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(1 / 5)  How are assets and liabilities classified under International Financial Reporting Standards?  
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(2 / 5)  Rachita Builders is engaged in the business of renting out of properties. Few years back,  it has 
purchased a building that has non moving tenants. In the current year, Suchita Corporation proposes 
Rachita Builders to take the building on lease at a price which is much higher.  Rachita Builders pays 
a significant amount of compensation to non-moving tenants to vacate the building as it wishes to 
lease out the same to Suchita Corporation which will generate a higher revenue. Rachita Ltd. now 
wants to capitalize the amount of compensation paid to tenants. Is it allowable as per the provisions 

of AS—10 “Accounting for fixed assets”?  

(3 / 5)  What are the different types of share-based payment transactions covered by IFRS-2. Briefly 

explain. 

A company granted options to its employees with a fair value of Rs. 30,00,000 and made the following 

estimates: 

Estimate at grant date of the percentage of employees leaving the company before  

the end of the three-year vesting period        10% 

Revised estimate, made in the second year, of the portion of employees leaving the  

company before the end of three years           5% 

Actual percentage of leavers            6% 

Determine the amount of expense  to be recognized in each of the three years of the vesting period. 

(4 / 5)  What are related party transactions? What is the need for identification and disclosures of re-

lated party transactions? 

ABC Ltd. is procuring the packing materials from M/S XY and Co., a partnership firm, consisting of Mr. 
X and Mr. Y. Mr. X is the managing director of ABC Ltd. The total value of purchases made from M/S 
XY and Co. by ABC Ltd. during the year 2008-09 had been Rs. 38 lacs. Discuss the auditor’s responsi-

bility in the given situation. 

(5 / 5)  What do mean by the term “Audit Evidence” as referred to in Standard on Auditing (SA) 500? 

What are the various sources from which an audit evidence can be obtained? 

Answers        Time Allotted: 45 mins 

Answer: Question (1 / 5) 

Under International Financial Reporting Standards 
(IFRS), IAS 1, “Presentation of Financial State-
ments”, deal with aspects of presentation of compo-
nents of complete set of financial statements. State-
ment of Financial Position discloses all assets and 
liabilities which form part of financial statements.  
IAS 1 specifies that all assets and liabilities be class- 

ified into current and non-current or on basis of li-
quidity on the face of the Statement of Financial Po-
sition. It also specifies that irrespective of the 
method of classification, an entity is required to dis-
close separately, the amount expected to be recov-
ered or settled after more than twelve months of the 
reporting date. 



A current asset is one that is : 

• Expected to be realized, or sold or consumed in     
the entity’s normal operating cycle. 

• Held primarily for trading. 

• Expected to be realized within twelve months after 
the reporting period. 

• Unrestricted cash and cash equivalents. 
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Answer: Question (1 /5) 

A current liability is one that is : 

• Expected to be settled in its normal operating cycle. 

• Held primarily for trading. 

• Expected to be realized within twelve months after 
the reporting period. 

• Not having an option to defer its settlement for at 
least twelve moths after the reporting period. 

Answer: Question (2 /5) 

Paragraph 12.1 of AS -10 “Accounting for Fixed As-
sets” states that it is difficult to determine whether 
subsequent expenditure related to fixed asset repre-
sents improvements that ought to be added to the 
gross book value or repairs that ought to be charged 
to the profit and loss statement. Only expenditure 
that increases the future benefits from the existing 
asset beyond its previously assessed standard of 
performance is included in the gross book value, 

e.g., an increase in capacity. Further paragraph 23 
states that  subsequent expenditures related to an 
item of fixed asset should be added to its book value 
only if they increase the future benefits from the ex-
isting asset beyond its previously assessed standard 
of performance. 

The expenditure on fixed assets subsequent to its 
installation may be categorized into repairs and 
maintenance, and improvements.  Repairs and 
maintenance implies the restoration of capital asset 
to its full productive capacity after damage, accident  

or prolonged use without increase in the previously 
estimated useful life or capacity. Expenditure on re-
pairs and maintenance, including replacement cost 
necessary to maintain the previously assessed stan-
dard of performance, is expensed in the same period. 
On the other hand expenditure on improvements are 
expenditure that have the effect of improving the pre-
viously assessed standard of performance i.e. exten-
sion of asset’s useful life, increase in capacity, or a 
substantial improvement in quality of output or a re-
duction in operating cost. Such expenditures are capi-
talized. 

In the given case, the compensation paid to the ten-
ants enhances the value of the building owned by 
Rachita Builders beyond its previously assessed stan-
dard of performance as it is generating higher reve-
nue. Therefore the proposed accounting treatment of 
capitalization of compensation paid to non-moving 
tenants would be in accordance with AS-10 
“Accounting for Fixed Assets” . 

Answer: Question (3 / 5) 

IFRS 2 applies to all the three types of share-based 
payment transactions. These includes the following: 

(i) Equity-settled : Equity settled transactions are 
the share-based payment transactions where an 
entity issues or transfers its own equity instru-
ments1, or those of another member of the same 
group, as consideration for goods or services. An 
example of an equity-settled transaction is the issu-
ance of options to employees that give them the 
right to purchase the entity’s shares at a discounted  

price in exchange for their services. 

(ii) Cash-settled : Cash-settled share-based pay-
ment transactions are where goods or services are 
paid for at amounts that are based on the price (or 
value) of the entity’s shares or other equity instru-
ments (such as share options). An example of a 
cash-settled transaction is share appreciation rights 
issued to employees. These entitle employees to 
cash payments equal to the increase in the share 
price of a specified number of the entity’s shares. 



(iii) Choice of equity-settled or cash-settled : It is 
a share-based payment transaction where an entity 
or the supplier may choose whether the entity settles 
in cash or by issuing or transferring equity instru-
ments. 

Calculation of expense  to be recognized : 

Year 1 :   

The expense in the first year should be Rs. 9,00,000 
(Rs. 30,00,000 x 1/3 x 90%). 

Year 2 :  

As a result of a change in accounting estimate of the 
percentage of employees expected to leave, the 
expense to be recognized in the second year is cal-
culated as follow: 
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Answer: Question (3 / 5) contd…. 

The cumulative expense at the end of the second year 
will be Rs. 30,00,000 x 2/3 x 95%     =   Rs. 19,00,000 

Less:  

Expense recognized in first year        =   Rs.   9,00,000 

Expense to be recognized  in 

the second year    =   Rs. 10,00,000 

Year 3 : 

At the end of the third year, 94% of the options vest, 
so the cumulative expense over the vesting period is 
Rs. 28,20,000 (Rs. 30,00,000 x 3/3 x 94%).  

The expense already recognized in first and second 
year is Rs. 19,00,000, so the expense to be recog-
nized in the third year is Rs. 9,20,000. 

Answer: Question (4 / 5) 

Related party transactions refer to transfer of re-
sources or obligations between related parties re-
gardless of whether or not a price has been charged. 
Two or more parties are related parties when at any 
time during the period under audit one party has 
direct or indirect control of the other party or one 
party has influence over the financial and operating 
policies of the other party. 

Auditing and Assurance Standard 23- Related Par-
ties impose duty on auditor to identify and disclose 
the related party transaction in the financial state-
ments. As per AS-23, ’Related Parties’, although it is 
the responsibility of management to establish ac-
counting and internal control systems to ensure ap-
propriate identification and disclosure of related par-
ties and transactions with them, the auditor should 
also do the same due to the following reasons: 

(i) to ensure adherence to disclosure requirements 
of accounting standards (such as AS 18) 

(ii) to assess the effect on financial statements. 

(iii) to assess the reliability of audit evidence (eg. Man-
agement representation); and 

(iv) to identify motivation for related party transactions. 

 AAS-23 establishes standards on auditor’s responsi-
bilities and audit procedures regarding related party 
transactions. In the given case of purchase made from 
M/S XY and Co. by ABC Ltd., the related party rela-
tionship is absolutely clear and accordingly the auditor 
must examine that the disclosure requirements as laid 
down in AS-18 (Related Party Disclosures) has been 
followed.  Further, the auditor also has to ensure com-
pliance with the CARO’2003 requirements, i.e. trans-
action required to be entered into the Register pursu-
ant to section 301 of the Companies Act, 1956 having 
regard to the fact whether such prices were reason-
able or not. Accordingly, the auditor has to ensure that  
the ABC Ltd. has made proper disclosures in financial 
statements and the matter has been examined and 

Let’s Get Connected!! and bridge the Knowledge Gap!  

Write to us at journal@eduex.in  



Standard on Auditing (SA) 500 defines ‘Audit evi-
dence’ as information used by the auditor in arriving 
at the conclusions on which the auditor’s opinion is 
based. Audit evidence includes both information 
contained in the accounting records underlying the 
financial statements and other information. 

Audit evidence is the fundamental aspect of an audit 
on which the final audit opinion and the audit report 
is based. The quality and effectiveness of an audit 
is, therefore, to a large extent affected by the ade-
quacy and appropriateness of the auditor’s proce-
dures in gathering and evaluating the audit evi-
dence. The SA 500 contains detailed guidance for 
the auditors on critical aspects of audit evidence 
such as what constitutes sufficient appropriate audit 
evidence, information to be used as audit evidence, 
factors to consider in selecting items for testing, how 
to respond in case of inconsistency in or doubts over 
reliability of audit evidence. It contains principles and 
procedures to be followed by the auditors to obtain 
and evaluate audit evidence which is sufficient and 
appropriate for the purpose of their audit.  

Some audit evidence is obtained by performing audit  
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Answer: Question (5 /5) 

procedures to test the accounting records, for exam-
ple, through analysis and review, reperforming proce-
dures followed in the financial reporting process, and 
reconciling related types and applications of the same 
information. Through the performance of such audit 
procedures, the auditor may determine that the ac-
counting records are internally consistent and agree to 
the financial statements. 

More assurance is ordinarily obtained from consistent 
audit evidence obtained from different sources or of a 
different nature than from items of audit evidence con-
sidered individually. For example, corroborating infor-
mation obtained from a source independent of the 
entity may increase the assurance the auditor obtains 
from audit evidence that is generated internally, such 
as evidence existing within the accounting records, 
minutes of meetings, or a management representa-
tion. 

Information from sources independent of the entity 
that the auditor may use as audit evidence may in-
clude confirmations from third parties, analysts’ re-
ports, and comparable data about competitors 
(benchmarking data). 
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(1 / 5)  What is direct and indirect quote? Explain the link between the two? 

In the following table a Mumbai broker has given some quotes. Identify whether they are direct or indi-

rect and for each direct quote give the corresponding indirect quote and vice versa. 

  Currency    Rate                 Quote      

      SEK   5.7500          Rs. per Kroner 

      Euro   0.0191               Euro per Rs. 

      SGD   0.0388               SGD per Rs. 

      AED               12.1500  Rs. per UAE Dirham 
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(2 / 5)  Explain the purposes for which transfer pricing system can be used in divisionalized compa-

nies? 

(3 / 5) )  What do mean by operating and financial leverage? How combined leverage can be derived 

from operating and financial leverage? 

Pluto Ltd. manufactures pens. The company's income statement for the year ending 31st March 2009 

is as follows:           

                 Rs.  

Sales (10,000 pens @ Rs. 50 each)      5,00,000 

Less:  

Variable costs (10,000 pens @ Rs. 20 each)     2,00,000 

Fixed Costs         1,50,000 

         ———— 

Earnings before interest and taxes (EBIT)     1,50,000 

Interest expense           60,000 

         ———— 

Earnings before taxes (EBT)         90,000 

Income tax expense (40%)         36,000 

         ———— 

Earnings after taxes (EAT)          54,000   

 

Given this income statement, compute the following: 

1. Degree of operating leverage. 

2. Degree of financial leverage.  

3. Degree of combined leverage.  

4. Break-even point in units( numbers of pens). 



Answer: Question (1 / 5) 
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(4 / 5)  “The NPV and IRR methods may result in contradictory signals in case of mutually exclusive 

investment proposals”. Comment. 

Delta Ltd. is evaluating two alternative mutually exclusive projects for improving the marketing of its 
products namely project X and project Y. The estimated cash flows from each alternative projects are 

as follows: 

   Initial Investment           Net inflow at the end of years (Rs.) 

       outlay (Rs.)   1  2  3 

 

         Project X        7,00,000        3,43,000       3,43,000       3,43,000 

         Project Y      12,00,000        5,52,000       5,52,000       5,52,000 

The company’s estimated cost of capital is 10%. Which project should the company accept? 

(5 / 5)  Write short notes on the following: 

 (a)   Master Budget 

(b)   Price-skimming policy 

(c)   Profit centres 

(d)   Total quality management 

Answers        Time Allotted: 45 mins 

Answer: Question (1 / 5) 

A direct quote expresses the exchange rate in 
terms of home currency per unit of the foreign cur-
rency. It is the number of home currency units re-
quired to buy or sell one unit of foreign currency. For 
eg. Rs. 48.20 per USD is a direct quote for USD in 
India which means that 48.20 Indian Rupees is re-
quired to buy/sell one USD. The price comes first 
and the commodity comes next. The quantity of the 
commodity remains the same whereas the price 
changes. In the given example, USD is the commod-
ity which is being bought and sold.  

An indirect quote expresses the exchange rate in 
terms of foreign currency per unit of home currency. 
It is the number of units of foreign currency required 
to buy or sell one unit of home currency. In an     
indirect quote, domestic currency is the commodity  

which is being bought and sold. For eg. 0.02 USD 
per Rupee is an indirect quote in India which means 
that in exchange of one Indian Rupee, the seller will 
get 0.02 USD. Here in the given example, Rupee is 
the commodity. 

The Link  

The direct quote for a given currency in one country 
(i.e. for $ in India) is an indirect quote for that cur-
rency in the other country (for $ in USA) . Thus, Rs. 
48.20 per dollar is a direct quote for USD in India 
and an indirect quote for USD in the US. On the 
other hand 0.02 USD per INR is an indirect quote for 
INR in India whereas the same is a direct quote for 
INR in US. Thus “an indirect quote is the reciprocal 
of the direct quote and vice versa”. 



In the given case, since it’s a Mumbai banker the 
home currency in INR.  

• INR/ SEK – INR per Kroner is the home cur-
rency per unit of foreign currency, hence it’s a 
direct quote.  The corresponding indirect quote 
is 1/Direct quote i.e. 1/ 5.7500 = 0.1739 SEK 
per INR. 

• Euro/ INR – Euro per INR is the foreign cur-
rency per unit of home currency, hence it’s an 
indirect quote. The corresponding direct quote is 

The Cost Cutter & Finance Corner 

Answers        Time Allotted: 45 mins 

Page 9 THE ACCOUNTANTS MANUAL 

     1/Indirect quote i.e. 1/0.0191 = Rs.52.36 per Euro. 

• SGD/ INR – SGD per INR is the foreign currency 
per unit of home currency, hence it’s an indirect 
quote. The corresponding direct quote is 1/
Indirect quote i.e. 1/ 0.0388 = Rs. 25.77 per SGD. 

• INR/ AED – INR per UAE Dirham is the home 
currency per unit of foreign currency, hence it’s a 
direct quote.  The corresponding indirect quote is 
1/Direct quote i.e. 1/ 12.1500 = 0.08 AED per 
INR. 

Answer: Question (2 / 5) 

Transfer prices are prices that different divisions in a 
company charge for goods, services, tangible and 
intangible assets they trade with other divisions of 
the company. Where each division in the company is 
considered as a profit centre, transfer pricing is im-
portant because a change in the transfer price would 
affect the profits of the divisions. 

A transfer pricing system can be used to meet the 
following purposes: 

(a) To provide information that motivates divisional 
managers to make good economic decisions. 

(b) To provide information that is useful for evaluat-
ing the managerial and economic performance of 
the divisions. 

(c) To intentionally move profits between divisions or 
locations. 

(d) To ensure that divisional autonomy is not under-
mined. 

Answer: Question (1 / 5) contd... 

Answers        Time Allotted: 45 mins 

Answer: Question (3 / 5) 

Operating leverage results from the presence of 
fixed operating costs in a firm's income stream. It is 
the name given to the impact on operating income of 
a change in the level of output. The extent of the 
presence of fixed operating costs in a firm's income 
stream is measured by the degree of operating lev-
erage (DOL). 

The degree of operating leverage (DOL) is defined 
as the percentage change in operating income (or 
EBIT) that results from a given percentage change in 
sales. It is a quantitative measure of the “sensitivity” 
of a firm’s operating profit to a change in the firm’s 
sales. If a high percentage of a firm’s total costs are 
fixed, the firm is said to have a high degree of oper-
ating leverage.  

DOL  =  Percentage Change in Earnings Before In-

terest and Taxes (EBIT) / Percentage Change in 
Sales  

Financial leverage results from the presence of 
fixed financial costs in a firm's income stream. It is 
the name given to the impact on returns of a change 
in the extent to which the firm’s assets are financed 
with borrowed money. The extent of the presence of 
fixed financial costs in a firm's income stream is 
measured by the degree of financial leverage (DFL). 

The degree of financial leverage (DFL) is defined as 
the percentage change in earnings per share [EPS] 
that results from a given percentage change in earn-
ings before interest and taxes (EBIT). It is an index  
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number which measures the effect of a change in 
earnings before interest and taxes (EBIT) on earn-
ings per share (EPS). 

DFL  = Percentage Change in Net Income (NI) / Per-
centage Change in Earnings Before Interest and 
Taxes (EBIT) 

Firm's often have both operating and financial lever-
age. Combined leverage results from the presence 
of both fixed operating and financial costs in a firm's 
income stream. Combined leverage is measured by 
the degree of combined leverage (DCL). 

DCL  = Percentage Change in Net Income (NI) / 
Percentage Change in Sales  

Combined leverage can also be derived by multiply-
ing financial leverage and operating leverage. 

  DCL = DFL × DOL  

Both operating and financial leverage result in the 
magnification of changes to earnings due to the 
presence of fixed costs in a company's cost struc-
ture. The difference is only the part of the income 
statement. Operating leverage is the magnification 
on the top half of the income statement i.e. how 
EBIT changes in response to changes in sales; the 
relevant fixed cost is the fixed cost of operating the 
business. Financial leverage is the magnification on 
the bottom half of the income statement i.e. how 
earnings per share changes in response to changes 
in EBIT; the relevant fixed cost is the fixed cost of 
financing, in particular interest. 

Pluto Ltd.  
 

1.    Degree of operating leverage 

The degree of operating leverage at any level of sales 
is the ratio of contribution to the earnings before inter-
est and taxes (EBIT). 

 DOL       =     Contribution / EBIT 

               =     3,00,000 / 1,50,000  =   2 

2. Degree of financial leverage 

The degree of financial leverage at any level of EBIT 
is the ratio of earnings before interest and taxes 
(EBIT) to the earnings before taxes (EBT). 

 DFL       =     EBIT / EBT 

               =     1,50,000 / 90,000  =    1.67 

3. Degree of combined leverage 

 DCL      =    DFL × DOL  

   =      1.67 x 2         = 3.33 

4. Break-even point  

Break-even point in Units  

 =   Fixed Costs / Contribution margin per unit  

 =  1,50,000 / 30 

 =  5,000 

The  break even point in units is 5,000 pens. 

Answer: Question (3 / 5) contd…. 

Answer: Question (4 / 5)  

A project is said to be mutually exclusive if the ac-
ceptance of one project excludes the acceptance of 
another project. In case of mutually exclusive pro-
jects the ranking is crucial, since only one project 
can be accepted and we cannot be indifferent to the 
outcome of applying the NPV and the IRR rules. It is 
possible for the NPV and the IRR methods to sug-
gest different rankings as to which project should be 
given priority. 

The NPV method discounts all cash flows at the cost 
of capital thus implicitly assuming that these cash 
flows can be reinvested at this rate. The IRR method 
implies a reinvestment rate at IRR and so the im-
plied reinvestment rate will differ from project to pro-
ject. The cost of capital is more realistic than rein-
vestment rate, NPV method is considered to be 
theoretically superior to the IRR method. 



The NPV and IRR calculation of the two projects 
under consideration by Delta Ltd. are as below: 

NPV =     (Annual cash inflow  x  Annuity factor  
         for 3 years)  -  Annual cash outflow 

Project X =   (3,43,000 X 2.487)  - 7,00,000 

  =     1,53,041 

Project Y =   (5,52,000 X 2.487)  - 12,00,000 

  =     1,72,824 

 IRR :  

Equivalent annuity factor for three years   

 =  Investment cost / Annual cash inflow 

Project X =      7,00,000 / 3,43,000 

  =      2.04 i.e.   22% 

Project Y   =      12,00,000 / 5,52,000 

  =      2.174 i.e.    18% 
 
  IRR (%)  NPV (Rs.) 

Project X    22  1,53,041 

Project Y       18  1,72,824 
 
For the projects Delta Ltd. is considering, the two 
methods are giving contradictory rankings. The IRR 
method ranks project X first whereas NPV method 
ranks project Y first. If the projects were independent 
then this would be irrelevant as the firm would be 
indifferent as to which project to accept but as the 
projects are mutually exclusive the rankings are very 
crucial in decision making. 

Since the two methods are giving contradictory rank- 
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Answer: Question (4 / 5) contd…. 

ings, one of the method must be indicating incorrect 
ranking. The same is evaluated by considering incre-
mental cash flow as below: 

                Incremental  
 Years    Project Y        Project X    cash flow (Y-X)  
          Rs.     Rs.  Rs. 

      1    12,00,000         7,00,000           5,00,000  

      2      5,52,000         3,43,000           2,09,000  

      3      5,52,000         3,43,000           2,09,000  

      4      5,52,000         3,43,000           2,09,000   

At the first instance, it is assumed that Delta Ltd. 
adopts IRR method and chooses project X, then it can 
be considered whether it is worthwhile to invest the 
hypothetical incremental investment (incremental in-
vestment required in project Y over project X). The 
initial investment in project X plus the hypothetical 
incremental investment is equivalent to accepting pro-
ject Y. If the firm is prepared to accept the incremental 
investment, using the IRR rule, this is equivalent to 
shifting from project X to Y. 

The IRR for incremental investment is 5,00,000/ 
2,09,000 = 2.39 i.e. 12%. 

As the IRR for incremental investment (12%) is 
greater than the cost of capital (10%), the incremental 
project should be accepted which means shifting from 
project X to project Y. The IRR analysis for incre-
mental investment is contradictory to the initial IRR 
analysis which means that the initial ranking as per 
the IRR method was incorrect. The NPV method thus 
holds superiority over the IRR method and is assumed 
to give proper analysis for decision making. 

Delta Ltd., therefore, should accept project Y as it has 
higher NPV. 

Answer: Question (5 / 5) 

(a) Master Budget 

Budget is a financial plan for implementing various 
decisions that management has made. The budgets 
for all of the various decisions are expressed in 
terms of cash inflows and outflows, and revenues  

and expenses. All these budgets are merged to-
gether into a single unifying statement of the organi-
sation's expectations for future periods. This state-
ment is known as a “Master budget”. Master 
budget is a consolidated summary of various func-
tional budget and consists of a budgeted profit and  
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Answer: Question (5 / 5) contd…. 

loss account, a balance sheet and a cash flow state-
ment. After the approval of the master budget, the 
budgets are passed down through the organization 
to the appropriate responsibility centres. The ap-
proval of the master budget is the authority for the 
manager of each responsibility centre to carry out 
the plans contained in each budget.  

(b)   Price-skimming policy 

A price-skimming policy is an attempt to exploit 
those sections of the market that are relatively in-
sensitive to price changes. For example, high initial 
prices may be charged to take advantage of the 
novelty appeal of a new product when demand is 
initially likely to be inelastic. The charge of high price 
in the initial periods serves to skim the cream of the 
market  that is relatively insensitive to price.  A skim-
ming  pricing policy offers a safeguard against high 
initial capital outlays, high promotional expenses, 
unexpected future increases in costs, or a large fall 
in demand after the novelty appeal has declined. 
This method is preferred in the beginning because in 
the initial periods when demand for the product is 
not known the price covers the initial cost of produc-
tion. Once the market becomes saturated, the price 
can be reduced to attract that part of the market that 
has not yet been exploited. A skimming pricing pol-
icy should not be adopted when a number of close 
substitutes are already there in market. In that situa-
tion, the demand curve is likely to be elastic, and 
any price in excess of that being charged for the 
substitute product by the competitor is likely to lead 
to a large reduction in sales. 

(c) Profit centres 

Profit centre refers to division of an organization held 
responsible for producing its own profits. It refers to 
segment of a business for which costs, revenues, 
and profits are separately calculated, with the man-
ager of the segment being responsible for and 
judged on the performance of that segment. For 
example a large corporation with diversified interests 
in paper manufacturing, trucking, and fast food may 
regard each of these three businesses as a profit 
center. Profit centers are parts of a corporation that  

directly add to its profit. A profit center manager is 
held accountable for both revenues, and costs 
(expenses), and therefore, profits, which means that 
the manager has to drive the sales revenue generat-
ing activities which leads to cash inflows and at the 
same time control the cost (cash outflows) causing 
activities. This makes the profit center management 
more challenging than  cost centre management. 
Profit center management is equivalent to running an 
independent business because a profit center busi-
ness unit or department is treated as a distinct entity 
enabling revenues and expenses to be determined 
and its profitability to be measured. Usually different 
profit centers are separated for accounting purposes 
so that the management can follow how much profit 
each center makes and compare their relative effi-
ciency and profit. Examples of typical profit centers 
are a store, a sales organization and a consulting 
organization whose profitability can be measured. 

(d)   Total quality management 

Total quality management is a term used to describe 
a situation where all business functions are involved 
in a process of continuous quality improvement. TQM 
has broadened, from its early concentration on the 
statistical monitoring of manufacturing processes, to a 
customer-oriented process of continuous improve-
ment that focuses on delivering products or services 
of consistent high quality in a timely fashion. TQM 
seeks to increase customer satisfaction by finding the 
factors that limit current performance. The emphasis 
of TQM is to design and build quality in, rather than 
trying to inspect it in, by focusing on the causes rather 
than the symptoms of poor quality. TQM culture re-
quires quality in all aspects of the company's opera-
tions, with things being done right first time, and de-
fects and waste eradicated from operations. It help 
organisations in achieving significant improvements in 
quality, productivity, competitiveness or financial re-
turn. The important aspects of TQM include cus-
tomer-driven quality, top management leadership and 
commitment, continuous improvement, fast response, 
actions based on facts, employee participation, and a 
TQM culture. 



(1 / 5)  Delta Ltd. manufactures Valve Actuators and the statistical data indicated that every year a 
number of these actuators were found to be defective. Being a sophisticated item no customer is 
ready to buy it without warranty, so, Delta Ltd. sells these actuators on a standard warranty for a pe-
riod and undertook to rectify or replace the defective part free of charge. This warranty is given under 
certain conditions stipulated in a warranty clause.  During the year, based on past experience Delta 
Ltd.  made a provision for warranty at the rate of 2% of the turnover amounting Rs. 2,53,000 which ex-
ceeded the actual expenditure. The excess provision of Rs. 1,17,000 was reversed as Reversal of Ex-
cess provision. Delta Ltd. claimed the net provision of Rs. 1,36,000 as business expenditure. Discuss 

whether the same is allowable as deduction under the provisions of the  Income tax Act 1961. 

Tax Teasers 
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(2 / 5)  Is the service tax paid on expenditure incurred by a manufacturer on advertisement or sales 

promotion allowable as input stage credit? Discuss in the light of recent judicial decisions. 

(3 / 5)  What is “Anonymous donation”? Is it chargeable to tax under the Income Tax Act,1961? Dis-

cuss the provisions. 

(4 / 5)   XYZ Corporation applied for registration of its factory in the prescribed manner under Rule 9 of 
the Central Excise Rules, 2002.  However, the application was rejected by the department on the 
ground that the earlier holder of registration certificate had not paid their outstanding dues and failed 
to surrender their registration certificate with respect to the same factory premises. Thus, it was con-
tended by the revenue that no other unit in the same premises could be registered under the rules 
unless the original registration was deregistered or cancelled or surrendered by such registrant and 

all excise dues cleared. Do you agree with the department? 

(5 / 5)  Whether the wealth tax or provision for wealth tax debited to profit and loss account needs to 

be added back for the calculation of book profit under section 115JB? Explain. 

Answers        Time Allotted: 45 mins 

Answer: Question (1 / 5) 

The supreme court in the case of Rotork Controls 
India (P.) Ltd. held that where a standard warranty 
was required to be given during sell and assessee 
made provision for warranty which exceeded actual 
expenditure and excess amount was reversed, claim 
for deduction under section 37 of the Income tax Act 
of the net provision amount could not be denied. If 
the historical trend indicates that large number of 
sophisticated goods were being manufactured and in 
the past if the facts established show that defects 
existed in some of the items manufactured and sold, 
then the provision made for warranty in respect of 
such sophisticated goods would be entitled to de-
duction from the gross receipts under section 37.  
The deduction is allowable only when there is manu-
facture and sale of large number of items running 
into thousands of units of sophisticated goods.  A lia- 

bility on account of provision for warranty arising from 
manufacture and sale of one single item is construed 
as contingent liability not entitled to deduction under 
section 37. 

In the given case of Delta Ltd., a large number of so-
phisticated goods were being produced. They were 
supported by historical trend of defect being detected 
in some of the items.  There is a present obligation as 
a result of past events resulting in outflows of re-
sources and a reliable estimate could be made of the 
amount of the obligation. All the conditions for recog-
nizing a liability for the purposes of provisioning has 
been satisfied in the instant case therefore warranty 
provision needs to be recognized and the same is 
entitled to deduction under section 37 of the Income 
tax Act. Delta Ltd. Hence, Delta Ltd. can claim the net 
provision of Rs. 1,36,000 as business expenditure. 
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Answer: Question (3 / 5) 

Service tax paid on expenditure incurred by a manu-
facturer on advertisement, sales promotion, market 
research etc. will be allowable as input stage credit, 
if the same forms a part of price of final product on 
which excise duty is paid. In the case of Coca Cola 
India (P.) Ltd. vs CCE, it has been held that any in-
put service that forms part of the value of the final 
product should be eligible for the benefit of the Cen-
vat credit.  

The term ‘input services’ as defined in rule 2(i) of 
Cenvat Credit Rules uses the phrase ‘activity relat-
ing to business’, therefore all or any activity relating 
to business falls within the definition of ‘input service’ 
provided there is relation between the final product 
being manufactured and the activity. It is not neces-
sary that the contents of the advertisement must be 
that of the final product manufactured by the person  

advertising. As long as the manufacturer can demon-
strate that the advertisement services availed have an 
effect of or impact on the manufacture of the final 
product and establish the relationship between the 
input service and the manufacturer of the final prod-
uct, credit of service tax paid can be availed. Once the 
cost incurred by the service provider has to be added 
to the cost of product, and is so assessed, it is a rec-
ognition by the revenue of the advertisement cost 
services having a connection with the manufacture of 
the final product.  

Service tax, therefore, paid on expenditure incurred by 
the assessee on advertisement, sales promotion, mar-
ket research etc. will have to be allowed as input 
stage credit, more particularly, if the same forms a 
part of the price of final product of the assessee on 
which excise duty is paid.  

Answer: Question (2 / 5) 

The expression “anonymous donation” has been 
defined in section 115BBC of the Income tax Act, 
1961 as follow: 

(i) It is a voluntary contribution referred to in section    
2(24)(iia). 

(ii) The person receiving such contribution does not 
maintain a record of—(a) the identity indicating the 
name and address of the person making such contri-
bution; and (b) such other records as may be pre-
scribed. 

Anonymous donations received by the following are 
chargeable to tax at the rate of 30 percent: 

(a)  any trust or institution referred to in section 11; 

(b) any university or other educational institution 
referred to in section 10(23C)(iiiad) and (vi); 

(c) any hospital or other institution referred to in sect- 

ion 10(23C)(iiiae) and (via); 

(d) any fund or institution referred to in section 10
(23C)(iv);and 

(e) any trust or institution referred to in section 10
(23C)(v). 

However, from assessment year 2010-11, anonymous 
donation will be taxable only to the extent such dona-
tion exceeds Rs. 1,00,000 or 5 percent of total income 
of the trust, whichever is higher. 

The following anonymous donations are not covered 
by the provisions of section 115BBC: 

(a)  donations received by any trust or institution cre-
ated or established wholly for religious purposes; and  

(b)  donations received by any trust or institution cre-
ated or established for both religious as well as chari-
table purposes. 

Your Valuable Feedback can make a Lot of difference… 
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Yes, the department is correct in not accepting the 
application for registration. As per Rule 9 of Central 
Excise Rules, 2000, every person, who produces, 
manufactures, carries on trade, holds private store-
room or warehouse or otherwise uses excisable 
goods, shall get registered. 

However, Rule 9(3) prescribes certain conditions for 
registration and one of the conditions contained 
therein states that, whenever a business is trans-
ferred , fresh registration is required to  

Tax Teasers 
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Answer: Question (4 / 5) 

be taken by the assessee and whenever a manufac-
turer ceases to carry on his business, he should apply 
for de-registration. In the given case, the earlier holder 
has not applied for deregistration and hence fresh 
registration cannot be done for the same premises. A 
similar judgment was given by the Bombay High court 
in the case of Manibhadra processors where it was 
held that the person holding earlier registration certifi-
cate must surrender registration certificate in respect 
to that premises than only a new person could get 
registration in respect of that premises. 

Answer: Question (5 / 5) 

The explanation to section 115JB lists out the 
amount to be disallowed for the calculation of book  
profit. However, it does not include the term wealth 
tax but provides only for the disallowance of any 
income tax paid or payable and the provisions for 
the same. Since the term ‘wealth tax’, chargeable 
under the Wealth-tax Act, 1957, cannot be held as 
income-tax, the provision made in the profit and loss  

account for liability to pay wealth tax cannot be added 
back to the net profit for the purpose of computing the 
book profit under section 115JB. It has also been de-
cided by the Calcutta Bench of ITAT that wealth tax 
cannot be considered part of income tax as it is 
chargeable under a different Act and hence will not be 
added back for the calculation of book profit under 
section 115JB. 
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1. Economic life of an enterprise is 
split into the  periodic interval as per 

________  

a. Money Measurement.  

b. Matching 

c. Going concern  

d. Accrual  

2. Accounting policies refer to specific 

accounting  ________ 

a. Principles  

b. Methods of applying those principles 

c. Both (a) and (b) 

d. None of the above 

3. Which of the following inventory 
methods will always produce the same 
results under both a periodic and per-

petual system?  

a. FIFO  

b. LIFO 

c. Average 

d. None of these 

4. When reconciling the ending cash 
balance  per the bank statement to the 
correct  adjusted cash balance, how 

would deposits in transit be handled?  

a. Added to the balance as per bank 
statement 

b. Subtracted from the balance as per 
bank statement 

c. Added to the balance as per company 
records 

d. ignored 
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1. Contract of guarantee 

a. is a contract to perform the promise or 
Matching discharge liability of the debtor 
in case of his default  

b. Is a contract of Insurance Accrual  

c. Is a contingent contract 

d. Both (a) and (c)  

2. An offer comes to an end when :  

a. It is not accepted within the prescribed 
time  

b. A counter offer is made  

c. It is not accepted according to the pre-
scribed mode 

d. All of the above  

3. Compulsory dissolution includes  

a. Dissolution by the adjudication by all the 
partners or of all the partners  but one as 
Insolvent  

b. Dissolution by the business of the firm  
becoming unlawful.  

c. All of the above 

d. None of the above  

4. Agreement to share profits _________  

a. Implies an agreement to share losses  

b. Does not necessarily mean an agree-
ment to share losses 

c. Must be coupled with an agreement to 
share losses 

d. Is same as agreement to share losses  

 

 

Mercantile Law 



1. Suppose 60% of a herd of cattle is 
infected with a particular disease. 
Let Y = the number of non-diseased 
cattle in a sample of size 5. The dis-

tribution of Y is 

a. binomial with n = 5 and p = 0.6  

b. binomial with n = 5 and p = 0.4  

c. binomial with n = 5 and p = 0.5  

d. the same as the distribution of X, the 
number of  infected cattle. 

2. Seventeen people have been exposed 
to a  particular disease. Each one inde-
pendently has a 40% chance of con-
tracting the disease. A hospital has the 
capacity to handle 10 cases of the dis-
ease. What is the probability that the 

hospital’s capacity will be exceeded? 

a. 0.965  

b. 0.035 

c. 0.989 

d. 0.011  

3. In what time will Rs.85000 amount to 

Rs.157675 at 4.5 % p.a.  

a. 18 yrs  

b. 18.5 yrs 

c. 19 yrs.  

d. 20 yrs.  

4. An Ogive can be prepared in ______ 

different ways 

a. 2 

b. 3 

c. 4 

d. 5 
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1. Cereal and milk have:  

a. positive income elasticity of demand with 
respect to each other.  

b. negative income elasticity of demand 
with respect to each other 

c. a positive cross-price elasticity of de-
mand. 

d. a negative cross-price elasticity of de-
mand  

 
2. Which of the following is true of the 
relationship between the marginal cost 

function and the average cost functions? 

a. If MC is greater than ATC, then ATC is 
falling.  

b. The ATC curve intersects the MC curve 
at minimum MC.  

c. The MC curve intersects the ATC curve 
at. minimum ATC. 

d. If MC is less than ATC, then ATC is in-
creasing  

3. The negatively-sloped part of the long-
run average total cost curve is due to 

which of the following? 

a. Diseconomies of scale  

b. Diminishing returns  

c. The difficulties encountered in coordinat-
ing the many activities of a large firm 

d. The increase in productivity that results 
from specialization 

 

Economics 

To know the correct  answers of the CPT Online Quick Test 
Please refer our next Issue.  
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1.  Learn to strike a balance between work and enjoyment. Study very seriously but allot some 
time for any leisure activity that makes you feel relaxed.  

2.  Aim for a rank. That way you will at least get through with good marks.  

3.  Remember hard work (rather than Smart Work) always yields good results.  

4.  Start your preparations from Day One (Early Preparation).  

5.  Plan out your study methodology well in advance and stick to your plans. Keep enough time for 

unexpected time delays (No one plans to fail, but fails to plan).  

6.  If you are aiming for a Rank, read the study materials in entirely (Read Only Materials). Don't 

leave out any portion. Further refer to some standard text books as referred by ICAI.  

7.  Concentrate on the subjects that you find difficult.  

8.  Make notes that will help you to quickly cover the vast syllabus on the day before the exam.  

9.  Make writing a habit. And write legibly.  

10. Get enough practice in practical subjects.  

11. If you are not interested in a particular subject, then Read Some thing of every thing or Every-

thing of some thing.  

12. Don't expect a specific format of the question paper for a professional exam of such calibre. 
Just keep in mind the marks allotted to each subject - because that's what will not change.  

13. Presentation is what matters most. Present your answers in a neat and systematic manner. 

Remember, the easier it is for the examiner to read your answers, the more marks you get.  

14. Read  a  lot  of  related  material  like  newspapers,  periodicals,  magazines,  etc  so  that  your 

knowledge is updated. This will help you get better marks in the exam.  
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• Here’s your one stop e-store of all varieties of 
educational books.  

• Books4u.in have transcended the culture of think-
ing around the consumer. This is getting reflected 
by the holistic online experience while searching 
for / ordering the books.  

• At Books4u.in you can search from a variety of 
options available for finance / accounting related 
subjects too.  

• The facility to place ONLINE orders also helps in 
easy availability of the books required.  

• With the latest editions becoming available well 
within reasonable time frame, helps students get 
the correct edition at the correct time.  

 

Appears to be a great e store to search for and 
order books ONLINE for finance / accounting sub-

ject students.  Try it Out! 

[We await for your response on the experiences 
you have to share once you have visited the 

site!!]  

http://en.wikipedia.org/wiki/Main_Page 

• Wikipedia is one of the most popular storehouses of articles available online. 

• Looking for a definition? Or want to have a comprehensive idea about a particular topic? Wikipe-
dia is one of the most trusted options you have to look upon to get yourself enriched with quality 
articles posted on the site.  

• Not only one can just read the articles on Wiki (the way it is called among known users) , but Wiki 
also is the place where you can just go and create a new article on any topic you wish to contrib-
ute to the ‘e—library’. 

• An excellent example of GAIN through SHARING of knowledge which is NOW just a click 
away…. 

With Internet gaining  

popularity day by day and its accessibility 
increasing,  

web is emerging out to be an invaluable 

medium for not only  

professionals but also students to keep 

themselves updated  and  

informed on all matters of academic and 
professional relevance. 
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In the case of  

Tube Rose estates (P) Ltd v ASSTT  

It has been decided that brokerage so paid to 
the brokers for introducing the tenants can be 
claimed as deduction under section 37 as the 
income derived from such maintenance ser-
vices is being assessed as income from busi-
ness. Held that brokerage in the form of com-
mission is being paid to a party which had 
brought income to the assessee in the form of 

maintenance charges.  

An assessee company was in the business of real es-
tate. In addition o renting out premises it also has en-
tered into agreement with tenants for maintenance 
and furnishing of premises for which separate pay-

ment was charged from tenants.  

Is the brokerage payable to brokers (one month’s 
maintenance charges) who have introduced the ten-

ants to the assesse an allowable expenditure?  

It has been held in number of cases that 
wastages generated etc would call for addi-
tion to the income of the assessee if no re-
cords are being maintained by the assesse I  
respect of their disposal etc.  

Hence, additions made by AOs estimating 
the sales turnover of those wastages cant be 
avoided unless assessee has maintained 
book of records to justify any expenses 
against the sale of those wastages and in 

regard to the sales of the wastages so  
generated.  

Can there arise an “addition of income” during as-
sessment proceeding on account of generations / 
wastages etc being generated during the manufactur-
ing process against which no records of disposal etc 

is being maintained by the assessee?  

It has been held by the Supreme Court that 
keeping in mind the intent of the provision of 
section 80 IA and the fact the an industrial 
establishment has already been established 
and is running, hence a restricted interpreta-
tion of the expression “derived from any busi-
ness of an industrial undertaking” is not justi-
fied.  

Therefore, held by the Supreme Court that 
that there is no reason for not considering the 

money received as insurance compensation in 
determining the profits and gains of the industrial undertaking to which Section 80 IA applies.  

Is the money received as Insurance compensation on 
account of loss of goods destroyed by fire be taken 
into account in determining profits and gains of an 
industrial undertaking to which section 80 IA benefit 

applies?  
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