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PREFACE

It is a matter of great pleasure to present this new edition of the book on Financial
Accounting Paper - I to the students and teachers of Bachelor of Commerce (Accounting and
Finance) started by University of Mumbai. This book is written on lines of Syllabus instituted by
the University. The book presents the subject matter in a simple and convincing language.

We owe a great many thanks to a great many people who helped and supported us during
the writing of this book which includes Principal, Co-coordinator and Students of BAF Section.

The syllabus contains a list of the topics covered in each chapter which will avoid the
controversies regarding the exact scope of the Syllabus. The text follows the term-wise, chapter-
topic pattern as prescribed in the syllabus. We have preferred to give the text of the section and
rules as it is and thereafter added the comments with the intention of explaining the subject to the
students in a simplified language. While making an attempt to explain in a simplified language, any
mistake of interpretation might have crept in.

This book is an unique presentation of subject matter in an orderly manner. This is a student-
friendly book and tutor at home. I hope the teaching faculty and the student community will find
this book of great use.

We are extremely grateful to Mr. Pandey of Himalaya Publishing House Pvt. Ltd. for their
devoted and untiring personal attention accorded by them to this publication.

We gratefully acknowledge and express our sincere thanks to the following people without
whose inspiration, support, constructive suggestions, this book would not have been possible.

Mr. Jitendra Singh Thakur (Trustee, Thakur College)
Dr. Chaitaly Chakraborty (Principal, Thakur College)
Mrs. Janki Nishikhant Jha
We welcome suggestions from students and teachers for further improvement of quality of

the book.
Authors



   SYLLABUS
Revised Syllabus and Question Paper Pattern of Courses of B.Com.

(Accounting and Finance) Programme at Semester I
with Effect from the Academic Year 2016-2017

FY BAF FA -I text book

Financial Accounting – Elements of Financial Accounting – Paper I

Sr. No. Modules/Units

1 Accounting Standards Issued by ICAI and Inventory Valuation

1.1 Accounting Standards: Concepts, Benefits, Procedures for Issue of Accounting  Standards,
Various AS:

AS – 1: Disclosure of Accounting Policies: (a) Purpose, (b) Areas of Policies, (c) Disclosure of
Policies, (d) Disclosure of Change in Policies, (e) Illustrations

AS – 2: Valuation of Inventories (Stock): (a) Meaning, Definition ,(b) Applicability,
(c) Measurement of Inventory, (d) Disclosure in Final Account ,(e) Explanation with Illustrations

AS – 9: Revenue Recognition: (a) Meaning and Scope, (b) Transactions Excluded, (c) Sale of
Goods, (d) Rendering of Services, (e) Effects of Uncertainties, (f) Disclosure, (g) Illustrations

1.2 Inventory Valuation: Meaning of Inventories, Cost for Inventory Valuation, Inventory
Systems: Periodic Inventory System and Perpetual Inventory System, Valuation: Meaning and
Importance, Methods of Stock Valuation as per AS-2: FIFO and Weighted Average Method,
Computation of Valuation of Inventory as on Balance Sheet Date: If Inventory is taken on a Date
After the Balance Sheet or Before the Balance Sheet

2 Final Accounts

2.1 Expenditure: (a) Capital (b) Revenue

Receipts: (a) Capital (b) Revenue

2.2 Adjustments and Closing Entries

2.3 Final Accounts of Manufacturing Concerns (Proprietary Firm)

3 Departmental Accounts

Meaning Basis of Allocation of Expenses and Incomes - Receipts Inter departmental Transfer: At
Cost Price and Invoice Price Stock Reserve, Departmental Trading adn Profit and Loss Account
and Balance Sheet

4 Accounting for Hire Purchase

Meaning,
Calculation of Interest,
Accounting for Hire Purchase Transactions by Asset Purchase Method Based on Full Cash
Price
Journal Entries, Ledger Accounts and Disclosure in Balance Sheet for Hirer and Vendor (Excluding
Default, Repossession and Calculation of Cash Price)



SCHEME OF EXAMINATION

Question Paper Pattern
Duration: 2      Hrs. Maximum Marks: 75
All questions are compulsory carrying 15 marks each. Questions to be Set: 05

Particulars Marks
Q.1 Objective Questions 15 Marks

(A) Sub-questions to be asked (10) and to be answered (any 08)
(B) Sub-questions to be asked (10) and to be answered (any 07)
     (*Multiple Choice/True or False/Match the Column/Fill in the Blanks)

Q.2 Full Length Question 15 Marks
OR

Q.2 Full Length Question 15 Marks
Q.3 Full Length Question 15 Marks

OR
Q.3 Full Length Question 15 Marks
Q.4 Full Length Question 15 Marks

OR
Q.4 Full Length Question 15 Marks
Q.5 (A) Theory Questions 08 Marks

(B) Theory Questions 07 Marks
OR

Q.5 Short Notes 15 Marks
To be asked (05)
To be answered (03)

Note: Full length question of 15 Marks may be divided into two sub-questions of 7/8 and 10/5
Marks.

1
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ACCOUNTING STANDARDS
Accounting is the art of recording transactions in the best possible manner, so as to enable the

reader to arrive at judgments/come to conclusions, and in this regard it is utmost necessary that there
are set guidelines. These guidelines are generally called accounting policies. The intricacies of accounting
policies permitted companies to alter their accounting principles for their benefit. This made it impossible
to make comparisons. In order to avoid the above and to have a harmonised accounting principle,
standards needed to be set by recognised accounting bodies. This paved the way for Accounting Standards
to come into existence.

Accounting Standards in India are issued by the Institute of Chartered Accountants of India (ICAI).
At present there are 30 Accounting Standards issued by ICAI.

OBJECTIVE OF ACCOUNTING STANDARDS
Objective of Accounting Standards is to standarize the diverse accounting policies and practices

with a view to eliminate to the extent possible the non-comparability of financial statements and the
reliability of the financial statements.

The Institute of Chatered Accountants of India, recognizing the need to harmonize the diverse
accounting policies and practices, constituted an Accounting Standard Board (ASB) on 21st April, 1977.

COMPLIANCE WITH ACCOUNTING STANDARDS ISSUED BY ICAI
Subsection(3A) to section 211 of the Companies Act, 1956 requires that every Profit/Loss Account

and Balance Sheet shall comply with the Accounting Standards. ‘Accounting Standards’ means the
standard of accounting recomended by the ICAI and prescribed by the Central Government in consultation
with the National Advisory Committee on Accounting Standards (NACAs) constituted under section
210(1) of the Companies Act, 1956.

Accounting Standards Apply only to material items.
The Accounting Standard Board (ASB) of the Institute of Chartered Accountants of India has

issued the following Accounting Standards that are to be followed but its members.

Accounting Standards
Issued by ICAI and
Inventory Valuation

1
Chapter



2 Accounting Standards Issued by ICAI and Inventory Valuation

Accounting Standards are collection of generally followed accounting principles, policies and
practices. These help to ensure a common basis for financial statements different originations. This
means that people can understand these more easily and make useful comparisons

Financial Statements are at the centre of business reporting. Financial statements usually provide
users with essential information that heavily influence their decisions. The US is the leader in financial
reporting, and US Securities and Exchange Commission is respected for it role in formulating and
implementing US GAAP despite the general vote of confidence. In India, the Statements on Accounting
Standards are issued by the Institute of Chartered Accountants of India (ICAI) to establish standards
that have to be complied with to ensure that financial statements are prepared with generally accepted
accounting standards in India (India GAAP)

The Council of ICAI constituted the Accounting Standards Board (ASB) in April 1977 to formulate
Accounting Standards. While formulating the Accounting Standards, ASB takes into consideration the
applicable laws, usages and business environment. However, users were strongly critical about certain
aspects of financial statements and they offered or supported many substantive ideas for improvement.
Standard setters, regulators, and many others devote considerate resources in maintaining and improving
the standards.

 The new accounting norms are aimed at protecting shareholders interest and recommending
ways of improving corporate governance

Format of each Standard contains:

1. A statement of concepts and fundamental accounting principles relating to the standards.
2. Definition of the terms used in standard.
3. The manner in which the accounting principles have been applied for formulating the standard
4. Presentation and disclosure requirements.
5. Class of enterprise to which it applies
6. Effective date.

ACCOUNTING STANDARDS BENEFITS
Running a business is not just about earning profits, depositing money in the bank, paying employees,

and luring more clients and customers. It is about knowing if the business is thriving or if the owner is
just investing in something that is not going to earn at all.

Businesses have to have accounting standards to ensure that everything goes smoothly and that
cash flow is running perfectly. These accounting measures for businesses also have to adhere to the
accounting standards set by regulating bodies like the ASB and the ICAI. This is because there are
policies and other documents that are imperative to every accounting act. In many cases, businesses
hire the services of auditors and bookkeepers in order to make sure that all record-keeping practices are
done correctly. Doing so will provide access to investor capital, facilitate reasonable assessment of
performance, and prevent costs brought about by legal action.
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Here are other reasons why accounting standards are important to every business:

PROTECTING INVESTORS: By employing accounting standards, investors' interests are ensured
as the documents they review are definitely accurate and genuine. As investors, they are interested to
know that their money will eventually earn and go back to them. Accounting standards increase the
investors' confidence in the business.

REGULATORY COMPLIANCE: Government regulators set accounting standards that have to
be adhered to by all companies. This is both beneficial to the investor or business owner as well as to the
customers or clients because it protects all of them from fraud in businesses. It also promotes transparency
among the business' transactions, which will eventually lead to the improved efficiency of the markets.
Following accounting standards set by the ASB and the ICAI will help prevent a company or business
from spending on legal actions initiated by the government against it.

ASSESSING BUSINESS PERFORMANCE: The use of accounting standards will enable a business
to see or assess its performance. By doing so, it can also compare and contrast its performance with
other companies or competitors. These standards also help a business see its strengths and weaknesses.
By also comparing past and current performances, a business can assess the success of its strategies.

Businesses will either prosper or fall. Depending on the trends and the economy of the country, an
investment may grow or go down the drain. But in the end, accounting standards will make a difference.
That is why all businesses have to follow and strictly adhere to these accounting standards.

PROCEDURE FOR ISSUING AN ACCOUNTING STANDARDS
Broadly, the following procedure is adopted for formulating Accounting Standard:

1. The ASB determines the broad areas in which Accounting Standards need to be formulated
and the priority in regard to the selection thereof.

2. In the preparation of Accounting Standards, the ASB will be assisted by Study Groups
constituted to consider specific subjects. In the formation of Study Groups, provision will be
made for wide participation by the members of the Institute and others.

3. The draft of the proposed standard will normally include the following:
(a) Objective of the Standards,
(b) Scope of the Standard,
(c) Definitions of the terms used in the Standard,
(d) Recognition and measurement principles, whereever applicable,
(e) Presentation and disclosure requirements.

4. The ASB will condier the preliminary draft prepared by the Study Group and if any revision of
the draft is required on the basis of deliberations, the ASB will make the same or refer the
same to the Study Group.

5. The ASB will circulate the draft of the Accounting Standard to the Council memebrs of the
ICAI and the following specified bodies for their comments:
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(i) Department of Company Affairs (DCA)
(ii) Comptroller and Auditor General of India (C&AG)
(iii) Central Board of Direct Taxes (CBDT)
(iv) The Institute of Cost and Works Accountants of India (ICWAI)
(v) The Institute of Company Secretaries of India (ICSI)
(vi) Associated Chambers of Commerce and Industry (ASSOCHAM), Confederation of Indian

Industry (CII) and Federation of Indian Chambers of Commerce and Industry (FICCI)
(vii) Reserve Bank of India (RBI)
(viii) Securities and Exchange Board of India (SEBI)
(ix) Standing Conference of Public Enterprises (SCOPE)
(x) Indian Banks’ Association (IBA)
(xi) Any other body considered relevant by the ASB keeping in view the nature of the Accounting

Stnadard.
6. The ASB will hold a meeting with the representatitves of specified bodies to ascertain their

views on the draft of the proposed Accounting Standards. On the basis of comments received
and discussion with the representatives of specified bodies, the ASB will finalise the Exposure
Draft of the proposed Accounting Standard.

7. The Exposure Draft of the proposed Standard will be issued for comments by the members
of the Institute and the public. The Exposure Draft will specifically be sent to specified bodies
(as listed above), stock exchanges, and other interest groups, as appropriate.

8. After taking into cosideration the comments received, the draft of the proposed Standard will
be finalised by the ASB and submitted to the Council of the ICAI.

9. The Council of the ICAI will consider the final draft of the proposed Standard, and if found
necessary, modify the same in consultation with the ASB. The Accounting Standard on the
relevant subject will then be issued by the ICAI.

10. For a substantive revision of an Accounting Standard, the procedure followed for formulation
of a new Accounting Standard, as detailed above, will be followed.

11. Subsequent to issuance of an Accounting Standard, some aspect(s) may require revision
which are not substantive in nature. For this purpose, the ICAI may make limited revision to
an Accounting Standard. The procedure followed for the limited revision will substantially be
the same as that to be followed formulation of an Accounting Standard, ensuring that sufficient
opportunity is given to various interest groups, and general public to react to the proposal for
limited revision.
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Accounting Standards Issued by the Institute of Chatered Accountants of India are as
below:
Number of the Title of the Accounting Standard Date from which Enterprises to which
Accounting Mandatory Applicable
Standard (AS) (Accounting

Periods
Commencing
 on or After)

AS-1 Disclosure of accounting policies 1-4-1993 All
AS-2 (Revised) Valuation of inventories 1-4-1999 All
AS-3 (Revised Cash Flow Statement 1-4-2001 Level-1
AS-4 (Revised) Contingencies and events occurring 1-4-1998 All

after the balance sheet date
AS-5 (Revised) Net profit or loss for the period, prior 1-4-1996 Level-I

period items and changes in accounting
policies

AS-6 (Revised) Depreciation Accounting 1-4-1995 All
AS-7 (Revised) Construction Contracts 1-4-2002 All
AS-8 Withdrawn and included in AS-26 —————— ———-
AS-9 Revenue Recognition 1-4-1993 All
AS-10 Accounting for fixed assets 1-4-1993 All
AS-11 (Revised The effects of changes in foreign 1-4-2004 All
2003) exchange rates
AS-12 Accounting for government grants 1-4-1994 All
AS-13 Accounting for investments 1-4-1995 All
AS-14 Accounting for amalgamations 1-4-1995 All
AS-15 Employees benefits 1-4-2006 All
AS-16 Borrowing costs 1-4-2000 All
AS-17 Segment reporting 1-4-2001 Level-I
AS-18 Related party disclosures 1-4-2001 Level-I
AS-19 Leases 1-4-2001 All
AS-20 Earning per share 1-4-2001 Level-I Refer AS-12
AS-21 Consolidated financial statements 1-4-2001 See note 1
AS-22 Accounting for taxes on income 1-4-2001 For listed co.

1-4-2002 Co. other than listed
1-4-2006 See note 2
1-4-2002 All

AS-23 Accounting for investment in associates
in consolidated financial statements
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AS-24 Discounting operations 1-4-2004 All
AS-25 Interium financial reporting 1-4-2002 Level-I
AS-26 Intangible assets 1-4-2003 Level-I
AS-27 Financial reporting of interests in joint 1-4-2002 See note 1

ventures
AS-28 Impairment of asset 1-4-2004 Level-I

Amendments 1-4-2006 Level-II
Amendments 1-4-2008 Level-III

AS-29 Provisions, contingent liabilities and 1-4-2004 All
contingent assets
AS-30 Financial Instruments — Recognition and 1-4-2011 Non SMC

Measurement
AS-31 Financial Instruments — Presentation 1-4-2011 Non SMC
AS-32 Financial Instruments — Disclosure 1-4-2011 Non SMC

 AS-8 was withdrawn in pursuant to AS-26 becoming mandatory.
 29 accounting standards are issued as of date and only 28 are applicable
 AS-30, AS-31, AS-32 are published but they will come into effect from 1.4.2009. It is

mandatory on or after 1.4.2011.

Disclosure of Accounting Policies: Accounting Policies  refer  to  specific accounting  principles
and the method of applying those principles adopted by the enterprises in preparation and presentation of
the financial statements.

Valuation of Inventories: The objective of this standard is to formulate the method of computation
of cost of inventories/stock, determine the value of closing stock/inventory at which the inventory is to
be shown in balance sheet till it is not sold and recognized as revenue.

Cash Flow Statements: Cash flow statement is additional information to user of financial statement.
This statement exhibits the flow of incoming and outgoing cash. This statement assesses the ability of
the enterprise to generate cash and to utilize the cash. This statement is one of the tools for assessing the
liquidity and solvency of the enterprise.

Contigencies and Events Occuring after the Balance Sheet Date: In  preparing  financial
statement of a particular enterprise, accounting is done by following accrual basis of accounting and
prudent accounting policies to calculate the profit or loss for the year and to recognize assets and
liabilities in balance sheet. While following the prudent accounting policies, the provision is made for all
known liabilities and losses even for those liabilities/events, which are probable. Professional judgement
is required to classify the likehood of the future events occuring and, therefore, the question of
contingencies and their accounting arises. Objective of this standard is to prescribe the accounting of
contigencies and the events, which take place after the balance sheet date but before approval of balance
sheet by Board of Directors. The Accounting Standard deals with Contingencies and Events occuring
after the balance sheet date.
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Net Profit or Loss for the Period, Prior Period Items and Change in Accounting Policies: The
objective of this accounting standard is to prescribe the criteria for certain items in the profit and loss
account so that comparability of the financial statement can be enhanced. Profit and loss account being
a period statement covers the items of the income and expenditure of the particular period. This accounting
standard also deals with change in accounting policy, accounting estimates and extraordinary items.

Depreciation Accounting: It is a measure of wearing out, consumption or other loss of value of
a depreciable asset arising from use, passage of time. Depreciation is nothing but distribution of total
cost of asset over its useful life.

Construction Contracts: Accounting  for  long-term  construction  contracts  involves question  as
to when revenue should be recognized and how to measure the revenue in the books of contractor. As
the period of construction contract is long, work of construction starts in one year and is completed in
another year or after 4-5 years or so. Therefore question arises how the profit or loss of construction
contract by contractor should be determined. There may be following two ways to determine profit or
loss: On year-to-year basis based on percentage of completion or on completion of the contract.

Revenue Recognition: The  standard  explains  as  to when  the  revenue  should  be  recognized  in
profit and loss account and also states the circumstances in which revenue recognition can be postponed.
Revenue means gross inflow of cash, receivable or other consideration arising in the course of ordinary
activities of an enterprise such as:- The sale of goods, rendering of services, and use of enterprises
resources by other yielding interest, dividend and royalties. In other words, revenue is a charge made to
customers/clients for goods supplied and services rendered.

Accounting for Fixed Assets: It  is  an asset, which  is held with  intention of  being used  for  the
purpose of producing or providing goods and services. Not held for sale in the normal course of
business. Expected to be used for more than one accounting period.

The Effects of Changes in Foreign Exchange Rates: Effect of Changes  in Foreign Exchange
Rate shall be applicable in Respect of Accounting Period commencing on or after 01-04-2004 and is
mandatory in nature. This Accounting Standard applicable to accounting for transaction in Foreign
currencies in translating the Financial Statement of foreign operation integral as well as non-integral and
also accounting for forward exchange. Effect of Changes in Foreign Exchange Rate, an enterprises
should disclose following aspects:

 Amount Exchange Difference included in Net Profit or Loss;
 Amount accumulated in foreign exchange translation reserve;
 Reconciliation of opening and closing balance of Foreign Exchange translation reserve;

Accounting for Government Grants: Governement Grants are  assistance by  the Govt.  in  the
form of cash or kind to an enterprise in return for past or future compliance with certain conditions.
Government assistance, which cannot be valued reasonably, is excluded from Govt. grants. Those
transactions with Government, which cannot be distinguished from the normal trading transactions of
the enterprise, are not considered as Government grants.
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Accounting for Investments: It is the assets held for earning income by way of dividend, interest
and rentals, for capital appreciation or for other benefits.

Accounting for Amalgamation: This accounting  standard deals with  accounting  to be made  in
books of Transferee company in case of amalgamtion. This accounting standard is not applicable to
cases of acquisition of shares when one company acquires/purcahses the share of another company
and the acquired company is not dissolved and its seperate entity continues to exist. The standard is
applicable when acquired company is dissolved and seperate entity ceases to exist and purchasing
company continues with the business of acquired company

Employee Benefits: Accounting Standard has been revised by ICAI and is applicable in respect
of accounting periods commencing on or after 1st April 2006. The scope of the accounting standard has
been enlarged, to include accounting for short-term employee benefits and termination benefits.

Borrowing Costs: Enterprises  are  borrowing  the  funds  to  acquire, build  and  install  the  fixed
assets and other assets, these assets take time to make them usable or saleable, therefore the enterprises
incur the interest (cost on borrowing) to acquire and build these assets. The objective of the Accounting
Standard is to prescribe the treatment of borrowing cost (interest + other cost) in accounting, whether
the cost of borrowing should be included in the cost of assets or not.

Segment Reporting: An enterprise needs  in multiple products/services and operates  in different
geographical areas. Multiple products/services and their operations in different geographical areas are
exposed to different risks and returns. Information about multiple products/services and their operation
in different geographical areas are called segment information. Such information is used to assess the
risk and return of multiple products/services and their operation in different geographical areas. Disclosure
of such information is called segment reporting.

Related Party Disclosure: Sometimes business transactions between related parties lose the feature
and character of the arms length transactions. Related party relationship affects the volume and decision
of business of one enterprise for the benefit of the other enterprise. Hence disclosure of related party
transaction is essential for proper understanding of financial performance and financial position of the
enterprise.

Accounting for Leases: Lease  is  an arrangement  by which  the  lessor  gives  the  right  to  use an
asset for a given period of time to the lessee on rent. It involves two parties, a lessor and a lessee and an
asset which is to be leased. The lessor who owns the asset agrees to allow the lessee to use it for a
specified period of time in return of periodic rent payments.

Earning Per Share: Earning per share (EPS)is a financial ratio that gives the information regarding
earning available to each equity share. It is very important financial ratio for assessing the state of
market price of share. This accounting standard gives computational methodology for the determination
and presentation of earning per share, which will improve the comparison of EPS. The statement is
applicable to the enterprise whose equity shares or potential equity shares are listed in stock exchange.

Consolidated Financial Statements: The  objective  of  this  statement  is  to  present  financial
statements of a parent and its subsidiary(ies) as a single economic entity. In other words the holding
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company and its subsidiary(ies) are treated as one entity for the preparation of these consolidated
financial statements. Consolidated profit/loss account and consolidated balance sheet are prepared for
disclosing the total profit/loss of the group and total assets and liabilities of the group. As per this
accounting standard, the conslidated balance sheet if prepared should be prepared in the manner prescribed
by this statement.

Accounting for Taxes on Income: This accounting standard prescribes the accounting treatment
for taxes on income. Traditionally, amount of tax payable is determined on the profit/loss computed as
per income tax laws. According to this accounting standard, tax on income is determined on the principle
of accrual concept. According to this concept, tax should be accounted in the period in which
corresponding revenue and expenses are accounted. In simple words tax shall be accounted on accrual
basis; not on liability to pay basis.

Accounting for Investments in Associates in Consolidated Financial Statements: The
accounting standard was formulated with the objective to set out the principles and procedures for
recognizing the investment in associates in the cosolidated financial statements of the investor, so that
the effect of investment in associates on the financial position of the group is indicated.

Discontinuing Operations: The objective of this standard is to establish principles for reporting
information about discontinuing operations. This standard covers “discontinuing operations” rather than
“discontinued operation”. The focus of the disclosure of the Information is about the operations which
the enterprise plans to discontinue rather than dsclosing on the operations which are already discontinued.
However, the disclosure about discontinued operation is also covered by this standard.

Interim Financial Reporting (IFR): Interim financial reporting is the reporting for periods of
less than a year generally for a period of 3 months. As per clause 41 of listing agreement the companies
are required to publish the financial results on a quarterly basis.

Intangible Assets: An  Intangible Asset  is  an  identifiable  non-monetary  asset without  physical
substance held for use in the production or supplying of goods or services for rentals to others or for
administrative purpose

Financial Reporting of Interest in Joint Ventures: Joint Venture is defined as a contractual
arrangement whereby two or more parties carry on an economic activity under ‘joint control’. Control
is the power to govern the financial and operating policies of an economic activity so as to obtain benefit
from it. ‘Joint control’ is the contractually agreed sharing of control over economic activity.

Impairment of Assets: The dictionary meaning of ‘impairment of asset’ is weakening in value of
asset. In other words when the value of asset decreases, it may be called impairment of an asset. As per
AS-28, asset is said to be impaired when carrying amount of asset is more than its recoverable amount.

Provisions, Contingent Liabilities and Contingent Assets: Objective  of  this  standard  is  to
prescribe the accounting for Provisions, Contingent Liabilitites, Contingent Assets, Provision for
Restructuring Cost. Provision: It is a liability, which can be measured only by using a substantial degree
of estimation. Liability: A liability is 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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 Financial Instrument: Recognition and Measurement, issued by The Council of the Institute of
Chartered Accountants of India, comes into effect in respect of Accounting periods commencing on or
after 1-4-2009 and will be recommendatory in nature for an initial period of two years. This Accounting
Standard will become mandatory in respect of Accounting periods commencing on or after 1-4-2011
for all commercial, industrial and business entities except to a Small and Medium-sized Entity. The
objective of this Standard is to establish principles for recognizing and measuring financial assets,
financial liabilities and some contracts to buy or sell non-financial items. Requirements for presenting
information about financial instruments are in Accounting Standard.

Financial Instrument Presentation: The objective of this Standard is to establish principles for
presenting financial instruments as liabilities or equity and for offsetting financial assets and financial
liabilities. It applies to the classification of financial instruments, from the perspective of the issuer, into
financial assets, financial liabilities and equity instruments; the classification of related interest, dividends,
losses and gains; and the circumstances in which financial assets and financial liabilities should be
offset. The principles in this Standard complement the principles for recognising and measuring financial
assets and financial liabilities in Accounting Standard Financial Instruments:

Financial Instruments, Disclosures and Limited Revision to Accounting Standards: The
objective of this Standard is to require entities to provide disclosures in their financial statements that
enable users to evaluate:

 the significance of financial instruments for the entity’s financial position and performance;
and

 the nature and extent of risks arising from financial instruments to which the entity is exposed
during the period and at the reporting date, and how the entity manages those risks.

AS-1: Disclosure of Accounting Policies.  Effective date April 1993

This statements deal with the disclosures of significant accounting policies followed in preparing
and presenting financial statements. The purpose of this statement is to promote preparing and presenting
financial statements by instituting the disclosure of significant accounting policies in the financial statements
and the manner of doing it.

The emphasis in AS-1 is on disclosure of accounting policies in the presentation of financial
statements. These are normally to be disclosed at one place. All the companies now follow this practice.
Accounting Polices refer to the specified accounting principles, adopted by the enterprise and methods
of applying these principles in the preparation and presentation of financial statements. Some of the
areas in which such disclosure is to be made are as under:

1. Methods of depreciation, depletion and amortization
2. Treatment of expenditure during construction
3. Valuation of inventories
4. Conversion or translation of foreign currency items
5. Treatment of goodwill
6. Valuation of investments
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7. Valuation of fixed asset
8. Recognition of profits on long-term contracts
9. Treatment of retirement benefits

10. Treatment of contingent liabilities

It is for the management to select the accounting policy to be followed by the enterprise. However,
while making this selection, it is necessary to ensure that the financial statements present a true and fair
view of the state of affairs. The major considerations to be followed during the selection of accounting
policies are stated in AS-1 as under.

 Prudence: This is a world of uncertainty. Profits are recognized only when realized. At the
same time, provisions for all known liabilities and losses are made though the amount represents
only the best estimate.

 Substance over form: The accounting treatment and presentation of transactions and events
in the financial statements should be governed by their substance and not just by the legal
form. For example, the accounting of finance leases is based on the substance rather than the
form of transaction. The lessee capitalizes the lease equipment as fixed assets being the owner
in the substance, whereas the lessor records the investment made as debtor

 Materiality: Financial statements disclose all material facts. The IASC audit materiality as
under.

“Information is material if its omission or misstatement could influence the economic decision of
users taken on the basis of financial statements. Materiality depends on the size of the item or error
judged in the particular circumstances of its omission or misstatements. Thus materiality provides a
threshold or cut-off point rather than being a primary qualitative characteristic whose information
should be there to be useful.”

There are no hard and fast rules for determining materiality. Materiality is a matter of judgment.
For instance, what is material to the financial statements of one firm may not be material to the financial
statements of another firm of a different nature or size.

Why are Accounting Policies required to be disclosed:

1. Accounting Policies means principles and methods to apply the principles adopted by the
enterprise in the preparation and presentation of financial statements. Example, providing for
depreciation is accounting principle and the methods are SLM, WDV or any other appropriate
method.

2. The state of affairs and of the profit or loss can be significantly affected by the accounting
policies followed. The need for disclosure of accounting policies arises because accounting
policies may differ from enterprise to enterprise and for different years within the same
enterprise. Accounting policies can differ in many areas, example;
(a) Depreciation on Fixed Assets.
(b) Valuation of Inventories.
(c) Valuation of Investments.
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(d) Valuation of Fixed Assets.
(e) Treatment of Foreign Currency Translations.
(f) Treatment of Government Grants.
(g) Treatment of Goodwill.
(h) Treatment of Research and Development Costs.
(i) Treatment of Retirement benefits
(j) Recognition of Profit on Long-term Contracts.

(k) Treatment of Contingent Liabilities, etc.

What are Fundamental Accounting Assumptions? Are they required to be disclosed in the
financial statements?

Certain fundamental accounting assumptions underlie the preparation and presentation of financial
statements. These accounting assumptions are assumed to have been followed in preparation of Financial
Statements and need not be disclosed. If any of these fundamental assumptions are not followed then this
fact must be disclosed in the Financial Statements. The fundamental accounting assumptions are as follows;

1. Going Concern/Concept of Continuity/Concept of Permanency:
According to this concept any business concern will continue to operate its activities for a
fairly long time, i.e. it will have a perpetual succession. It is assumed that the business enterprise
has got no intention to close down its business activities. Continuing activity is the normal
business process. Business enterprise will never assume its closure till the circumstances are
such that closure becomes inevitable.

2. Consistency:
The comparison of one accounting period with the other is possible only when the consistency
is followed. It means accounting from one accounting period to another should be on the
same basis.

3. Accrual:
Revenues and costs are accrued, i.e., 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 accrual concept forces the matching of revenues against relevant costs.

What are the Principles Governing selection of Accounting Policy:

The overriding obligation to provide “True and Fair View” of the state of affairs of the enterprise
is the major consideration in selection of Accounting Policies. Major points which are considered for the
purpose of selection and application of Accounting Policies are:

1. Prudence (Conservatism):
Prudence is the caution in the exercise of judgements when making estimates. According to
this principle, business enterprise should consider all future losses but ignore all the anticipated
profits. Profits should be considered only when it is actually realised. In other words “Anticipate
no profit but provide for all losses”. Example, inventory is valued at cost or net realisable
value, whichever is less.
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2. Substance over Form:
Economic reality of the transaction is important than the legal form for its    accounting
treatment and presentation in financial statements. Example, assets purchased on hire purchase
are shown in the books of buyer inspite of the fact that the hire purchase buyer is not the legal
owner.

3. Materiality:
Financial statements should disclose all “material” information. Information is material if it
can influence the decision of the user of financial statement or information is material if its
omission or wrong statement could influence the economic decisions taken by the user based
on such financial statements.

AS-2: VALUATION OF INVENTORIES (STOCK)

Meaning and Definition
Inventories consist of the following:

1. Held for sale in the ordinary course of business (finished goods).
2. In the process of production of such sale (raw material and work-in-progress).
3. In the form of materials or supplies to be consumed in production process or in the rendering

of services (stores, spares, raw material, consumables). Inventories do not include machinery.
4. Spares, which can be used only in connection with an item of fixed assets and whose use is

irregular. Such machinery spares are accounted for in accordance with AS-10 ‘accounting
for fixed assets’.

Accounting for Machinery Spares (ASI-2)
The Institute of Chartered Accountants of India has issued ASI-2 providing interpretative guidance

on accounting for machinery spares in compliance with AS-2 and AS-10 which is as under:

1. Machinery spares, which are not specific to a particular item of fixed asset but can be used
generally for various items of fixed assets, should be treated as inventories for the purpose of
AS-2. Such machinery spares should be charged to the statement of profit and loss as and
when issued for consumption in the ordinary course of operations.

2. Whether to capitalise machinery spare under AS-10 or not will depend on the facts and
circumstances of each case. However, the machinery spares of the following types should be
capitalized being of the nature of capital spares/insurance spares:
(i) Machinery spares which are specific to a particular item of fixed asset, i.e., they can be

used only in connection with a particular item of the fixed asset, and
(ii) Their use is expected to be irregular.

3. Machinery spares of the nature of capital spares/insurance spares should be capitalised separately
at the time of their purchase whether procured at the time of purchase of the fixed asset
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concerned or subsequently. The total cost of such capital spares/insurance spares should be
allocated on a systematic basis over a period not exceeding the useful life of the principal item,
i.e., the fixed asset to which they relate.

4. When the related fixed asset is either discarded or sold, the written down value less disposal
value, if any, of the capital spares/insurance spares should be written off.

5. The stand-by equipment is a separate fixed asset in its own right and should be depreciated
like any other fixed assets.

Special Features of AS-2 (Revised)
AS-2 has been revised with a view to eliminate various alternatives given in the cost formulae and

methods of costing. The following are special features of AS-2 :

1. Definition of inventory has been changed. Earlier inventories are defined as tangible property,
now it has been defined as asset. By this, intangibles can be treated as inventory.

2. Direct costing approach for costing inventories has been eliminated. While determining cost
of inventories it becomes necessary to consider both fixed and variable overheads.

3. Base stock and LIFO formulae are eliminated. Application of weighted average formula has
been specified. Earlier the formula was mentioned as average, which could mean simple
average as well as weighted average.

4. By-products, wastes and spares are to be valued at net realisable price if their value is not
material.

5. Materials and supplies need not be written down applying net realisable value, if the finished
goods in which they are to be used is expected to realise  cost.

Objective
The objective of Accountings Standard 2 is to formulate the method of computation of cost of

inventories/stock determine the value of closing stock/inventory at which the inventory is to be shown
in Balance Sheet till it is not sold and recognized as revenue.

APPLICABILITY
Part I and Part II of the Schedule VI to the Companies Act, 1956 have suggested inventory

valuation and disclosure techniques. Accounting Standard 2 (AS-2) “Valuation of Inventories” issued by
the Institute of Chartered Accountants to supplement the legal reguirements.

Recently AS-2 has been revised. It is applicable with accounting period commencing on or after 1st

April, 1999. It is applicable to all enterprises and is mandatory for all enterprises.

AS-2 is not applicable in following cases:

1. Work-in-progress arising under construction contract including directly related to service
contract.

2. Work-in-progress arising in ordinary course of business for service providers (Incomplete
consultancy services, Incomplete merchant bank activities, Medical services in progress)
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3. Financial instrument held as stock-in-trade (Shares, Debentures, Bonds etc.)
4. Producer’s inventories like livestock, agricultural and forest products, mineral oils, ores and

gases. Such inventories are valued at net realizable value.

MEASUREMENT OF INVENTORY
Para 5 of AS-2 (Revised) requires that inventories should be valued at lower of the cost and net

realizable value. This is an age-old principle of valuation of current assets.

 
Valuation of Inventories 

Cost Estimated Net 
Realisable Value 

Conversion 
Cost 

Other  
Costs 

Purchase 
Price 

Selling Price Less 
Cost of Sale 

Fig. 1.1

Three important aspects of inventory valuation are:

 Measurement of cost.
 Measurement of net realisable value.
 Comparison between the cost and net realizable value.

Measurement of Cost
Cost of inventories comprise:

 Cost of purchases;
 Cost of conversion, and
 Other costs incurred in bringing the inventories to their present position and location.

Cost of Purchase
Cost of purchase includes:

1. Purchase price.
2. Duties and taxes.
3. Freight inward.
4. Other expenditures directly attributable to the acquisition.
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Valuation of Inventories  

Variable  

Based on Actual 
Rate per Unit  

Based on Rate per
Unit Computed on the 

Basis of Normal Capacity
 

Fixed 

Less:
(i) Duties and taxes recoverable by enterprise from taxing authorities.
(ii) Trade discount.
(iii) Duty drawback.
(iv) Other similar items.

Cost of Conversion
This includes cost directly related to units of production, i.e., Direct Labour, Direct Material,

Direct Expenses + Systematic Allocation of Fixed and Variable Production Overheads that are incurred
in converting material into finished goods.

Fixed Production Overheads
Fixed overheads remain fixed within a range of activities. They are step cost in nature. AS-2

(Revised) explains that fixed production overheads are indirect costs, which remain relatively constant
regardless of the volume of production. Examples are: depreciation, maintenance of factory building and
equipment and the cost of factory management and administration.

Variable Production Overheads
These are defined as indirect costs of production that vary directly or indirectly with the volume of

production, such as indirect materials and indirect labour.

Fig. 1.2

Allocation of Fixed Production Overheads
Fixed production overheads are allocated to cost of conversion on the basis of normal capacity of

production facilities. This principle takes care of fluctuation in actual capacity utilization, which results
in fluctuation of fixed production overheads allocation. During the period of abnormally high production,
the amount of fixed production overheads allocated to each unit of production is decreased so that
inventories are not measured above cost.



Accounting Standards Issued by ICAI and Inventory Valuation 17

Allocation of Variable Production Overheads

Variable production overheads are charged to each production unit on the basis of actual production.

Joint Products and By-products

Joint products emerge from the same production process. Generally, the cost of each product is
not separately identifiable. Same is the case with a production situation when a main product and by-
product emerges.

Definitions:

As per the standard literature, the terms joint products, main product any by-product are defined
as follows:

1. Joint Products: Products that emerge from the same production process and are of significant
value.

2. Main Product: The target product of significant value.
3. By-product: Products emerging from a process along with one more main products which

are incidental and of insignificant value.

As the conversion cost of joint products or main products and by-products are not separately
identifiable, it becomes necessary to allocate conversion cost on a national basis. If the by-products,
scrap and waste materials are by nature not of material value, they are measured at net realisable value.
Accordingly, net realisable value of by-products, scrap and waste is first deducted from the conversion
cost, and balance of the conversion cost is distributed among the main products.

Treatment of Other Costs
Other costs are included in the inventories to the extent they are incurred for bringing the inventories

to their present location and condition. AS-2 suggests that it may be required to charge non-production
overheads to the cost of inventories when they are specifically incurred to bring the inventories at their
present location and condition. In the same way, cost of designing may be included in the cost of
inventories manufactured for special customers.

Inclusion of Excise Duty in Valuation of Finished Goods
Excise duty is required for bringing inventory to its present location and condition and being a

direct cost, it should be included in the valuation of inventories. As per AS-2, excise duty is required to
be included in the valuation of finished goods though excise duty is paid only when goods are removed
from the factory. The Guidance Note on “Accounting Treatment for Excise Duty” issued by ICWA
states that “since the liability for excise duty arises when the manufacture of the goods is completed,
it is in factory or bonded warehouse. The estimate of such liability can be made at the rates in
force on the balance sheet date. The excise duty paid/provided on finished goods should therefore,
be included, in inventory valuation.” In estimating the provision, the factors to be considered are –
whether the finished goods lying in stock in the current year would form part of the exempted goods
next year and whether excise duty exemptions will continue in the next year. For instance, no excise
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duty would be included on stock meant for exports as excise is not leviable on goods meant for exports.
It may be noted that in one case, a provision for excise duty will be made whereas in other case such
provision will also be included as cost of inventory, therefore, the impact on profit and loss account will
be nil.

Exclusion from Cost of Inventories
The following costs should be excluded from the Cost of Inventories:

1. Abnormal amounts of wasted materials, labour, other production costs.
2. Storage cost.
3. Administrative overheads.
4. Selling and distribution cost.
5. Interest and borrowing cost. However, if AS-16 allows such cost to be included, it can form

part of the cost.

COST FORMULA

Specific Identification Method
Para 14 of AS-2 prescribes to use of specific identification method for determining cost of inventories.

Specific identification means directly linking the costs with specific items of inventories. In case of
some specified items, it is possible to identify and allocate the cost that seems to be the best method of
cost ascertainment. Inventories earmarked for a specific project or purpose fall under this category.
These items should not be ordinarily interchangeable.

Where specific identification method is not applicable

For the purpose of cost determination of other inventories not covered under specification
identification method, AS-2 requires to follow either of the two cost formulae:

1. First in First Out (FIFO). 2.  Weighted Average Method.

Either of the two formulae can be used for the determination of cost of:

(i) Raw material  inventories.
(ii) Work-in-Progress.
(iii) Finished goods.
(iv) Stores and spares.

When it is not practical to calculate the cost, the following methods may be followed to ascertain
cost of inventories.

Standard Cost

Retail Method

These two methods are used for convenience if the results approximate actual cost.
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Standard Cost
Standard cost is ascertained by taking into account normal level of consumption of material and

supplies, labour efficiency and capacity utilisation. Standard cost has to be regularly reviewed and
revised by taking into account the current condition.

Retail Method
Retail Method is normally employed in retail business, when it is difficult to ascertain cost of

individual item. It is applicable when items of inventories are rapidly changing items and have similar
margins and for which it is not practicable to use other costing method.

Under the Retail Method, the cost of inventory is determined by reducing from the sale value of
inventories the approximate percentage of gross margin. The percentage applied takes into account the
inventory that has been marked down to below its original selling price. Retail method formula is also
known as adjusted selling price formula.

Measurement of Net Realisable Value
As per AS-2 (Revised), Inventories are valued at a lower of the cost and net realizable value. The

principle of net realizable value is based on the view that assets should not be carried in excess of
amounts expected to be realized from their sale. Cost of inventories may not be recoverable for various
reasons:

1. Inventories are damaged.
2. Inventories become obsolete.
3. Market price has declined.
4. Production cost has increased.

Net realisable value is defined as the estimated selling price in the ordinary course of business less
the estimated cost of completion and the estimated cost necessary to make the sale.

Estimation of Net Realisable Value
The net realisable value of the materials and other supplies held for use in production of finished

goods is estimated as under:

1. If finished product in which raw materials and supplies used is sold at cost or above cost, then
the estimated realizable value of raw materials and supplies is considered more than its cost.

2. If finished product in which raw materials and supplies used is sold below cost. Then, the
estimated realizable value of raw materials or supplies is equal to replacement price of raw
materials or supplies.

Comparison between the Cost and Realisable Value
Para 18 of AS-2 requires that comparison between historical cost and net realizable value should be

made item by item or by a group of items. Total historical cost of inventories should not be compared
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with total net realizable value. Comparison of aggregates may distort the value of inventories, because
one or two items having low historical costs may offset low net realisable value of other items.

DISCLOSURE IN FINAL ACCOUNTS
Para 26 of AS-2 requires very simple disclosure. The financial statement should disclose

1. the accounting policies adopted in measuring inventories including the cost formulae used.
2. the total carrying amount of the inventories and its classification appropriate to the enterprise.

For instance, finished goods, WIP, raw material, spare parts and its carrying amount.

Guidance Note on MODVAT/CENVAT
ICAI issued a “Guidance Note on Accounting Treatment for MODVAT/CENVAT” with the

substitution of the MODVAT credit scheme with CENVAT w.e.f. 1st April, 2000. The revised Guidance
Note has provided clarification on the above anomaly, with examples on both the inclusive method
(Sec.145A) and exclusive method (AS-2) where it is clear that the above anomaly is only in respect of
the disclosure with no effect on the total profit/loss of the enterprise.

Therefore, for purposes of tax filings and tax audit firms, the inclusive method should be used as
per Section 145 A of the Income Tax Act, whereas for purposes of general purpose of financial statements,
the exclusive method under AS-2 should be followed.

Inclusive Method (Gross Value Approach)
1. Raw material is accounted for at gross value inclusive of specified duty.
2. CENVAT credit available on final products can be accounted for through a separate account

CENVAT Credit Availed Account.
3. Inputs may be consumed partly. CENVAT credit available should be segregated into two parts:

- CENVAT credit on inputs consumed in respect of final products.
- CENVAT credit on inputs lying in the stock.

CENVAT credit available on inputs consumed for final products is adjusted with the cost of raw
materials consumed.

CENVAT credit available on inputs lying in the godown should be adjusted against the value of
closing stock of raw materials.

Exclusive Method (Opening Separate CENVAT Credit  Account)
1. Specified duty (i.e., duty paid against which CENVAT credit is available) paid on inputs is

debited to a separate account, namely CENVAT Credit Receivable (Input) Account.
2. As and when CENVAT credit is actually utilised against payment of excise duty on final

products, CENVAT Credit Receivable (Input) Account is credited.
3. Inputs consumed and inventory is valued excluding specified duty.
4. Balance standing in the CENVAT Credit Receivable (Input) Account is shown on the asset side

of the Balance Sheet under Advances.
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Courtesy Note on Source:
Guidance Note on MODVAT/CENVAT issued by the ICAI is reproduced from page 22 of ‘Taxmann

Students’ Guide to Accounting Standards’ by D.S. Rawat.

Formula: Cost of Inventories
A. Cost of Purchase:

(i) Purchase Price xx
(ii) Duties & Taxes xx
(iii) Freight Inward xx
(iv) Other Expenditure directly attributable to acquisition xx xx

Less:  (i) Duties and Taxes recoverable from tax authorities xx
(ii) Trade discount xx
(iii) Rebate xx
(iv) Duty Drawback xx
(v) Other similar items xx xx xxx

B. Cost of Conversion:

Direct Materials xx
Direct Labour xx
Direct Expenses xx
Systematic allocation of:
     Variable Production Overheads xx
     Fixed Production Overheads xx xxx

C. Other Costs:

Cost incurred for bringing the inventories
to their present location and condition xxx

SIMPLE ILLUSTRATION
1. Illustration: (Fixed production overheads including interest is given)

HCL Ltd., manufactures computers. During the year ended 31st March, 2015, the company
manufactured 500 computers. The break up of cost is as under:

Raw Materials ` 450 lakhs
Direct Labour ` 300 lakhs
Variable Production Overheads ` 200 lakhs
Fixed Production Overheads (includes interest of ` 100 lakhs) ` 300 lakhs
Compute the cost per computer for the purpose of closing stock.
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Solution:

As per AS-2 Inventory should be valued as per absorption costing.
The cost is calculated as under:

Calculation of Cost of Purchase

` in lakhs
Raw Materials       450
Direct Labour       300
Variable Production Overheads        200
Fixed Production Overheads 300
Less: Interest 100         200

      1,150

Cost per Computer = 
1,150
500 = 2.3 lakhs.

Note: Interest is excluded from cost of inventory.

2. Illustration: (Replacement cost given)

Raw material was purchased at ` 200 per kg. It is on decline. The finished goods in which raw
material is incorporated are expected to be sold at below cost. 5,000 kgs of raw material is in stock at
the end of the year. Replacement cost is ` 180 per kg.

- How would you decide the value of inventory?

Solution:

In this case, it is mentioned that the price of material is declining. As a result finished goods are
expected to be sold below cost. In such a case, replacement cost of material is the measure of valuation.

Hence, the stock will be valued at = 5000kgs @ ` 180

= ` 9,00,000

3. Illustration: (Historical cost and replacement value given)

Tata company deals in three products A, B and C, which are neither similar nor interchangeable. At
the time of closing of its accounts for the year 2015-16; the historical cost and net realizable values of
the items of closing stock are given below:

Items Historical Cost Net Realisable Value
(` in lakhs) (` in lakhs)

A 25 20
B 20 20
C 10 15

55 55

What will be the value of stock?
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Solution:

Historical Cost or Net Realisable Value whichever is less is the value of stock. This should be done
item by item as given below:

` in lakhs
A. Net Realisable Value 20
B. Historical Cost 20
C. Historical Cost 10

Value of Closing Stock 50

4. Illustration:  (Fixed production overheads and normal capacity given)

From the following information, find the value of inventory per kg of finished goods by Satyam
Ltd., as on 31/3/2015.

Material Cost ` 150 per kg
Direct Labour Cost ` 50 per kg
Direct Variable Production Overheads ` 20 per kg
Fixed production overheads for the year on normal capacity of 1,00,000 kgs is ` 15 lakhs.
Finished goods on stock at the end of the year 3,000 kgs.

Solution:

As per AS-2 cost of conversion includes a systematic allocation of fixed and variable production
overheads, which are incurred for converting materials into finished goods. The allocation of fixed
production overheads is based on normal capacity.

Statement of Cost (per Kg)

`
Material Cost 150
Direct Labour 50
Direct Variable Production Overheads 20

Fixed Production Overheads 
15, 00, 000
1, 00, 000

 
 
 

15

235

Value of Stock = 3,000 kgs @ ` 235

= ` 7,05,000
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5. Illustration:  (Duties and taxes recoverable and not recoverable given)

Ascertain the cost of purchase of inventories by using the data given by Reliance Ltd on
31/03/2013:

(i) Cost of Purchase of Inventory ` 20 lakhs
(ii) Duties & Taxes paid and recoverable from Tax Authorities ` 5 lakhs
(iii) Trade Discount ` 2 lakhs
(iv) Duties & Taxes paid and not recoverable ` 2 lakhs
(v) Freight Inward ` 1 lakhs
(vi) Other Expenses directly attributable to Acquisition of Inventory ` 2 lakhs

Solution:

Calculation of Cost of Purchase

` in lakhs
Cost of Purchase 20
Duties & Taxes paid and not recoverable 02
Freight Inward 01
Other Expenses 02

25
Less: Duties & Taxes recoverable from Tax Authorities 05
         Trade discount 02 07
Total 18

6. Illustration: (Duties and taxes not recoverable)

Ascertain the cost of purchase of inventory by using the data of Tata Ltd. as on 31/03/2016 given
below:

(i)  Purchase Price ` 10 lakhs
(ii) Duties and Taxes paid on the acquisition and are not recoverable ` 2 lakhs
(iii) Freight Inward ` 1 lakhs
(iv) Others paid for acquisition of inventory ` 1 lakhs

Solution:

Cost of Purchase

` in lakhs
Cost of Purchase 10
Duties & Taxes not recoverable 02
Freight Inward 01
Other Expenses 01
Total 14



Accounting Standards Issued by ICAI and Inventory Valuation 25

1. Exercise:

X Ltd. produces Chemical Y. From the following data, calculate the value of Closing Stock.

Direct Materials : ` 10 per unit
Direct Labour : ` 4 per unit
Chargeable Expenses : ` 6 per unit
Normal Capacity : 10,000 units p.a.
Actual Production : 8,000 units p.a.
Fixed Production Overheads : ` 40,000 p.a.

The company has 4,000 units of closing stock at the end of the year.

[Ans. ` 96,000]

2. Exercise:

Cost of Production of Product* 100 is given below:

Direct Material per unit ` 150
Direct Wages per unit ` 100
Overheads per unit   ` 50

` 300

As on the balance sheet date replacement cost of material is ` 120 per unit. There were 2,000 units
of material on 31st March 2016.

Calculate the value of stock of material under the following conditions:

(i) If finished product is sold at ` 320 per unit, what will be the value of stock of material.
(ii) If finished product is sold at the rate of ` 280 per unit, what will be the value of closing stock

of materials.

[Ans. (i) ` 3,00,000. (ii) ` 2,40,000]

3. Exercise:
Historical Cost and Net Realisable Value of five inventory items are given below:

Items Historical Cost Net Realisable Value.
` `

A 20,000 30,000
B 12,000 10,000
C 12,000 18,000
D 32,000 26,000
E 28,000 26,000

1,04,000 1,10,000

Determine the value of inventory.

[Ans. ` 94,000]
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4. Exercise:

Instant Ltd. incurred ` 40,00,000 as fixed production overheads per year. Its normal production
is 2,00,000 units in a year.

In 2015 16, the production has been 80,000 units. On 31st March, 2016, the closing stock was
20,000 units. The cost details are as under:

Direct Materials ` 1,000 per unit

Direct Labour ` 500 per unit

Fixed Administration Overheads ` 20,00,000 p.a.

Calculate the value of Closing Stock.

[Ans. ` 304,00,000 per unit ` 1,520]

5. Exercise:

Indulkar Ltd. produced 1,00,000 units during the year 2015-16.

The cost per unit is as follows:

Direct Materials ` 100
Direct Labour   ` 50
Direct Expenses.   ` 10

` 160

Production overheads are ` 2,00,000 of which 60% is variable. The company sold 80,000 units
and 20,000 units were in stock as on 31st March, 2016. Normal capacity is 50,000 units.

Calculate the value of Closing Stock.

[Ans. Variable Production Overheads ` 1,20,000
Fixed Production Overheads ` 80,000
Variable Production Overheads per unit ` 1,20,000

` 1,00,000 = 1.20
Fixed Production Overheads ` 80,000 = 1.60
Per unit ` 50,000
Cost per unit ` 162.80
Value of Stock = 20,000 × 162.80

= ` 32,56,000]

6. Exercise:

How do you ascertain the cost of purchase of inventory by using the following data:

(i) Purchase Price ` 5,00,000
(ii) Duties and Taxes paid on the Acquisition of Inventory

and are not recoverable ` 2,00,000
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(iii) Freight Inward ` 1,00,000
(iv) Other Expenses for Acquisition of Materials ` 2,00,000

[Ans. ` 10,00,000]

AS – 9: REVENUE RECOGNITION

Meaning and Scope
AS-9: Revenue Recognition is mandatory and applicable to all enterprises for accounting periods

commencing on or after 1st April, 1993. Accounting standard explains when the revenue should be
recognised in Profit & Loss Account and also states the circumstances in which revenue recognition
can be postponed.

Revenue is gross inflow of cash, receivable or other consideration arising in the course of ordinary
activities of the reporting entity from sale of goods, rendering of services, and from the use of entity’s
resources by others yielding interest, dividend and royalties.

TRANSACTIONS EXCLUDED
Revenue recognition criteria as specified in Para 3 of AS-9 is not applicable to –

(i) Realised capital gains arising out of disposal of non-current assets and unrealised capital
gains, i.e., appreciation in the value of fixed assets;

(ii) Unrealised holding gains in the value of current assets, i.e., increase in the market value of
stock-in-trade;

(iii) Natural increase in the herds of livestock and agricultural and forest products;
(iv) Realised/unrealised gains arising out of fluctuations in foreign ex-change rates and translation

of foreign currency financial statements,
(v) Realised gains resulting from discharge of an obligation at a lesser amount than the carrying

amount;
(vi) Unrealised gains resulting from restatement of the carrying amount of the obligation.

Timing of Revenue Recognition – Rendering of Services
Revenue from sale of rendering services should be recognised at the time of the sale or rendering

of services. However, if at the time of rendering of services or sale there is significant uncertainty in
ultimate collection of the revenue, then the revenue recognition is postponed. In such cases, revenue
should be recognised only when it becomes reasonably certain that ultimate collection will be made. It
also applies to the revenue arising out of escalation of price, export incentive, interest etc.
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REVENUE FROM SALES OF GOODS
1. As per paras 10-11 of AS-9, revenue from sale of goods is recognized when the seller transfers

the goods to the buyer for a consideration.
Revenue is recognized when all the following conditions are fulfilled:
(i) Seller has transferred the ownership of goods to buyer for a price. Or all significant risks

and rewards of ownership have been transferred to buyer.
(ii) Seller does not retain any effective control of ownership of the transferred goods.
(iii) There is no significant uncertainty in collection of the amount of consideration (i.e.,

cash, receivables etc.)
2. Delivery delayed at buyer’s request

In some cases, the buyer may request for delayed delivery although he purchases the goods,
takes the title and accepts billing. In such situations, sale is complete although physical delivery
of the goods is delayed. Accordingly, revenue should be recognised and the inventory level
should be reduced. It is prudent to disclose the value of goods held on behalf of the buyer as
on the Balance Sheet date by way of note.

3. Revenue Recognition when delivery of goods sold subject to conditions:
(i) Installation and inspection:

Revenue should be recognised when
(a)  goods are installed at the buyer’s place to his satisfaction.
(b)  goods are inspected and accepted by the buyer.

(ii) Sale on approval:
Revenue should be recognised when buyer confirms his desire to buy such goods by
communication.

(iii) Guaranteed sales:
In this case, revenue should be recognised as per the substance of the agreement of sale
or after the reasonable period has expired.

(iv) Warranty sales:
Sales should be recognised immediately but the provision should be made to cover
unexpired warranty.

(v) Consignment sales:
In this regard, revenue should be recognised only when the goods are sold to third party.

(vi) Special Order Shipments:
Revenue from such sales should be recognised when the goods identified and ready for
delivery.

(vii) Subscriptions for publication:
(a) Items delivered vary in value from period to period. Revenue should be recognised

on the basis of sales value of items delivered.
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(b) Items delivered do not vary in value from period to period. In this case, revenue
should be recognised on straight-line basis over time.

(viii) Instalment sales:
Revenue of sale price excluding interest should be recogised on the date of sale. Interest
should be recognised proportionately to the unpaid balance.

(ix) Revenue swaps:
IAS-18 contains the provision for revenue swaps. However, no such corresponding
provisions are given in AS-9. As per IAS-18, when goods or services are exchanged or
swapped for goods or services, which are of a similar nature and value, the exchange is
not regarded as a transaction, which generates revenue. However, when goods are sold
or services are rendered in exchange for dissimilar goods, the exchange is regarded as a
transaction, which generates revenue. Such revenue is measured at the fair value of the
goods or service received, adjusted by the amount of any cash or cash equivalents
transferred.

(x) Repo Arrangements:
Under IAS-18, the recognition criteria are applied to two or more transactions together
when they are linked in such a way that the commercial effect connot be understood
without reference to the series of transactions as a whole. For instance, a company may
sell goods and, at the same time, enter into a separate agreement to repurchase the goods
at a later date. Thereby, the substantive effect of the transaction is negated. In such a
case the two transactions are dealt with together. The Accounting Standard-9 too in case
of repo arrangements requires that such transactions should be recorded as financing
arrangements. Therefore, the resulting cash inflow is not revenue and should not be
recognised as revenue.

REVENUE FROM RENDERING OF SERVICES
Normally, revenue from service is recognised as the service is performed. The performance of

service is measured by employing two methods:

1. Completed Service Contract Method:

Revenue is recognised when service is about to be completed and significant uncertainties exist
about the collection of amount of service charges.

2. Proportionate Competition Method:

In this method, revenue is recognised by reference to the performance of each Act. Under this
method, the revenue recognised is determined on the basis of contract value, associated cost, number of
acts or other suitable basis. Further, no significant  uncertainty exists about the collection of amount of
service charges of performed acts.



30 Accounting Standards Issued by ICAI and Inventory Valuation

Revenue Recognition Norms:

The norms for revenue recognition for rendering of service under special condition are as follows:

1. Installation Fees:

It is recognised when the installation is completed and it is accepted by the clients.

2. Advertising and Insurance Agency Commission:

In this regards, the norms are as laid down under:

(i) Advertising commission is recognised when the advertisement appears before public.
(ii) Insurance commission is recognised on the effective commencement/renewal date of the

policies.

3. Financial Service Commission:

Revenue recognition of financial service commission is dependent upon:

(i) Whether the service has been provided ‘once and for all’ or is on a continuing basis.
(ii) The incidence of costs relating to the service.
(iii) When the payment for the service will be received.

As regards to commission charged for arranging or granting loan and other facilities, it should be
recognised when a loan is sanctioned and accepted by borrower. Commitment facility or loan management
fees that relate to continuing obligations or services, should normally be recognised over the life of the
loan.

4. Admission Fee:

Revenue from artistic performance, banquets and other special events should be recognised when
events takes place.

5. Tuition Fee:

Revenue should be recognized over the period of instruction.

6. Entrance and Membership Fees:

Revenue recognition from entrance and membership fees depends upon the nature of service
being provided. However, entrance fees are generally capitalised. Membership fees should be recognised
on systematic and rational basis having regard to timing and nature of service provided.

7. Revenue from Interest:

Revenue from interest should be recognised on time proportion basis.

8. Revenue from Royalties:

Revenue from royalties is recognised on accrual basis as per terms of agreement.

9. Revenue from Dividend:

Revenues from dividend is recognised when the declaring company declared dividend.
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EFFECT OF UNCERTAINTIES (SUBSEQUENT UNCERTAINTY IN
COLLECTION)

When uncertainty of collection of revenue arises subsequently after the revenue recognition, it is
desirable to make provision for the uncertainty in collection rather than adjustment in already recognised
revenue.

DISCLOSURE
1. When revenue recognition is postponed, the disclosure of the circumstances necessitating such

postponement should be made.

2. Disclosure of Revenue from Sales Transactions (ASI-14):

(i) Disclosure of Excise Duty in presentation of Profit & Loss Statement:
As per ASI-14, the manner of disclosure of excise duty in the presentation of revenue from
sales transactions (turnover) in the statement of profit and loss should be as given below:

Turnover (Gross) xx
Less: Excise Duty xx

Turnover (Net) xx
(ii) Guidance Note on Revenue Recognition in Real Estate Sale:

The term ‘Real Estate’ is meant by land as well as building. The issue is when should the
revenue be recognised in case of real estate sales by the enterprises engaged in such activities
(commonly referred to as ‘real estate developers’, ‘builders’ or ‘property developers’.
As regards to real estate, Revenue should be recognised when all the following conditions are
fulfilled:

- The seller has transferred to the buyer all significant risk and reward of ownership and
the seller retain no effective control of the real estate transferred to a degree usually
associated with ownership.

- At the time of transfer of all significant risks and rewards of ownership it is not unreasonable
to expect ultimate collection.

- No significant uncertainty exists regarding the amount of the consideration that will be
derived.
Once the seller has transferred all risks and rewards of ownership to the buyer and other
conditions for recognition of revenue is satisfied, any further act in real estate performed
by the seller are in substance, performed on behalf of the buyer in the manner similar to
a contractor. Therefore, if the seller is obliged to perform any substantial acts after the
transfer of significant risks and rewards of ownership, revenue is recognised by applying
the percentage of completion method in manner as specified in AS-7, ‘Construction
Contract’.
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Export-related Benefits such as DEPB:
DEPB denotes Duty Entitlement Passbook. The objective of DEPB is to neutralise the incidence of

basic custom duty on the import content of the export products. The neutralisation is provided by way
of grant of credit against the export product.

In this regard, a recent ICAI opinion, the benefit of DEPB should be recognised in the year of
export itself (provided no uncertainty exists). This is based on the matching concept. The activity of
export results in an entitlement of DEPB credit and accordingly, this credit cannot be related to duty
payable at the time of subsequent imports. At the time of subsequent imports, the full duty payable on
such imports would form part of cost of purchase, which is paid partly,  or fully by way of adjustment
of DEPB credit. The export benefits should be booked separately as revenue by creating claim against it
on the asset side. Accordingly, the cost of purchase of material subsequent to exports should be valued
at full cost including the import duty saved i.e. full custom duty should be loaded irrespective of its
payment in cash or payment by utilization of DEPB credit. If DEPB credit is held for sale, the treatment
of DEPB credit would be similar to the treatment when it is intended to be utilised for imports. However,
significant uncertainty as regards to the amount of consideration realisable and uncertainty regarding its
ultimate collection has to be taken into account.

Treatment of Inter-divisional Transfers:
ICAI has announced that inter-divisional transfers/sales are not the revenue as per Accounting

Standard-9 ‘Revenue Recognition’.

Since in case of inter-divisional transfers, risks and rewards remain within the enterprise and as
there is no consideration from the point of view of the enterprise as a whole, the recognition criteria for
revenue recognition are also not fulfilled in regard to inter-divisional transfers.

1. Illustration:

Goods worth ` 10 lakhs are sent to Amritlal & Co. Ltd. by Sudhir & Co. Ltd. as per their order.
Goods are delivered to them and communicated by Amritlal that goods are in order.

Comment on whether it should be recognised as revenue.

Solution:

Yes, it should be recognised as revenue as it fulfilled all the conditions of sale of goods, which is
complete in this respect. Against this sale, the amount of the sale is receivable. Hence, as per AS-9, it
should be recognized as revenue.

Exercise:

Neelkanth Publishers Co. Ltd., supplied the books of ` 5 lakhs to Narendra Book Stores Ltd., as
per their order. Narendra Book Stores intimated to Neelkanth Publishers Co. Ltd. that the books are in
order.
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