, on the other hand relates only to the value of the imported materials 

consumed in the company’s operation. 
11.3.3 As in the case of earlier requirement, it is not relevant to consider whether or 

not the imported materials which have been consumed have necessitated an expenditure 

in foreign currency. Even if no foreign currency expenditure is involved, the value of 

consumption of imported materials is still required to be disclosed.  

11.3.4 The disclosure is to be made in Indian currency by applying normal methods for 

the translation of foreign currencies where the original expenditure was incurred in a 

foreign currency.  

11.3.5 A question may arise whether to include the consumption of locally purchased 

materials of foreign origin. Apart from the difficulties of ascertaining which locally 

purchased materials are of imported origin, it is logical to interpret this requirement as 

requiring disclosure only of materials imported directly or indirectly by the company. This 

would include materials imported directly by the company as well as indirect imports 

made to be company’s knowledge or at its request through canalizing agents such as the 
State Trading Corporation. 

11.3.6 It is not entirely clear whether the requirement herein implies that the value of 

imported raw materials, spare parts and components should be separately disclosed for 

each of these three items, or whether a composite disclosure for all the three items taken 

together is sufficient. The latter part of this clause states that “the percentage of each to 
the total consumption” is also to be disclosed. This may be taken to imply that the 
consumption is to be shown separately for raw materials, spare parts and components 

respectively. However, wherever the records for raw materials and components are 

maintained together, the information required under this clause can be presented 

collectively. 

11.3.7 While raw materials are undoubtedly consumed in the course of operations, this 

term is hardly appropriate to spare parts and components. Spare parts may be utilized for 

repairs and maintenance or for other similar purposes, and components may be 

assembled into the finished product. In either case, the spare parts and components can 

hardly be said to have been “consumed”. However, without going into the semantics 
relating to the word “consumed”, the intention appears to be reasonably clear and 
disclosure may, therefore, be made on the basis of indicating the value of imported spare 

parts and components utilized in the company’s operations.  
11.3.8 In addition to disclosing the value of imported raw materials spare parts and 

components consumed during the accounting year, disclosure is also required with 

regard to the value of indigenous raw materials, spare parts and components similarly 

consumed during that year. In both cases, the value of the consumption should be 

determined on the same identical basis, so that like is compared with like. Thereafter, it is 

also required that the relative percentages of consumption value in respect of imported 

items and indigenous items should be stated as a percentage of total consumption for 

each of the categories of raw materials, spare parts and components respectively.  
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11.3.9 Care should be taken to ensure that the total consumption agrees with the 

figures in the Statement of Profit and Loss. In the case of consumption of raw materials, 

the separate figures for such consumption is generally disclosed in one figure in the 

Statement of Profit and Loss, in which case, the total consumption classified as between 

imported and indigenous should agree with this figure. Sometimes, however, the total 

consumption of raw materials is not shown as one figure in the Statement of Profit and 

Loss. Instead, a note is given indicating the consumption of raw materials shown under 

more than one head of account. In that case, care should be taken to ensure that the total 

figure for consumption of raw materials analysed as between imported and indigenous 

agrees with the total consumption shown in the Statement of Profit and Loss inclusive of 

the figure of consumption charged to other heads of account.  

11.3.10 The term “spare parts” for the purpose of the foregoing requirements would 
refer to spares for plant and machinery and other items of a similar nature or intended for 

a similar purpose. This term would not ordinarily include stores. The term “stores” refers 
to materials and supplies which assist the manufacturing process but which do not 

directly enter into the furnished product. It is a term of wider import than “spare parts” 
and ordinarily, the term “stores” would include “spare parts”. Since the present 
requirement is limited to spare parts, it would appear to be unnecessary to disclose the 

separate figures relating to the consumption of stores – imported and indigenous. It is 

somewhat curious that disclosure should be required with regard to spare parts and not 

with regard to stores, but this is nevertheless, the logical interpretation of the words used 

in the relevant clause. Where the segregation between stores and spare parts is not 

possible owing to practical difficulties, the value of consumption of imported and 

indigenous stores and spare parts may be shown against a caption which clearly indicates 

that the value shown relates to both stores and spare parts. 

11.3.11 As regards spare parts, the substantive requirement of Schedule III (Other 

expenses para 9.5.7) requires a composite figure to be disclosed in respect of 

consumption of stores and spare parts, whereas the analysis here is required only in 

respect of consumption of spare parts. Consequently, the total figure analysed for 

consumption of spare parts may not agree directly with the figure disclosed in the 

Statement of Profit and Loss for consumption of stores and spare parts, unless in the 

Statement of Profit and Loss, these two figures are separately itemized. In any case, 

however, a reconciliation statement should be kept on the company’s working paper files 
to indicate that the figures have been agreed. 

11.3.12 As regards components, the clause does not indicate clearly whether the 

classification of imported and indigenous components is to be restricted to purchased 

components, or whether it would also include components manufactured internally. 

Normally, imported components would in any case be restricted to those which are 

purchased, with the possible exception of a rare case in which components are fabricated 

outside India by a branch or department of the same company and are then shipped to 

India for incorporation into the finished product. Ignoring such an exception, it would 

appear that if imported components are to be restricted to those which are purchased, 
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indigenous components would also have to be similarly restricted, otherwise the 

comparison would be vitiated. Consequently, it is suggested that this requirement may be 

interpreted in a manner whereby the classification of components between imported and 

indigenous would be limited to purchased components, ignoring any components which 

are manufactured internally. 

11.3.13 Under some systems accounting, the consumption is originally charged in the 

accounts on the basis of standard or pre-determined rates. Periodically, an adjustment is 

made in the total consumption account in order to accord with the actual rates at  which 

relevant materials may have been purchased. A problem may arise with reference to the 

classification of the total net debit or credit for such price adjustment as between 

imported and indigenous consumption. The most obvious method of solving this 

difficulty – which should be acceptable in most cases – is to allot the total debit or credit 

adjustment between imported and indigenous consumption, in the same ratio as the 

figure for imported and indigenous consumption prior to such debit or credit adjus tment. 

A similar procedure may also be followed in the case of any other special debit or credit 

adjustments which are entered in the consumption accounts to reflect adjustments to the 

total consumption figure. On a slightly different context, a similar problem arises where 

the same item is partly purchased locally and partly imported and stocks are not 

physically kept separately. In such cases, it appears to be permissible to assume that 

consumption is on a pro-rata basis, e.g., in the ratio of opening stock plus purchase. 

11.4  Total amount remitted during the year in foreign currencies on account of 

dividends with a specific mention of the total number of non-resident shareholders, 

the total number of shares held by them on which the dividends were due and the 

year to which the dividends related [Clause (d) of Note 5(viii)]; 

11.4.1 The requirement is to the disclosure with regard to the amount remitted to non-

resident shareholders on account of dividends. This disclosure is to be made with 

reference to the amount remitted during the accounting year in foreign currencies. 

Consequently, if the dividend has been paid to a non-resident shareholder in Indian 

Rupees, disclosure would not appear to be necessary. Also, if a non-resident shareholder 

has indicated that all dividends payable to him are to be deposited in a Rupee account 

with his bankers in India, and if such deposit is actually made on the basis of the 

necessary sanctions from the Reserve Bank of India, no disclosure would be required 

because such a deposit does not constitute any payment in foreign currency. It is possible 

that the non-resident shareholder may ultimately arrange for foreign currency 

remittances out of his Rupee bank account but this would be no concern of the company 

which pays the dividends into his Rupee bank account. However, by way of additional 

information, deposits regarding such dividends paid in the bank account may be given, 

indicating the fact. 

11.4.2 As in the case of other disclosure relating to imports, exports, foreign exchange 

expenditure and earnings, etc. the amount to be disclosed in respect of foreign currency 

dividends is to be stated in Indian Rupees. If so desired, additional information may be 

furnished with regard to the foreign currency equivalent to the dividend , which has been 
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remitted, but the basic requirement is to disclose the rupee amount. Disclosure of the 

foreign currency equivalent is not mandatory. 

11.4.3 Since disclosure is required with regard to the “amount remitted during the 
year”, it would appear that the information is to be furnished in the year of actual 

payment of dividend rather than in the year in which the dividend is proposed or 

declared. In other words, the disclosure should be made on a cash basis, contrary to the 

fact that the other disclosures are to be made on accrual basis. 

11.4.4 In addition to the disclosure relating to the amount of dividends remitted in 

foreign currency, further disclosure is also required with regard to the number of non-

resident shareholders to whom the dividends were remitted, the number of shares held 

by them, and the year to which the dividends relate. These requirements should not be 

difficult to comply with and no particular problem in likely to be encountered.  

11.4.5 A question may arise as to whether or not any information is to be furnished with 

regard to the number of non-resident shareholders and the number of shares held by 

them, in particular year in which no dividend has been remitted to the non-resident 

shareholders. The answer is in negative, since, as already indicated earlier, the information 

relating to the number of non-resident shareholders and the number of shares held by 

them is intended to be linked to the basic information relating to the dividends remitted 

to non-resident shareholders. 

11.5 Earnings in Foreign exchange [Clause (e) of Note 5 (viii)] 

11.5.1 Foreign exchange earnings have to be classified under the following heads: - 

(i) export of goods calculated on F.O.B. basis; 

(ii) royalty, know-how, professional and consultation fees; 

(iii) interest and dividends; and 

(iv) other income (indicating the nature thereof). 

11.5.2 In this case also, as in the case of disclosure relating to foreign currency 

expenditure, the question arises as to whether foreign currency earnings have to be 

disclosed on a cash basis or on an accrual basis. The considerations relating to this aspect 

of the matter are similar to those discussed earlier in connection with the requirement 

relating to the disclosure of foreign currency expenditure. Since the Statement of Profit 

and Loss is prepared on an accrual basis, it may be suggested that foreign currency 

earnings should also be disclosed on a similar basis.  

11.5.3 Since, foreign exchange earnings are to be disclosed on an accrual basis, the 

subsequent receipt of foreign exchange in a later year should be ignored, as otherwise 

the same earnings would be disclosed twice.  

11.5.4 A further question which arises is whether the foreign exchange earnings should 

be disclosed gross of tax or whether they should be disclosed net of any tax deduc ted at 

source in the overseas country in which earnings have arisen. One way of looking at the 

matter is that the actual amount of earnings is the amount received after deduction of 

overseas tax at source, where such deduction is involved. On the other hand, the tax 
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which is deducted at source in the overseas country is available by way of credit against 

the tax payable in that country. But for this credit, actual or constructive remittance may 

be involved from India to the overseas country for the purpose of meeting the tax liability 

in that country. It is, therefore, suggested that the more appropriate basis of disclosure 

would be gross of tax with a mention of the net of tax earnings and tax deducted at 

source. A further advantage of this method of disclosure is that the amount which is so 

disclosed would agree with the financial accounts, since, in the books of accounts kept in 

India, the gross amount of the foreign exchange earnings would be credited to revenue, 

while the tax deducted at source would be debited to an appropriate account relating to 

payment of taxes. 

11.5.5 While the requirement relating to the disclosure of imports requires the “value of 
imports” to be disclosed, the disclosure of exports requires the “earnings from export of 
goods” to be disclosed. It would probably have been more consistent if the relevant 

clause had required the value of exports to be disclosed, rather than the earnings.  

11.5.6 Considerations that apply in determining whether a purchase is an import by the 

company will also apply in determining whether sales is an export by the company. Any 

sales made direct by the company through an agent to any overseas buyer is an export 

by the company. However, goods sold to any canalizing agent like the State Trading 

Corporation for export is not the company’s export. 
12 Multiple Activity Companies 

Where a company has multiple activities e.g. both manufacturing and trading i.e. it falls 

under more than one category, it should comply with the various disclosure requirements 

relating to each of its classified activities. For instance, in respect of its manufacturing 

activities, such a company should comply with the requirements relating to a 

manufacturing company, whereas in respect of its trading or service activities, it should 

comply with the requirements relating to those categories of companies. However, in case 

of complexities in segregating the required information it would be sufficient compliance 

if the information is disclosed with respect to main activities with a suitable di sclosure 

explaining the reasons thereof. 

13 Consolidated Financial Statements 

The Companies Act 2013 has mandated that the companies which have one or more 

subsidiaries / associates (which as per the Act includes joint ventures) are required to 

prepare Consolidated Financial Statements, except under certain circumstances exempted 

under the Act and Rules. 

The companies are expected to prepare the standalone financial statements and in 

addition prepare the consolidated financial statements also. 

Schedule III provides for general instructions in regard to the preparation of consolidated 

financial statements. This is a new addition brought in under Companies Act 2013.  
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13.1. General requirement 

Where the company is required to prepare consolidated financial statements, the 

company shall mutatis mutandis follow the requirements of Schedule III for the 

standalone financial statements. This means that all the reporting requirements of the 

Schedule III need to be aggregated and reported for the group as a whole in the 

consolidated financial statements.  

This would also indicate the need to obtain such information for all the subsidiaries / 

associates of the consolidated financial statements, including where such subsidiaries / 

associates are not audited under the Companies Act 2013. 

However, due note has to be taken of the fact that the Schedule III itself states that the 

provisions of the schedule are to be followed mutatis mutandis to a consolidated financial 

statement. MCA has also clarified vide General Circular No. 39 / 2014 dated 14th October 

2014 that Schedule III to the Act read with the applicable Accounting Standards does not 

envisage that a company while preparing its CFS merely repeats the disclosures made by 

it under stand-alone accounts being consolidated. Accordingly, the company would need 

to give all disclosures relevant for CFS only. 

In this context, the requirements of Schedule III shall apply to a CFS, subject to the 

following exemptions / modifications based on the relevance to the CFS:  

Schedule III Requirement Applicability to CFS (if left blank, is 

applicable, as it is) 

Share capital – authorized, issued, 

subscribed and paid up 

It is adequate to present paid up capital 

and any calls in arrears 

Note: It has no relevance in the CFS context.  

Capital reserve or goodwill arising on 

consolidation 

Needs to be shown as a separate line item 

on the face of the Balance Sheet 

Note: IFRS / Ind AS does not require this to 

be stated separately. However, as per AS, 

differing treatment is given to goodwill 

arising on amalgamation and goodwill 

arising on consolidation and even SEBI 

format requires this to be separately 

disclosed. 

(a) Period and amount of continuing 

default as on the Balance Sheet 

date in repayment of loans and 

interest, shall be specified 

separately in each case. 

(b) Loans and advances due by 

directors or other officers of the 

On all these items, disclosure can be 

limited to those which are material to the 

CFS; materiality could be considered at 

10% of the respective balance sheet item 
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company or any of them either 

severally or jointly with any other 

persons or amounts due by firms 

or private companies respectively 

in which any director is a partner 

or a director or a member should 

be separately stated 

(c) Debts due by directors or other 

officers of the company or any of 

them either severally or jointly 

with any other person or debts 

due by firms or private companies 

respectively in which any director 

is a partner or a director or a 

member should be separately 

stated 

(d) Where in respect of an issue of 

securities made for a specific 

purpose, the whole or part of the 

amount has not been used for the 

specific purpose at the Balance 

Sheet date, there shall be 

indicated by way of note how such 

unutilized amounts have been 

used or invested 

Note: This item is required to be 

disclosed even if it is exempted as 

per AS- 21 by keeping it here, as it is 

only reinforcing the regulatory 

requirement for reporting – what is 

required by AS 21 cannot override 

regulatory requirements 

Application money received for 

allotment of securities and due for 

refund and interest accrued thereon. 

Share application money includes 

advances towards allotment of share 

capital. The terms and conditions 

including the number of shares 

proposed to be issued, the amount of 

premium, if any, and the period before 

which shares shall be allotted shall be 

Separate notes should be given for such 

monies due outside the group in respect of 

entities which are consolidated. 
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disclosed. It shall also be disclosed 

whether the company has sufficient 

authorized capital to cover the share 

capital amount resulting from 

allotment of shares out of such share 

application money. Further, the period 

for which the share application money 

has been pending beyond the period 

for allotment as mentioned in the 

document inviting application for 

shares along with the reason for such 

share application money being 

pending shall be disclosed. Share 

application money not exceeding the 

issued capital and to the extent not 

refundable shall be shown under the 

head Equity and share application 

money to the extent refundable i.e., 

the amount in excess of subscription 

or in case the requirements of 

minimum subscription are not met, 

shall be separately shown under ‘Other 
current liabilities’  

Requirement to disclose excise duty 

separately 

To be disclosed where such information is 

available for the entities consolidated.  

Note: Though AS 9 states excise to be shown 

separately, where subsidiaries are not 

disclosing it, it would not be practical and 

also no benefit is derived by disclosure of 

this. 

(a) Payments to the auditor as (a) 

auditor, (b) for taxation matters, (c) 

for company law matters, (d) for 

management services, (e) for other 

services, (f) for reimbursement of 

expenses 

(b) In case of Companies covered 

under section 135, amount of 

expenditure incurred on corporate 

social responsibility activities 

(c) Raw materials under broad heads 

Not relevant at CFS level and hence, may 

be dispensed with 
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(d) goods purchased under broad 

heads 

(e) In the case of trading companies, 

purchases in respect of goods 

traded in by the company under 

broad heads 

(f) In the case of companies rendering 

or supplying services, gross income 

derived form services rendered or 

supplied under broad heads 

(g) In the case of a company, which 

falls under more than one of the 

categories mentioned in (a), (b) 

and (c) above, it shall be sufficient 

compliance with the requirements 

herein if purchases, sales and 

consumption of raw material and 

the gross income from services 

rendered is shown under broad 

heads 

(h) In the case of other companies, 

gross income derived under broad 

heads 

(i) In the case of all concerns having 

works in progress, works-in-

progress under broad heads 

(j) Value of imports calculated on C.I.F 

basis by the company during the 

financial year in respect of 

(i) Raw materials 

(ii) Components and spare parts 

(iii) Capital goods 

(k) Expenditure in foreign currency 

during the financial year on 

account of royalty, know-how, 

professional and consultation fees, 

interest, and other matters 

(l) Total value if all imported raw 

materials, spare parts and 

components consumed during the 

Not relevant at CFS level and hence, may 

be dispensed with 
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financial year and the total value of 

all indigenous raw materials, spare 

parts and components similarly 

consumed and the percentage of 

each to the total consumption 

(m) The amount remitted during the 

year in foreign currencies on 

account of dividends with a 

specific mention of the total 

number of non-resident 

shareholders, the total number of 

shares held by them on which the 

dividends were due and the year to 

which the dividends related 

(n) Earnings in foreign exchange 

classified under the following 

heads, namely: 

(i) Export of goods calculated on 

F.O.B. basis 

(ii) Royalty, know-how, 

professional and consultation 

fees 

(iii) Interest and dividend 

(iv) Other income, indicating the 

nature thereof 

Not relevant at CFS level and hence, may 

be dispensed with 

13.2. Accounting Standards 

The Consolidated Financial Statements shall also disclose the information as required 

under the various accounting standards applicable. 

13.3. Minority Interest 

Profit or loss attributable to “minority interest” shall be shown as an allocation for the 
period in the statement of profit and loss. 

In the Balance Sheet, “minority interest” shall be presented within equity separately from 
equity of the owners of the parent. 

13.4. Additional information on the entities included in the consolidated financial 

statements 

Schedule III requires specific disclosure of additional information on the entities which are 

included in the consolidated financial statement in the following format.  
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Name of the entity in Net Assets i.e., total assets 

minus total liabilities 

Share in profit or loss 

 As % of 

Consolidated 

net assets 

Amount As % of 

Consolidated 

profit or loss 

Amount 

1 2 3 4 5 

Parent 

Subsidiaries 

Indian 

    

1     

2     

3     

…     

…..     

Foreign     

1     

2     

3     

…     

…..     

Minority interest in all 

subsidiaries Associates 

(Investment as per 

equity method) 

    

Indian     

1     

2     

3     

…     

…     

Foreign     
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1     

2     

3     

…     

…..     

Joint Ventures (as per 

proportionate 

consolidation/ 

Investment as per equity 

method) 

    

1     

2     

3     

…     

…..     

Foreign     

1     

2     

3     

…     

…..     

TOTAL     

In this context, it needs to be considered that in order to ensure that the total can be 

matched with the reported profits and net assets in the consolidated financial statements, 

the inter company eliminations needs to be adjusted to the respective entities which are 

part of the consolidated financial statements. This would require management to take 

judgements as to which entity the profit element and inter company balances are to be 

adjusted from in providing for an entity wise break up of net profits and net assets.  

13.5. Entities not consolidated 

Entities which are not covered in the consolidated financial statement, whether 

subsidiaries, associates or joint ventures are to be listed in the consolidated financial 

statement along with the reasons for not consolidating such entities. This requirement is 
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also in line with the requirements of the accounting standard on consolidated financial 

statements. 

13.6 Comparative figures 

Schedule III states that except for the first financial statements prepared by a company 

after incorporation, presentation of comparative amounts is mandatory. Schedule III 

however, clarifies that in case of any conflict between Accounting Standards and Schedule 

III, Accounting Standards will prevail over the requirements of Schedule III. The 

transitional provisions of AS 21 exempt presentation of comparative numbers in the first 

set of consolidated financial statements prepared, even by an existing group. Hence, an 

existing group preparing consolidated financial statements for the first time under AS 21, 

need not present comparative information.  

13.7 Definition of terms relevant for consolidation 

The terms “Control”, “Subsidiary” and “Associate” are defined very differently in the 
Companies Act as compared to definition in Accounting Standards. Rule 6 of the 

Companies (Accounts) Rules however states that consolidated financial statements shall  

be prepared in accordance with the provisions of Schedule III of the Act and the 

applicable accounting standards. Accordingly, for removal of all doubts it is hereby 

clarified that for the purposes of preparing consolidated financial statements, the 

definitions of the above terms as given in Accounting Standards should be followed.   
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