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From the Desk of CA Kala Jayesh Umedmal

I am honored to be here today to discuss a crucial topic in the realm of financial management and 
accounting: “Mastering Income Computation and Disclosure Standards (ICDS).” Our focus will be on how 
these standards can be practically applied to enhance the accuracy, transparency, and integrity of financial 
reporting.

Introduction to ICDS

The Income Computation and Disclosure Standards, or ICDS, were introduced to standardize income 
computation and disclosure for tax purposes. These standards are part of a broader framework aimed at 
improving financial reporting and ensuring that income is computed consistently across different entities 
and sectors.

Why ICDS Matters

Before delving into the practical aspects, let’s take a moment to understand why ICDS is so important. In an 
increasingly complex financial environment, the need for consistent and transparent income computation 
has never been more critical. ICDS helps bridge the gap between accounting practices and tax laws, 
providing a clear framework for how income should be computed and reported.

Key Areas of ICDS

1.	 Revenue Recognition: ICDS provides guidelines on recognizing revenue in a manner that reflects the 
true nature of transactions. This includes principles for recognizing revenue from sales, services, and 
other sources, ensuring that it aligns with the substance of the transaction rather than just the form.

2.	 Valuation of Inventory: Accurate inventory valuation is crucial for determining the cost of goods 
sold and ultimately the taxable income. ICDS lays out principles for inventory valuation that help in 
maintaining consistency and comparability.

3.	 Accounting for Fixed Assets: The standards also cover the treatment of fixed assets, including 
depreciation and revaluation, ensuring that the financial statements present a true and fair view of the 
asset’s value.

4.	 Disclosure Requirements: Transparency is a cornerstone of financial reporting. ICDS outlines specific 
disclosure requirements to provide stakeholders with a comprehensive understanding of the financial 
position and performance of the entity.
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PRACTICAL APPLICATION

Applying ICDS in practice involves a few key steps:

1.	 Understanding the Standards: It’s essential to thoroughly understand the ICDS provisions relevant to 
your business. This means not only familiarizing yourself with the standards but also interpreting them 
in the context of your specific financial environment.

2.	 Integration into Financial Systems: Incorporate ICDS requirements into your accounting systems 
and processes. This might involve adjusting your revenue recognition practices, revising inventory 
valuation methods, or updating your fixed asset accounting procedures.

3.	 Training and Compliance: Ensure that your team is well-trained in ICDS requirements. Regular training 
and updates will help maintain compliance and adapt to any changes in the standards.

4.	 Regular Review and Audit: Regularly review your financial statements to ensure they comply with 
ICDS. Consider internal or external audits to verify that your income computation and disclosures are 
accurate and complete.

Challenges and Solutions

Implementing ICDS can present challenges, such as aligning existing practices with new standards or 
dealing with the complexity of specific provisions. However, these challenges can be overcome with a 
systematic approach, including consulting with experts, leveraging technology, and continuous learning.

Conclusion

Mastering ICDS is not merely about compliance but about embracing a framework that enhances the 
quality of financial reporting and supports sound business decisions. By understanding and applying 
these standards effectively, we can achieve greater transparency, consistency, and reliability in our financial 
statements.

Thank you for your attention, and I look forward to any questions you may have.

With Warm Regards,

CA Kala Jayesh Umedmal
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CA Vinod Jain

I would like to extend my heartfelt gratitude to CA Vinod Jain for his outstanding efforts and meticulous 
work. Your critical review and analysis have been instrumental in enhancing the depth and clarity of our 
presentation. Your expertise and commitment have greatly shaped the quality of our work.

                                                         CA Hiral Mehta                                   Shabnam Kagzi

Additionally, I wish to express my sincere thanks to CA Hiral Mehta and Shabnam Kagzi for their invaluable 
support and insightful contributions throughout this process. Your collaboration has been greatly 
appreciated.

Thank you all for your contributions and collaboration.
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BACKGROUND AND UNDERSTANDING
What is ICDS? The Income Computation and Disclosure Standards (ICDS) 

were established by the Central Government under Section 
145(2) of the Income-tax Act, 1961. These standards are 
designed to provide consistent and uniform guidelines for 
the computation and reporting of income for tax purposes 
in India. Applicable to taxpayers following the mercantile 
system of accounting, ICDS ensures a standardized 
approach to determining taxable income. 

The constitutional validity of ICDS was upheld by the courts, 
affirming its alignment with the legislative intent under 
the Income-tax Act. These standards are legally binding, 
ensuring that all taxpayers adhere to the same principles, 
thereby promoting uniformity in financial reporting and 
income computation across the board.

How many ICDS have been notified by the 
government?

The ICDS framework encompasses ten distinct standards, 
each tailored to address specific aspects of income and 
expense recognition. These standards are meticulously 
crafted to harmonize tax reporting with prevailing 
accounting practices, thereby minimizing discrepancies in 
income computation among various entities and enhancing 
the transparency of financial statements.

Each of the ten notified ICDS targets a particular domain of 
income and expense recognition, ensuring a consistent and 
uniform approach to financial reporting. This alignment not 
only fosters greater clarity but also bolsters confidence in 
the accuracy and reliability of financial disclosures. 

The 10 standards are as follows:

• ICDS I: Accounting Policies
• ICDS II: Valuation of Inventories
• ICDS III: Construction Contracts
• ICDS IV: Revenue Recognition
• ICDS V: Tangible Fixed Assets
• ICDS VI: Effects of Changes in Foreign Exchange Rates
• ICDS VII: Government Grants
• ICDS VIII: Securities
• ICDS IX: Borrowing Costs
• ICDS X: Provisions, Contingent Liabilities, and Contingent 
Assets
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What is the purpose of ICDS?	 The purpose of ICDS is to harmonize the treatment of 
income and expenditures for tax purposes, ensuring 
uniformity in financial reporting. This approach minimizes 
discrepancies and facilitates more reliable and consistent 
income computation across different taxpayers.

Who needs to comply with ICDS and 
whether its mandatory?

ICDS applies to all taxpayers who are required to maintain 
books of account under the Income Tax Act and who are 
subject to tax audit under section 44AB and who use the 
mercantile system of accounting. 

By enforcing these standards, the government seeks to 
ensure that income computation aligns with the principles 
of fairness and consistency.

Yes, ICDS is mandatory for taxpayers who are required to 
prepare their accounts under the Income Tax Act and are 
subject to tax audit.

How does ICDS differ from accounting 
standards?

ICDS differs from accounting standards in its specific focus 
and application. While accounting standards are primarily 
concerned with providing a true and fair view of financial 
statements for general purposes, ICDS is specifically 
designed for the computation of taxable income under the 
Income Tax Act, 1961.

Accounting standards are governed by the Institute of 
Chartered Accountants of India (ICAI) and are intended 
to guide financial reporting in accordance with generally 
accepted accounting principles (GAAP). In contrast, ICDS is 
mandated by the Central Government under Section 145(2) 
of the Income-tax Act and serves as a legal framework to 
standardize income computation for tax purposes.

The key distinction lies in the objective: accounting 
standards aim to present an accurate financial position, 
while ICDS focuses on ensuring consistency and uniformity 
in taxable income computation, even if it results in a 
divergence from accounting profits as reported under 
GAAP. This difference is crucial for Chartered Accountants 
when preparing financial statements and tax returns, 
ensuring compliance with both sets of standards as per 
their respective requirements.
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When did ICDS come into effect? ICDS came into effect on April 1, 2015, following its 
introduction in the Finance Act, 2014. It was constituted 
under Section 145(2) of the Income-tax Act, 1961, as part 
of the government’s effort to standardize the computation 
of taxable income. The implementation of ICDS was aimed 
at aligning tax reporting with the principles outlined in the 
Finance Act, thereby promoting uniformity and consistency 
in financial reporting for tax purposes. The constitutional 
validity of ICDS was upheld, ensuring its enforceability 
across applicable taxpayers.

The actual implementation of ICDS began on April 1, 2017, 
for the financial year 2016-17 (Assessment Year 2017-18). 
Although ICDS was introduced in the Finance Act, 2014, its 
enforcement was deferred, and the standards were made 
applicable from the Assessment Year 2017-18 onwards.

How does ICDS affect tax audit procedures? ICDS affects tax audit procedures by setting specific 
guidelines for the computation of taxable income, which 
Chartered Accountants must adhere to when conducting 
audits. Here’s how ICDS impacts the tax audit process:

1.	 Standardization of Income Computation: ICDS 
mandates a uniform approach to income and expense 
recognition, which ensures consistency in financial 
reporting. This requires Chartered Accountants to verify 
that income and expenses are recognized according to 
ICDS provisions, aligning with the mercantile system of 
accounting.

2.	 Detailed Disclosure Requirements: ICDS introduces 
detailed disclosure requirements for various items of 
income and expenditure. During a tax audit, Chartered 
Accountants must ensure that these disclosures 
are accurately presented in the taxpayer’s financial 
statements.

3.	 Adjustment to Financial Statements: Since ICDS may 
lead to deviations from generally accepted accounting 
principles (GAAP), Chartered Accountants need to make 
necessary adjustments to reconcile financial statements 
prepared under ICDS with those under GAAP. These 
adjustments are crucial for accurate tax reporting and 
compliance.
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4.	 Documentation and Compliance: The audit process 
involves meticulous documentation to demonstrate 
compliance with ICDS. Chartered Accountants must 
maintain comprehensive records and provide evidence 
that income and expenses have been computed in 
accordance with ICDS requirements.

5.	 Audit Reports and Opinions: ICDS affects the auditor’s 
report by influencing how taxable income is determined 
and reported. Chartered Accountants must reflect any 
ICDS-related adjustments or deviations in their audit 
reports and ensure that their opinions are based on 
compliance with these standards.

Overall, ICDS requires Chartered Accountants to integrate 
specific income computation standards into their audit 
procedures, ensuring that tax reporting is accurate, 
consistent, and compliant with legal requirements.

What is the impact of ICDS on the 
computation of income?

A practical reconciliation format would involve:

1.	 Determine GAAP Profit: Start with the profit as per 
GAAP financial statements.

2.	 Adjust for ICDS: Apply ICDS-specific adjustments (e.g., 
revenue recognition adjustments) to align with ICDS 
requirements. 

3.	 Recalculate Taxable Income: Derive the taxable income 
after adjustments.

This reconciliation ensures that taxable income reported for 
tax purposes aligns with ICDS standards, despite variations 
from GAAP accounting profits.

For more details you can refer to the principles section with 
case studies given below.

Can ICDS be disregarded if it conflicts with 
other provisions of the Income Tax Act?

ICDS cannot be disregarded even if it appears to conflict 
with other provisions of the Income Tax Act, 1961. ICDS, 
introduced under Section 145(2) of the Income-tax Act, 
provides specific guidelines for the computation of taxable 
income. According to this section, the Central Government 
has the authority to prescribe ICDS for uniformity in income 
computation, and these standards must be adhered to by 
taxpayers following the mercantile system of accounting.
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In case of conflicts, the provisions of ICDS take precedence 
for income computation purposes. However, other 
provisions of the Income Tax Act, such as those dealing with 
deductions, exemptions, and specific tax rules, must still be 
complied with as applicable. Therefore, while ICDS provides 
a framework for income computation, it does not override 
other specific provisions of the Income Tax Act but must be 
applied in conjunction with them to ensure accurate tax 
reporting.

Role and responsibility of Chartered 
Accountant for ICDS ?

Chartered Accountants (CAs) play a crucial role in ensuring 
compliance with ICDS under the Income Tax Act, 1961. Their 
responsibilities are outlined as follows:

1.	 Implementation and Compliance: Under Section 145(2) 
of the Income Tax Act, which mandates the adherence 
to ICDS for taxpayers using the mercantile system of 
accounting, CAs are responsible for implementing ICDS 
guidelines in financial statements. They must ensure 
that income and expenses are recognized and reported 
according to ICDS standards.

2.	 Preparation of Financial Statements: CAs must prepare 
financial statements in accordance with ICDS, ensuring 
accurate computation of taxable income. This involves 
applying specific recognition and measurement criteria 
as outlined in each ICDS.

3.	 Reconciliation: CAs are responsible for reconciling any 
differences between accounting profits under GAAP 
and taxable income computed under ICDS. They must 
adjust financial statements to reflect ICDS requirements 
and prepare reconciliation statements as needed.

4.	 Tax Audit Reporting: As per Section 44AB of the Income 
Tax Act, which mandates tax audits for certain taxpayers, 
CAs must report on compliance with ICDS in their audit 
reports. They need to verify that ICDS guidelines have 
been correctly applied and disclose any deviations.

5.	 Documentation and Disclosures: CAs must maintain 
thorough documentation to support compliance with 
ICDS, including detailed records of income and expense 
recognition and adjustments made. Proper disclosures 
in financial statements and tax returns are essential for 
transparency and accuracy.
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6.	 Advisory Role: CAs should provide guidance to clients 
on the implications of ICDS, help in understanding its 
impact on tax liability, and assist in implementing ICDS 
effectively to avoid potential compliance issues.

In summary, Chartered Accountants are integral to the 
application of ICDS, ensuring compliance through accurate 
financial reporting, reconciliation, documentation, and 
advisory services as mandated by the Income Tax Act.

Precautions by Chartered Accountants In practical terms, Chartered Accountants should take 
the following precautions for accurate ICDS computation, 
aligning with relevant sections and provisions of the Income 
Tax Act, 1961:

1.	 Detailed Understanding of ICDS: Familiarize yourself 
with each ICDS standard as outlined under Section 
145(2) of the Income Tax Act. Ensure you understand 
how these standards impact income and expense 
recognition.

2.	 Accurate Application of Standards: Apply ICDS 
standards precisely when preparing financial 
statements. For instance, under ICDS I (Disclosure of 
Accounting Policies) and ICDS IV (Revenue Recognition), 
ensure that revenue and expenses are recognized as per 
ICDS guidelines.

3.	 Reconciliation of Financial Statements: Reconcile 
financial statements prepared under GAAP with taxable 
income computed under ICDS. For example, under 
ICDS III (Construction Contracts), ensure that revenue 
and expenses are recognized based on the percentage 
of completion method and reconcile these with any 
different GAAP treatments. 

4.	 Comprehensive Documentation: Maintain detailed 
documentation of ICDS computations and adjustments. 
This includes records of how revenue recognition under 
ICDS II (Inventories) and ICDS VII (Property, Plant, and 
Equipment) was applied, supporting your figures with 
appropriate evidence.

5.	 Disclosure Requirements: Ensure all ICDS-related 
disclosures are included in the financial statements as 
per ICDS requirements. For example, ICDS IX (Borrowing 
Costs) mandates specific disclosure about capitalized 
borrowing costs.



        

Pg. No.: 7

- J Kala & AssociatesPRACTICAL GUIDE - INCOME COMPUTATION AND DISCLOSURE STANDARDS (ICDS) 

ICDS - for Private Circulation Only

6.	 Tax Audit Preparation: Prepare for tax audits under 
Section 44AB by ensuring ICDS computations are 
accurate and well-documented. Be ready to provide 
explanations and supporting documents for ICDS 
adjustments during audits.

7.	 Client Advisory: Advise clients on the impact of ICDS 
on their tax liabilities and financial statements. Help 
them understand necessary adjustments and ensure 
compliance with ICDS standards in their accounting 
practices. 

8.	 Conflict Resolution: Address any conflicts between 
ICDS and other provisions of the Income Tax Act. Ensure 
that ICDS-compliant computations are aligned with 
the overall requirements of the Income Tax Act, 1961, 
without disregarding other statutory provisions.

9.	 Review of Transactions: Scrutinize complex transactions 
to ensure correct application of ICDS. For example, verify 
that income from investments is recognized in line with 
ICDS VIII (Securities).

10.	Regular Updates: Stay updated with any amendments 
to ICDS or related provisions in the Income Tax Act. 
Regularly review changes and adjust your practices 
accordingly.

By adhering to these precautions and ensuring compliance 
with relevant sections of the Income Tax Act, Chartered 
Accountants can effectively manage ICDS computations 
and support accurate financial reporting.

Management representation and other 
relevant documents necessary for ICDS

To finalize financial statements in compliance with ICDS, 
Chartered Accountants should gather and review the 
following management representations and relevant 
documents, with reference to specific sections and 
provisions of the Income Tax Act, 1961:

1.	 Management Representation Letter: 

•	 Purpose: This letter confirms that management 
has provided all necessary information and that the 
financial statements are prepared in accordance with 
ICDS.

•	 Content: Should include representations that all 
income and expenses have been recognized following 
ICDS guidelines, and that no material misstatements 
exist.
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•	 Relevant Section: Section 145(2) of the Income Tax 
Act, which mandates adherence to ICDS.

2.	 Detailed Accounting Records:

•	 Purpose: To verify that all transactions are recorded 
and reported as per ICDS standards.

•	 Examples: Records for revenue from construction 
contracts should reflect the percentage of completion 
method under ICDS III (Construction Contracts). 
Inventory records should be valued according to ICDS 
II (Inventories).

•	 Relevant Section: Section 145(2) of the Income Tax 
Act, which provides for the use of ICDS for income 
computation.

3.	 Supporting Schedules and Working Papers: 

•	 Purpose: To provide detailed calculations and 
supporting evidence for ICDS-compliant financial 
statements.

•	 Examples: Schedules for revenue recognition under 
ICDS III, working papers detailing the calculation of 
borrowing costs capitalized under ICDS IX (Borrowing 
Costs), and schedules for depreciation under ICDS VII 
(Property, Plant, and Equipment).

•	 Relevant Section: ICDS standards specific to the types 
of transactions or balances. 

4.	 Internal Controls and Procedures: 

•	 Purpose: To ensure that the processes for applying 
ICDS are well-documented and followed.

•	 Examples: Document internal controls for 
revenue recognition, inventory valuation, and the 
capitalization of borrowing costs. Controls should 
align with the requirements of ICDS standards and 
ensure consistency.

•	 Relevant Section: Section 145(2) of the Income Tax 
Act, which requires compliance with ICDS for accurate 
income computation
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5.	 Disclosure Documents: 

•	 Purpose: To ensure all required ICDS disclosures are 
included in the financial statements. 

•	 Examples: Disclosures under ICDS I (Disclosure of 
Accounting Policies) should outline the significant 
accounting policies adopted. ICDS IX requires 
disclosure of the amount of borrowing costs 
capitalized and the method used. 

•	 Relevant Section: ICDS standards on disclosures, 
such as ICDS I and ICDS IX. 

6.	 Reconciliation Statements:

•	 Purpose: To reconcile differences between income 
computed under ICDS and accounting profits as per 
GAAP.

•	 Examples: Reconciliation of revenue recognized 
under ICDS III (Construction Contracts) versus GAAP-
based revenue recognition. Adjustments made to 
align with ICDS should be documented.

•	 Relevant Section: Section 145(2) of the Income 
Tax Act, which requires adherence to ICDS and 
reconciliation of discrepancies.

7.	 Tax Compliance Documents:

•	 Purpose: To ensure that ICDS-compliant computations 
align with tax regulations.

•	 Examples: Tax computation schedules that reflect 
ICDS adjustments, such as adjustments for revenue 
recognition and inventory valuation.

•	 Relevant Section: Section 44AB of the Income Tax 
Act, which mandates tax audits and compliance with 
ICDS for tax reporting.

8.	 Audit Trail:

•	 Purpose: To maintain a clear record of ICDS-related 
adjustments and computations.

•	 Examples: Documentation of how adjustments were 
made to income and expenses to comply with ICDS, 
including the rationale for these adjustments. 
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•	 Relevant Section: Section 145(2) of the Income Tax 
Act, ensuring adherence to ICDS and providing an 
audit trail for verification.

9.	 Legal and Regulatory Compliance Documents:

•	 Purpose: To ensure that ICDS implementation 
is compliant with other legal and regulatory 
requirements.

•	 Examples: Compliance with any additional regulations 
affecting the application of ICDS, such as changes in 
tax laws or accounting regulations.

•	 Relevant Section: Section 145(2) of the Income Tax 
Act and any applicable amendments or regulatory 
requirements.

By obtaining and reviewing these management 
representations and documents, Chartered Accountants 
can ensure accurate ICDS finalization, maintain compliance 
with Section 145(2) of the Income Tax Act, and support 
transparent financial reporting.
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COMPARATIVE ICDS AND AS/IND AS DESCRIPTION: 
Here’s a tabular format that outlines the Income Computation and Disclosure Standards (ICDS) and their 
links to relevant accounting standards, This table aligns ICDS with their corresponding Indian Accounting 
Standards (Ind AS), highlighting their similarities and areas of focus.

ICDS DESCRIPTION Linked Indian Accounting 
Standards (Ind AS) DESCRIPTION

ICDS I: Disclosure of 
Accounting Policies

Provides guidance on 
disclosure of significant 
accounting policies.

Ind AS 1: Presentation 
of Financial Statements

Covers presentation and 
disclosure of accounting 
policies and financial 
statements.

ICDS II: Inventories Specifies the treatment 
of inventories, including 
valuation and cost flow 
assumptions.

Ind AS 2: Inventories Addresses the 
recognition and 
measurement of 
inventories.

ICDS III: Construction 
Contracts

Provides guidelines for 
revenue recognition and 
expense measurement 
for construction 
contracts.

Ind AS 115: Revenue 
from Contracts with 
Customers

Outlines revenue 
recognition for 
construction and other 
contracts.

ICDS IV: Revenue 
Recognition

Covers the principles for 
recognizing revenue, 
including sales and 
services.

Ind AS 115: Revenue 
from Contracts with 
Customers

Details revenue 
recognition criteria and 
measurement.

ICDS V: Tangible Fixed 
Assets

Specifies the treatment 
and measurement of 
tangible fixed assets.

Ind AS 16: Property, 
Plant and Equipment

Deals with the 
recognition, 
measurement, and 
depreciation of fixed 
assets.

ICDS VI: Effects of 
Changes in Foreign 
Exchange Rates

Addresses the 
accounting treatment 
for foreign exchange 
rate fluctuations.

Ind AS 21: The Effects 
of Changes in Foreign 
Exchange Rates

Focuses on foreign 
currency transactions 
and translation of 
financial statements.

ICDS VII: Government 
Grants

Provides guidance 
on the recognition 
and presentation of 
government grants.

Ind AS 20: Accounting 
for Government Grants 
and Disclosure of 
Government Assistance

Outlines the accounting 
treatment for 
government grants and 
related disclosures.

ICDS VIII: Securities Covers the treatment of 
investments in securities.

Ind AS 32: Financial 
I n s t r u m e n t s : 
Presentation, Ind 
AS 109: Financial 
Instruments

Details the presentation 
and measurement of 
financial instruments 
and investments.

ICDS IX: Borrowing 
Costs

Specifies the treatment 
of borrowing costs and 
their capitalization.

Ind AS 23: Borrowing 
Costs

Addresses the 
recognition and 
measurement of 
borrowing costs.
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ICDS DESCRIPTION Linked Indian Accounting 
Standards (Ind AS) DESCRIPTION

ICDS X: Provisions, 
Contingent Liabilities 
and Contingent Assets

Provides guidelines 
on accounting for 
provisions, contingent 
liabilities, and 
contingent assets.

Ind AS 37: Provisions, 
Contingent Liabilities 
and Contingent Assets

Covers the recognition, 
measurement, and 
disclosure of provisions 
and contingencies.
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This table highlights the relationship between ICDS and accounting standards, indicating where ICDS 
standards align with or differ from existing accounting standards.

ICDS DESCRIPTION Linked Indian Accounting 
Standards (Ind AS) DESCRIPTION

ICDS I: Disclosure of 
Accounting Policies

Provides guidance on the 
disclosure of significant 
accounting policies in 
financial statements.

AS 1: Disclosure of 
Accounting Policies

Provides principles for 
disclosing accounting 
policies, including the 
basis of preparation and 
accounting policies used 
in the preparation of 
financial statements.

ICDS II: Inventories Specifies the treatment 
of inventories, including 
their valuation and cost 
flow assumptions.

AS 2: Valuation of 
Inventories

Covers the valuation of 
inventories, including 
the cost formulae (FIFO, 
weighted average) and 
the measurement of 
inventories at the lower 
of cost or net realizable 
value.

ICDS III: Construction 
Contracts

Provides guidelines 
for the recognition 
of revenue and 
measurement of 
expenses in construction 
contracts.

AS 7: Accounting for 
Construction Contracts

Addresses the 
recognition of revenue 
and expenses related to 
construction contracts, 
including the percentage 
of completion method 
for revenue recognition.

ICDS IV: Revenue 
Recognition

Details the principles 
for recognizing revenue 
from sales and services.

AS 9: Revenue 
Recognition

Establishes criteria for 
recognizing revenue, 
including the point of 
sale or service delivery, 
and provides guidelines 
for different types of 
revenue such as sales, 
interest, and royalties.

ICDS V: Tangible Fixed 
Assets

Specifies the treatment 
and measurement of 
tangible fixed assets, 
including depreciation.

AS 10: Accounting for 
Fixed Assets

Deals with the 
r e c o g n i t i o n , 
measurement, and 
depreciation of fixed 
assets, including the 
initial cost and the 
subsequent revaluation 
or impairment.

ICDS VI: Effects of 
Changes in Foreign 
Exchange Rates

Addresses the treatment 
of foreign exchange 
fluctuations and their 
effects on financial 
statements.

AS 11: The Effects of 
Changes in Foreign 
Exchange Rates

Focuses on the 
accounting for foreign 
currency transactions 
and the translation of 
financial statements 
into the presentation 
currency, including 
exchange differences.
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ICDS DESCRIPTION Linked Indian Accounting 
Standards (Ind AS) DESCRIPTION

ICDS VII: Government 
Grants

Provides guidelines 
on the recognition 
and presentation of 
government grants and 
assistance.

AS 12: Accounting for 
Government Grants 
and Disclosure of 
Government Assistance

Outlines the recognition 
of government grants 
and the presentation of 
government assistance, 
including the treatment 
of grants related to 
assets and income.

ICDS VIII: Securities Covers the treatment of 
investments in securities, 
including classification 
and measurement.

AS 13: Accounting for 
Investments

Details the classification 
and measurement of 
investments, including 
investments in 
subsidiaries, associates, 
and other financial 
instruments.

ICDS IX: Borrowing 
Costs

Specifies the treatment 
and capitalization of 
borrowing costs.

 AS 16: Borrowing Costs Addresses the 
recognition and 
measurement of 
borrowing costs, 
including the 
capitalization of interest 
costs on qualifying 
assets.

ICDS X: Provisions, 
Contingent Liabilities, 
and Contingent Assets

Provides guidelines 
on accounting for 
provisions, contingent 
liabilities, and 
contingent assets.

AS 29: Provisions, 
Contingent Liabilities, 
and Contingent Assets

Covers the recognition, 
measurement, and 
disclosure of provisions, 
contingent liabilities, 
and contingent assets, 
including the criteria for 
their recognition and 
measurement.
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IMPACT IN TAX AUDIT
SUMMARY OF HOW ICDS IMPACTS THE TAX AUDIT:

1. ICDS Compliance The tax auditor must ensure that the financial statements are compliant 
with the provisions of ICDS

2. Adjustments
If the financial statements deviate from ICDS, the tax auditor must make 
necessary adjustments to align with ICDS, affecting the computation of 
taxable income.

3. Reporting in Form 3CD

•	 Clause 13(d): The auditor states whether any adjustments are 
required for ICDS compliance.

•	 Clause 13(e): The auditor provides details of the adjustments made.
•	 Clause 13(f): The auditor makes disclosures as required by ICDS.

ADJUSTEMENTS REQUIRED IN CLAUSES OF TAX AUDIT FOR ICDS:
Clause 13(d) 
A d j u s t m e n t s 
Required for 
Compliance with 
ICDS

What does Clause 
13(d) in Form 3CD 
require?

Clause 13(d) requires 
the tax auditor to 
report whether any 
adjustments are 
required to be made 
to the profits or loss 
for complying with 
the provisions of ICDS 
notified under Section 
145(2) of the Income 
Tax Act

Suppose an assessee recognizes 
foreign exchange gains/losses only 
when they are realized. However, 
as per ICDS VI - Changes in Foreign 
Exchange Rates, unrealized gains/
losses must also be recognized at 
the end of the financial year. The 
tax auditor would need to report 
these unrealized gains/losses 
and report the adjustment under 
Clause 13(d) for addition/deletion 
to computation.

What happens if the 
assessee does not 
make the necessary 
ICDS adjustments?

If the assessee does not 
make the necessary 
adjustments as per 
ICDS, the tax auditor 
must report this in 
Clause 13(d), and the 
income computation 
will need to be revised 
to comply with the 
standards.

Clause 13(e) Details 
of Adjustments 
Required for ICDS 
Compliance

What does Clause 
13(e) in Form 3CD 
require

If the answer to Clause 
13(d) is affirmative 
(i.e., adjustments 
are required for 
ICDS compliance), 
Clause 13(e) requires 
the tax auditor to 
provide details of the 
adjustments made to 
the profit or loss.

For ICDS II - Valuation of Inventories, 
if the assessee values inventories 
using a method different from that 
prescribed by ICDS II, an adjustment 
must be made to align with ICDS. 
The auditor would report the 
adjustment as follows: “Adjustment 
for inventory valuation as per ICDS 
II: Increase in closing stock by 
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ADJUSTEMENTS REQUIRED IN CLAUSES OF TAX AUDIT FOR ICDS:
How should the 
details of ICDS 
adjustments be 
reported?

The tax auditor should 
describe the nature 
of each adjustment, 
the amount involved, 
and how it impacts 
the profit or loss. 
This could include 
specific references to 
the relevant ICDS and 
the reasons for the 
adjustments.

₹50,000, resulting in an increase in 
profit by ₹50,000.”

Clause 13(f ) - 
Disclosure as per 
ICDS

What does Clause 
13(f ) in Form 3CD 
require?

Clause 13(f ) requires 
the tax auditor to 
provide disclosures as 
required by the Income 
Computation and 
Disclosure Standards 
(ICDS).

What kind of 
disclosures are 
required under 
ICDS?

Disclosures required 
under ICDS may 
include the method 
of valuation of 
inventories, revenue 
recognition policies, 
details of government 
grants received, 
and treatment of 
borrowing costs, 
among others.

Under ICDS III - Construction 
Contracts, an assessee engaged in a 
construction contract must disclose 
the method used to determine 
the stage of completion and 
the amount of contract revenue 
recognized. The auditor would 
report: “The stage of completion is 
determined using the percentage 
of completion method based on 
costs incurred to date. Contract 
revenue recognized during the 
year: ₹10,00,000.”

IMPACT OF SPECIFIC ICDS IN TAX AUDIT:

1.
What is the impact of 
ICDS I - Accounting 
Policies on tax audit

ICDS I requires that accounting policies should be consistent and applied 
uniformly. Any change in accounting policies that impacts income 
computation must be adjusted, and its effect disclosed. The auditor must 
ensure these policies comply with ICDS and report any deviations.
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IMPACT OF SPECIFIC ICDS IN TAX AUDIT:
2. How does ICDS II - 

Valuation of Inventories 
affect tax computation

ICDS II prescribes specific methods for inventory valuation, such as 
FIFO or weighted average, and requires inventories to be valued at 
cost or net realizable value, whichever is lower. The auditor must report 
if the inventory valuation in the financial statements differs from ICDS 
requirements. However, there are certain exceptions to ICDS II which are 
enumerated as follows:
1.	 Producers of Agricultural, Forest, and Mineral Products: If such 

inventories are measured at net realizable value, ICDS II does not 
apply. This includes inventories like agricultural produce, forest 
products, and minerals.

2.	 Shares, Debentures, and Other Financial Instruments: If these are 
held as stock-in-trade and are valued at fair value through profit or 
loss, then ICDS II is not applicable.

3.	 Livestock, Livestock Products, and Perishable Goods: Inventories of 
livestock and perishable items are also excluded from the purview of 
ICDS II when they are valued at net realizable value.

4.	 Service Providers: Work-in-progress of service providers is excluded 
from ICDS II, as the standard is mainly concerned with tangible goods 
and products.

5.	 Machinery Spares: Specific spares for machinery that can be used only 
in connection with a specific fixed asset and whose use is expected to 
be irregular are not covered under ICDS II.

These exceptions are essential to consider when dealing with the 
valuation of inventories in different industries, particularly in agriculture 
and related sectors.

3. What adjustments 
might be needed under 
ICDS IV - Revenue 
Recognition?

ICDS IV governs the timing of revenue recognition. If an assessee 
recognizes revenue differently in their books compared to what is 
prescribed under ICDS IV, adjustments will be needed to align with the 
standard. For example, revenue from services might need to be recognized 
on a percentage-of-completion basis rather than upon completion

4. What are the 
implications of ICDS X - 
Provisions, Contingent 
Liabilities, and 
Contingent Assets?

ICDS X mandates specific treatment for provisions, contingent liabilities, 
and contingent assets. Provisions must be recognized if there is a present 
obligation and it is probable that an outflow of resources will be required. 
The auditor must ensure that the provisions are recognized as per ICDS 
and disclose any contingent liabilities or assets.
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IMPACT IN TAX AUDIT EXAMPLES WITH RECONCILIATION REQUIRED:

ICDS Practical Example Amount (₹) Impact on Tax Audit Impact on 
Reconciliation

ICDS I: 
A c c o u n t i n g 
Policies

A company changes its 
method of depreciation 
from WDV to SLM. 
Previously, the WDV 
depreciation was 
₹10,00,000, but under 
SLM, it is ₹8,00,000.

₹2,00,000 The tax auditor would 
scrutinize the reason 
for the change. The 
lower depreciation 
(₹2,00,000 difference) 
might increase the 
taxable income, 
leading to additional 
tax liability.

Reconciliation would 
require adding back 
₹2,00,000 (difference 
in depreciation) to 
the book profit to 
compute taxable 
income.

ICDS II: 
Valuation of 
Inventories

A manufacturing 
company values its 
closing inventory at 
₹50,00,000 based 
on cost, but the net 
realizable value is 
₹45,00,000.

₹5,00,000 The tax audit would 
ensure the inventory 
is valued as per ICDS 
II. The difference of 
₹5,00,000 may be 
added to taxable 
income if undervalued.

Reconciliation would 
involve adjusting 
the difference of 
₹5,00,000 between 
book inventory 
(valued at cost) and 
tax inventory (if 
based on lower of 
cost or NRV).

ICDS III: 
Construction 
Contracts

A construction company 
recognizes revenue 
of ₹1,00,00,000 based 
on the percentage of 
completion method for 
a project that is 50% 
complete.

₹1,00,00,000 The tax audit would 
examine if the revenue 
recognition aligns 
with ICDS III. If revenue 
is understated or 
overstated, it could 
lead to adjustments in 
taxable income.

R e c o n c i l i a t i o n 
would involve 
comparing the 
revenue recognized 
in the financial 
statements with the 
revenue recognized 
for tax purposes, 
particularly if 
different methods 
are used (e.g., 
completed contract 
vs. percentage of 
completion).

ICDS IV: 
R e v e n u e 
Recognition

A software company 
recognizes revenue of 
₹10,00,000 from a multi-
year contract based on 
milestones achieved.

₹10,00,000 The tax auditor would 
check if revenue 
recognition complies 
with ICDS IV. Incorrect 
timing could lead to 
adjustments in taxable 
income.

Reconciliation would 
require aligning the 
revenue recognized 
in the books 
with the revenue 
recognized for tax 
purposes, ensuring 
any differences are 
adjusted in the tax 
computation.
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ICDS Practical Example Amount (₹) Impact on Tax Audit Impact on 
Reconciliation

ICDS V: 
Tangible Fixed 
Assets

A business acquires a 
machine for ₹20,00,000 
and incurs installation 
costs of ₹2,00,000. The 
total cost capitalized is 
₹22,00,000.

₹22,00,000 The tax auditor 
would ensure that 
the capitalization and 
depreciation (e.g., 
15% depreciation = 
₹3,30,000) are in line 
with ICDS V. Incorrect 
treatment could affect 
taxable income.

Reconciliation would 
involve ensuring the 
book depreciation 
(e.g., based on the 
useful life of the 
asset) aligns with 
the depreciation 
claimed for tax 
purposes, adjusting 
for differences in 
the depreciation 
methods.

ICDS VI: Effects 
of Changes 
in Foreign 
E x c h a n g e 
Rates

A company has a 
foreign subsidiary and 
recognizes a foreign 
exchange gain of 
₹5,00,000.

₹5,00,000 The tax auditor would 
verify the treatment 
of foreign exchange 
differences. If the gain 
is not realized, it may 
need to be adjusted 
for tax purposes.

Reconciliation would 
involve adjusting 
the recognized 
gain in the financial 
statements to 
reflect its treatment 
under the tax 
laws, particularly if 
unrealized gains are 
treated differently.

ICDS VII: 
Government 
Grants

A company receives a 
government subsidy of 
₹10,00,000 for setting 
up a new plant, which 
it recognizes as income 
over 5 years (₹2,00,000 
per year).

₹2,00,000/
year

The tax auditor would 
review the treatment 
of the subsidy, 
ensuring it complies 
with ICDS VII. Incorrect 
recognition could 
lead to adjustments in 
taxable income.

Reconciliation would 
involve ensuring 
the government 
grant recognized in 
the books (e.g., as 
deferred income) 
is aligned with its 
recognition for tax 
purposes, adjusting 
for differences 
in the period of 
recognition.

ICDS VIII: 
Securities

An investment company 
recognizes a gain of 
₹1,00,000 on securities 
held as stock-in-trade, 
valued at fair value.

₹1,00,000 The tax auditor would 
ensure the valuation 
and recognition of 
securities comply 
with ICDS VIII. If fair 
value gains are not 
realized, they might 
be disallowed for tax 
purposes.

Reconciliation would 
require aligning 
the fair value gain 
recognized in the 
financial statements 
with the treatment 
under the Income 
Tax Act, adjusting 
for any disallowed or 
deferred gains.
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ICDS Practical Example Amount (₹) Impact on Tax Audit Impact on 
Reconciliation

ICDS IX: 
B o r r o w i n g 
Costs

A company incurs 
borrowing costs of 
₹5,00,000 to finance the 
construction of a new 
building and capitalizes 
these costs as part of 
the asset.

₹5,00,000 The tax auditor 
would review the 
capitalization of 
borrowing costs, 
ensuring compliance 
with ICDS IX. Incorrect 
treatment could affect 
taxable income.

Reconciliation would 
involve ensuring 
the capitalized 
borrowing costs 
in the financial 
statements align 
with their treatment 
for tax purposes, 
adjusting for 
differences in 
capitalization criteria 
or periods.

ICDS X: 
P r o v i s i o n s , 
C o n t i n g e n t 
Liabilities, and 
C o n t i n g e n t 
Assets

A company makes a 
provision for doubtful 
debts of ₹3,00,000 
based on historical 
experience.

₹3,00,000 The tax auditor 
would scrutinize the 
provision to ensure it 
is compliant with ICDS 
X. If the provision is 
excessive, it may be 
disallowed, leading 
to an adjustment in 
taxable income.

Reconciliation would 
involve aligning 
the provision 
in the financial 
statements with its 
treatment for tax 
purposes, ensuring 
any disallowed or 
partially allowed 
provisions are 
adjusted in the tax 
computation.
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PRINCIPLES OF EACH ICDS AND ITS IMPACT WITH CASE STUDY:
PRINCIPLES OF ICDS WITH CASE STUDY:

1. ICDS I: Accounting 
Policies

1.	 Consistency: Accounting 
policies should be consistent 
and disclosed clearly to ensure 
comparability of financial 
statements over periods.

2.	 Disclosure: The significant 
accounting policies adopted 
should be disclosed in the 
financial statements.

3.	 Changes: Any changes in 
accounting policies should 
be disclosed along with the 
effect of such changes on the 
financial statements.

Example 1:

XYZ Ltd. has a policy of valuing 
inventories at cost. During the 
year, they decide to change 
the policy to value inventories 
at cost or net realizable value 
(NRV) whichever is lower. The 
cost of inventories is ₹1,20,000, 
while the NRV is ₹1,00,000.

Impact on Tax Audit:

•	 Adjustment: The change in 
inventory valuation policy 
must be disclosed and 
justified. The tax auditor 
should report an Decrease in 
inventory value by ₹20,000, 
leading to an decrease in 
profit by the same amount. 
This adjustment needs to 
be reported under Clause 
13(e).

2. ICDS II: Valuation of 
Inventories

1.	 Cost Measurement: 
Inventories should be valued 
at cost or net realizable value, 
whichever is lower.

2.	 Cost Determination: Cost 
includes all expenses incurred 
to bring the inventory to 
its present location and 
condition. This includes 
purchase costs, conversion 
costs, and other costs.

3.	 Cost Flow Assumptions: The 
cost of inventories should be 
determined using methods 
such as FIFO (First In, First 
Out), weighted average cost, 
or any other method that 
results in a systematic and 
rational allocation of costs.

Example 1:

XYZ Traders uses the Last In 
First Out (LIFO) method for 
inventory valuation. As per 
the financial statements, 
the closing stock is valued 
at ₹70,000. However, ICDS II 
mandates the use of FIFO or 
weighted average. Under FIFO, 
the inventory valuation would 
be ₹85,000.

Impact on Tax Audit:

•	 Adjustment: The tax 
auditor must adjust the 
closing stock value to 
₹85,000, leading toan 
increase in profit by 
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PRINCIPLES OF ICDS WITH CASE STUDY:
₹15,000. This adjustment 
is necessary to comply 
with ICDS II and should 
be reported under Clause 
13(e).

3. ICDS III: Construction 
Contracts

1.	 Revenue Recognition: 
Revenue from construction 
contracts should be 
recognized using the 
percentage-of-completion 
method.

2.	 Cost and Revenue 
Measurement: Costs and 
revenues should be measured 
reliably. Stage of completion 
is typically assessed based on 
costs incurred relative to total 
estimated costs.

3.	 Disclosures: Disclosures 
should include the amount of 
contract revenue recognized, 
the method used to determine 
stage of completion, and the 
amount of costs incurred and 
recognized.

Example 1:

DEF Constructions Ltd. is 
engaged in a contract to build 
a bridge over three years. The 
contract value is ₹4 crores, 
and the total estimated cost 
is ₹2 crores. By the end of the 
first year, 40% of the work is 
completed, with costs incurred 
amounting to ₹80 lakhs. The 
company recognizes revenue 
only upon completion.

Impact on Tax Audit:

•	 Adjustment: ICDS 
III requires revenue 
recognition based on the 
percentage of completion 
method. Revenue to be 
recognized for the first year 
= 40% of ₹4 crores = ₹1.6 
crores. The auditor must 
recognize the revenue 
based on percentage 
completion to ₹1.6 crores, 
and the corresponding 
profit of ₹ 80 Lakhs 
should be recognized in 
the Computation. This 
adjustment should be 
disclosed under Clause 
13(e).

4. ICDS IV: Revenue 
Recognition

1.	 Recognition Criteria: Revenue 
should be recognized when it 
is earned and realizable. This 
typically occurs when the risks 
and rewards of ownership are 
transferred.

Example 1:

GHI Services provides IT 
consultancy and recognizes 
revenue of ₹10 lakhs only
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PRINCIPLES OF ICDS WITH CASE STUDY:
2.	 Sale of Goods: Revenue is 

recognized at the point of 
dispatch of goods to the 
customer.

3.	 Rendering of Services: 
Revenue is recognized based 
on the stage of completion 
of the service or at the point 
of delivery, depending on the 
nature of the service.

upon completion of the project. 
However, 60% of the work was 
completed in the current year.

Impact on Tax Audit:

•	 Adjustment: As per ICDS 
IV, revenue should be 
recognized on an accrual 
basis proportional to the 
work completed. The 
auditor must adjust the 
unbilled revenue of ₹6 
lakhs (60% of ₹10 lakhs) 
and report the adjustment 
under Clause 13(e), 
resulting in an increase in 
profit by ₹6 lakhs.

Example 2:

MNO Ltd. sells goods with a 
provision for a 10% discount on 
early payment. The sale value is 
₹5,00,000, and the customer 
avails the discount, paying 
₹4,50,000 at an early date.

Impact on Tax Audit:

•	 Adjustment: ICDS IV 
requires that revenue 
should be recognized at the 
net amount (after discount). 
The auditor must adjust 
the revenue to ₹4,50,000, 
and report the reduction in 
revenue by ₹50,000 under 
Clause 13(e).

5. ICDS V: Tangible Fixed 
Assets

1.	 Cost Measurement: Tangible 
fixed assets should be 
initially recognized at cost, 
which includes purchase 
price, directly attributable 
costs to bring the asset to its 
working condition, and initial 
estimates of dismantling and 
restoration costs.

Example 1:

LMN Industries capitalizes 
assets only when the 
expenditure exceeds ₹50,000. 
They incur an expense 
of ₹40,000 for upgrading 
machinery, which is expensed 
out.
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PRINCIPLES OF ICDS WITH CASE STUDY:
2.	 Depreciation: Depreciation 

should be provided on a 
systematic basis over the 
asset’s useful life. The method 
and rates of depreciation 
should be consistently 
applied.

3.	 Revaluation: If an asset is 
revalued, the increase or 
decrease should be accounted 
for and disclosed as per ICDS 
requirements.

Impact on Tax Audit:

•	 Adjustment: ICDS V 
requires capitalization of 
expenditures that bring 
future economic benefits, 
regardless of the amount. 
The auditor must capitalize 
the ₹40,000 and adjust the 
profit by the corresponding 
depreciation, reporting this 
under Clause 13(e).

Example 2:

XYZ Ltd. purchases a machine 
for ₹10 lakhs and incurs ₹1 lakh 
for installation and ₹50,000 for 
transportation. The company 
capitalizes only the machine’s 
purchase price.
Impact on Tax Audit:
Adjustment: As per ICDS V, 
all directly attributable costs 
should be capitalized. The 
auditor must capitalize the full 
₹11.5 lakhs and adjust the profit 
accordingly by considering 
depreciation on the entire 
amount. This adjustment 
should be disclosed under 
Clause 13(e).

6. ICDS VI: Effects of 
Changes in Foreign 
Exchange Rates

1.	 Translation of Foreign 
Currency Transactions: 
Foreign currency transactions 
should be initially recorded 
at the spot rate on the 
transaction date.

Example 1:

PQR Exports records foreign 
exchange gains/losses only 
when realized. The unrealized 
foreign exchange gain at the
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PRINCIPLES OF ICDS WITH CASE STUDY:
2.	 Subsequent Measurement: 

Monetary items should be 
translated using the closing 
rate, while non-monetary 
items should be translated at 
historical rates.

3.	 Exchange Differences: 
Exchange differences arising 
from monetary items should 
be recognized in the profit 
and loss account, except for 
those relating to assets under 
construction.

year-end is ₹1,00,000.

Impact on Tax Audit:

•	 Adjustment: ICDS VI 
requires recognition of 
unrealized gains or losses. 
The auditor must adjust 
the profit to include the 
₹1,00,000 unrealized gain 
and report this under 
Clause 13(e).

Example 2:

DEF Ltd. has a foreign currency 
loan. Due to exchange rate 
fluctuations, the loan value 
increases by ₹2 lakhs at the 
year-end, but the company 
does not recognize this 
increase.

Impact on Tax Audit:

•	 Adjustment: As per ICDS 
VI, the foreign exchange 
loss of ₹2 lakhs must be 
recognized. The auditor 
must adjust the loss and 
decrease the profit by 
₹2 lakhs, reporting the 
adjustment under Clause 
13(e).

7. ICDS VII: Government 
Grants

1.	 Recognition: Government 
grants should be recognized 
when there is reasonable 
assurance that the conditions 
attached to the grant will be 
complied with and the grant 
will be received.

2.	 Presentation: Grants 
related to income should be 
recognized in the profit and 
loss account over the periods 
necessary to match them

Example 1:

RST Ltd. receives a government 
grant of ₹5 lakhs for purchasing 
machinery. The company 
recognizes the entire grant as 
income in the year of receipt.

Impact on Tax Audit:

•	 Adjustment: ICDS VII
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PRINCIPLES OF ICDS WITH CASE STUDY:
with the related costs.

3.	 Grants Related to Assets: 
Grants related to assets should 
be deducted from the cost 
of the asset or recognized as 
deferred income, depending 
on the nature of the grant.

requires the grant to be 
recognized over the life 
of the related asset. If 
the machinery has a life 
of 5 years, the auditor 
must adjust the profit to 
recognize only ₹1 lakh (₹5 
lakhs/5 years) as income 
and report the adjustment 
under Clause 13(e).

Example 2:

ABC Ltd. receives a grant of ₹2 
lakhs for a research project. 
The grant is recognized fully as 
income.

Impact on Tax Audit:

•	 Adjustment: If the research 
project spans two years, 
the auditor must adjust 
the income to recognize 
₹1 lakh in the current year 
and report the remaining 
₹1 lakh in the next year. 
This adjustment should 
be disclosed under Clause 
13(e).

8. ICDS VIII: Securities 1.	 Classification: Securities 
should be classified into 
business assets (i.e stock in 
trade) and investments.

2.	 Valuation: Investments in 
securities should be valued at 
cost. For traded securities, the 
market value may be used if 
lower than cost.

3.	 Income Recognition: Income 
from securities should be 
recognized based on the 
nature of the income (e.g., 
dividends, interest) and the 
relevant ICDS provisions.

Example 1:

UVW Investments Ltd. values 
its securities at market value of 
₹12 lakhs at the year-end, while 
the cost was ₹10 lakhs.

Impact on Tax Audit:

•	 Adjustment: ICDS VIII 
requires securities held as 
stock-in-trade to be valued 
at cost or net realizable 
value (NRV), whichever is 
lower. The auditor must 
adjust the value of
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PRINCIPLES OF ICDS WITH CASE STUDY:
securities to ₹10 lakhs and 
decrease the profit by ₹2 
lakhs, reporting this under 
Clause 13(e).

Example 2:

XYZ Ltd. holds securities with 
a cost of ₹5 lakhs. The market 
value at year-end drops to ₹4 
lakhs.

Impact on Tax Audit:

•	 Adjustment: The auditor 
should adjust the value 
of securities to ₹4 lakhs, 
decreasing the profit by 
₹1 lakh as per ICDS VIII. 
This adjustment should 
be reported under Clause 
13(e).

9. ICDS IX: Borrowing 
Costs

1.	 Capitalization: Borrowing 
costs directly attributable to 
the acquisition, construction, 
or production of qualifying 
assets should be capitalized 
as part of the cost of those 
assets.

2.	 Expense Recognition: 
Borrowing costs not directly 
attributable to qualifying 
assets should be recognized 
as an expense in the period in 
which they are incurred.

3.	 Qualifying Assets: Qualifying 
assets are those that take a 
substantial period of time to 
get ready for their intended 
use or sale.

Example 1:

XYZ Manufacturing Ltd. incurs 
₹3 lakhs in borrowing costs 
related to the construction 
of a qualifying asset, which is 
near completion. The company 
expenses these costs.

Impact on Tax Audit:

•	 Adjustment: ICDS IX 
requires capitalization of 
borrowing costs from the 
date funds are borrowed 
until the asset is ready 
for use. The auditor must 
capitalize the ₹3 lakhs 
and adjust the profit 
by the corresponding 
depreciation, reporting this 
under Clause 13(e).
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PRINCIPLES OF ICDS WITH CASE STUDY:
Example 2:

LMN Ltd. incurs ₹2 lakhs in 
borrowing costs for working 
capital and capitalizes it.

Impact on Tax Audit:

•	 Adjustment: Only 
borrowing costs directly 
attributable to a qualifying 
asset can be capitalized 
as per ICDS IX. The auditor 
must adjust by expensing 
the ₹2 lakhs, decreasing 
the capitalized value, and 
reporting the impact under 
Clause 13(e).

10. ICDS X: Provisions, 
Contingent Liabilities, 
and Contingent Assets

I. Provisions
1.	 Recognition: Provisions 

should be recognized when:
•	 An entity has a present 

obligation (legal or 
constructive) as a result of a 
past event.

•	 It is probable that an outflow 
of resources embodying 
economic benefits will 
be required to settle the 
obligation.

•	 A reliable estimate can be 
made of the amount of the 
obligation. 

2.	 Measurement: Provisions 
should be measured at 
the best estimate of the 
expenditure required to settle 
the present obligation at 
the reporting date. This may 
involve considering risks and 
uncertainties.

3.	 Discounting: Provisions 
should be discounted to their 
present value if the effect of 
the time value of money is 
material.

Example 1:

DEF Ltd. expects to pay ₹1 lakh 
from a lawsuit and records it 
as expenses, even though the 
outcome is uncertain.

Impact on Tax Audit:

•	 Adjustment: ICDS X 
requires provisions to be 
recognized only if there is a 
present obligation on basis 
of legal or constructive 
decision. The auditor must 
reverse the provision, 
increasing the profit by 
₹50,000, and report this 
under Clause 13(e).

Example 2:

DEF Ltd. expects to receive ₹1 
lakh from a lawsuit and records 
it as income, even though the 
outcome is uncertain.

Impact on Tax Audit:
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PRINCIPLES OF ICDS WITH CASE STUDY:
4.	 Revisions: The amount of the 

provision should be reviewed 
at the end of each reporting 
period and adjusted to reflect 
the current best estimate.

II. Contingent Liabilities
1.	 Definition: Contingent 

liabilities are possible 
obligations that arise from 
past events, whose existence 
will be confirmed only by the 
occurrence or non-occurrence 
of one or more uncertain 
future events not wholly 
within the control of the 
entity.

2.	 Disclosure: Contingent 
liabilities should be disclosed 
in the financial statements 
unless the possibility of an 
outflow of resources is remote.

3.	 No Provision: Contingent 
liabilities should not be 
recognized as a provision. 
They are disclosed unless the 
possibility of an outflow is 
considered remote.

III. Contingent Assets
1.	 Definition: Contingent assets 

are possible assets that arise 
from past events, whose 
existence will be confirmed 
only by the occurrence or 
non-occurrence of one or 
more uncertain future events 
not wholly within the control 
of the entity.

2.	 Disclosure: Contingent assets 
should be disclosed in the 
financial statements when an 
inflow of economic benefits 
is probable. They should 
not be recognized until the 
realization of recognized

•	 Adjustment: ICDS X does 
not allow recognition of 
contingent assets unless 
the realization is virtually 
certain. The auditor must 
remove the ₹1 lakh from 
income, decreasing the 
profit, and report this 
adjustment under Clause 
13(e).
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PRINCIPLES OF ICDS WITH CASE STUDY:
until the realization of the asset is 
virtually certain.
3.	 Recognition: Unlike 

contingent liabilities, 
contingent assets are not 
recognized in financial 
statements until their 
realization is virtually certain.
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LIST OF ICDS AND ITS RECONCILIATIONS FORMATS WITH 
ACCOUNTING STANDARDS/INDIAN ACCOUNTING STANDARDS

ICDS stands for Income Computation and Disclosure Standards. It is issued by the Central Government in 
the exercise of the powers conferred by Section 145(2) of the Income-tax Act, 1961 to bring uniformity in 
the accounting policies and provisions of the Income-tax Act and to reduce litigations. The following are 
the notified ICDS:

1.	   ICDS I: Accounting Policies
2.	   ICDS II: Valuation of inventories
3.	   ICDS III: Construction contracts
4.	   ICDS IV: Revenue Recognition
5.	   ICDS V: Tangible fixed assets
6.	   ICDS VI: The effects of change in Foreign exchange rates
7.	   ICDS VII: Government Grants
8.	   ICDS VIII: Securities
9.	   ICDS IX: Borrowing costs
10.	  ICDS X: Provisions, Contingent Liabilities, and Contingent Assets

ICDS is applicable only for the computation of taxable income and not for the maintenance of books of 
account.
Every assessee earning income taxable under the head ‘Profit and gains from business or profession’ or 
‘Income from other sources’ or both is required to compute taxable income in accordance with notified 
ICDS. However, the ICDS shall be followed only if the assessee is maintaining accounts as per the ‘Mercantile 
system’ of accounting.
ICDS are used for the purpose of computation of income only and an assessee is not required to maintain 
books of accounts as per these standards. Thus, to make adjustments as per ICDS, the assessee is required 
to prepare the reconciliation statement,which contains key differences between AS and ICDS and can be 
used to transition from book profits as per AS to profits and gains as per ICDS, which is enumerated below:

Reconciliation of AS and ICDS-II
For reconciliation of profit
Profit of business, as per books of account, shall be adjusted in the following manner so as to comply 
with the provisions of this ICDS: 

Particulars Amount
Profit before tax as per AS financials
Add: Amount to be added back in the P&L account
1.	 Difference in value of inventories, where the assessee is a partnership firm or AOP or BOI 

under dissolution (if NRV of inventory is more than its cost)

xxx

xxx

Net profit/loss before tax as per ICDS xxx
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Reconciliation of AS and ICDS-III
Reconciliation of profit
Profit of business, as per books of account, shall be adjusted in following manner so as to comply with 
the provisions of this ICDS:

Particulars Amount
Profit before tax as per AS Financials
Add: Amount to be added back in P&L account (if deduction is claimed in books of account)
1.	 Expected losses recognised if total contract cost is likely to exceed total contract revenue
2.	 Costs recognised as per AS 7 if such revenue was other than Percentage of completion 

method
3.	 Costs recognised as per AS 7 if the percentage of completion was more than 25%, if 

outcome of the contract can’t be estimated reliably
4.	 Revenue as per ICDS when percentage of completion was more than 25%, if outcome of 

the contract can’t be estimated reliably
5.	 Revenue as per ICDS when percentage of completion was not following in books of 

accounts
Less: Amount to be deducted from P&L account
1.	 Proportionate loss as per POCM if total contract costs is likely to exceed total contract 

revenue
2.	 Revenue recognised as per AS 7 if such revenue was other than Percentage of completion 

method
3.	 Revenue recognised as per AS 7 if the percentage of completion was more than 25%, if 

outcome of the contract can’t be estimated reliably
4.	 Costs as per ICDS when percentage of completion was more than 25%, if outcome of the 

contract can’t be estimated reliably
5.	 Cost as per ICDS when percentage of completion was not following in books of accounts

xxx

xxx
xxx

xxx

xxx

xxx

(xxx)

(xxx)

(xxx)

(xxx)

(xxx)

Net profit/loss before tax as per ICDS xxx

Reconciliation of AS and ICDS-IV
Reconciliation of profit
Profit of business, as per books of account, shall be adjusted in following manner so as to comply with 
the provisions of this ICDS:

Particulars Amount
Profit before tax as per AS financials
Add: Income taxable (if not credit to P&L account)/Expenses not allowable
1.	 Expenses deducted from dividend in accordance with accounting principles
2.	 Deemed Dividend as specified under Section 2(22)(a) to Section 2(22)(e)
3.	 Amount of revenue not recognized in current year as assessee followed service completion 

method for his books of account
4.	 Interest on income-tax refund accrued in earlier year but received in current year*
5.	 Interest on compensation or enhanced compensation taxable in accordance with Section 

145A(1)*
Less: Income not taxable (if already credited to P&L account)/Expenses allowable
1.	 Expenses allowed to be deducted from dividend income under Section 57
2.	 Excess revenue recognized in current year as assessee followed service completion method 

for his books of account
3.	 Interest on income-tax refund accrued in current year but received in subsequent year*

xxx

xxx
xxx
xxx

xxx
xxx

(xxx)
(xxx)

(xxx)
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Particulars Amount
4.	 Interest on compensation or enhanced compensation included in taxable income on 

accrual basis*
(xxx)

Net profit/loss before tax as per ICDS xxx
 * Generally, industry’s practice is to book such interest only when it is received. So, this item may not 
be a reconciling item in some of the cases.

Reconciliation of AS and ICDS-V
Reconciliation of profit
Profit of business, as per books of account, shall be adjusted in following manner so as to comply with 
the provisions of this ICDS:

Particulars Amount
Profit before tax as per AS or Ind AS Financials
Add: Amount to be added back in P&L account (if deduction is claimed in books of account)
1.	 Amount of Stand-by equipments and servicing equipments (which are expensed off)
2.	 Amount of expensed off machinery spares which can be used only in connection with an 

item of tangible fixed asset and their use is expected to be irregular
3.	 Amount of interest expense for the period recognised in statement of profit and loss due to 

deferral in payment of fixed assets beyond normal credit terms (refer example)
4.	 Provision for impairment of asset
5.	 Loss due to change in rate of exchange of currency (subject to Section 43A)
6.	 Loss on sale of fixed assets
7.	 Depreciation as per books of accounts
8.	 Amount of abnormal cost of wasted material, labour, or other resources incurred in 

self-constructing an asset which are excluded from cost of asset
9.	 Revaluation loss, if any
10.	Interest portion on the provision for decommissioning, restoration and other liabilities
11.	Previous inspection costs expensed off in P&L, if any [Only if inspection costs should be 

capitalised as per AS]
12.	Amount of replaced component de-recognized in AS financials
Less: Amount to be deducted from P&L account
1.	 Reversal of provision for impairment of asset
2.	 Gain due to change in rate of exchange of currency, if credited in statement of profit and 

loss (subject to Section 43A)
3.	 Gain from sale of fixed assets
4.	 Depreciation as per Income-tax Act
5.	 Amount incurred on account of dismantling and removing the item and restoring the site, 

when incurred
6.	 Revaluation gain, if any

xxx

xxx
xxx

xxx

xxx
xxx
xxx
xxx
xxx

xxx
xxx
xxx

xxx

(xxx)
(xxx)

(xxx)
(xxx)
(xxx)

(xxx)

Net profit/loss before tax as per ICDS V xxx

For reconciliation of block of asset
To calculate depreciation on a block of asset, the assessee is required to calculate the WDV of such block 
of asset as per provisions of Income-tax Act, which shall be calculated in the following manner:
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Particulars Block of 
asset

Opening gross block as per AS Financials
Add: Amount to be added in block of asset (if these are not capitalized in books of account 
prepared as per AS-10 or Ind AS 16)
1.	 Amount of Stand-by equipment and servicing equipment
2.	 Spare parts which can be used only in connection with an item of tangible fixed asset 

whose use is expected to be irregular

xxx

xxx
xxx

3.	 Amount of total interest component due to deferral in payment of fixed assets beyond 
normal credit terms

4.	 Loss due to change in rate of exchange of currency (calculated as per Section 43A)
5.	 Amount of abnormal cost of wasted material, labour, or other resources incurred in self-

constructing an asset excluded from the cost of the asset
6.	 Revaluation loss, if any
7.	 WDV of asset retired from active use in books of account
8.	 Amount of replaced component de-recognized in AS financials
Less: Amount to be deducted from block of asset
1.	 Gain due to change in rate of exchange of currency, if credited in statement of profit and 

loss (calculated as per Section 43A)
2.	 Sale proceeds of assets (to the extent of WDV of net block)
3.	 Revaluation gain, if any
4.	 Present value of decommissioning, restoration and other liabilities capitalised as per AS.
5.	 Previous inspections costs to be expensed off in P&L, if any [Only if inspection costs 

capitalised as per AS]

xxx

xxx
xxx

xxx
xxx
xxx

(xxx)

(xxx)
(xxx)
(xxx)
(xxx)

Closing block of asset xxx

Reconciliation of AS and ICDS-VI
For reconciliation of profit
Profit of business, as per books of account, shall be adjusted in following manner so as to comply with 
the provisions of this ICDS:
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Particulars Amount
Profit as per AS financials
Add: Items to be added
1.	 Exchange loss arising on foreign currency monetary items that relates to acquisition of 

depreciable and non-depreciable assets
2.	 Amortization of ‘Foreign Currency Monetary Item Translation Difference Account’ 

(FCMITDA)
3.	 Exchange loss on restatement of non-monetary items
4.	 Converted business income as per ICDS
5.	 5. Converted income subject to TDS as per ICDS
6.	 Marked-to-market loss on forward exchange contracts for trading or speculation purpose
7.	 Written-off premium on forward exchange contract for trading or speculation or hedging 

purpose as per ICDS
8.	 Change in fair value of or exchange difference arising from forward exchange contract for 

hedging purpose
Less: Items to be deducted
1.	 Exchange gain arising on foreign currency monetary items that relates to acquisition of 

depreciable and non-depreciable assets
2.	 Amortization of FCMITDA
3.	 Exchange gain on restatement of non-monetary items
4.	 Converted business income as per AS
5.	 Converted interest on securities as per AS
6.	 Converted other income as per AS
7.	 Converted income subject to TDS as per AS

xxx

xxx

xxx

xxx
xxx
xxx
xxx
xxx

xxx

(xxx)

(xxx)
(xxx)
(xxx)
(xxx)
(xxx)
(xxx)

8.	 Marked-to-market gain on forward exchange contracts for trading or speculation purpose
9.	 Written-off discount on forward exchange contract for trading or speculation or hedging 

purpose as per ICDS
10.	Change in fair value of exchange difference arising from forward exchange contract for 

hedging purpose

(xxx)
(xxx)

(xxx)

Profit as per Income-tax Act xxx

For reconciliation of block of asset
To calculate depreciation on a block of asset, the assessee is required to calculate the WDV of such block 
of asset as per provisions of Income-tax Act, which shall be calculated in the following manner:

Particulars Block of 
asset

Opening gross block as per AS financials
Add: Amount to be added in block of asset (if not capitalized in accounting books as per AS-
11)
1.	 Loss due to change in rate of exchange of currency (calculated as per Section 43A)
2.	 Exchange gain arising from long-term foreign currency monetary items as they relate to 

acquisition of depreciable asset, if capitalized under AS
Less: Amount to be deducted from block of asset (if not reduced in accounting books as per 
AS-11)
1.	 Gain due to change in rate of exchange of currency (calculated as per Section 43A)
2.	 Exchange loss arising from long-term foreign currency monetary items as they relate to 

acquisition of depreciable asset, if capitalized under AS

xxx

xxx
xxx

(xxx)
(xxx)

Closing block of asset xxx
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Reconciliation of AS and ICDS-VII
For reconciliation of profit
Profit of business, as per books of account, shall be adjusted in following manner so as to comply with 
the provisions of this ICDS:

Particulars Amount
Profit before tax as per AS Financials
Add: Income taxable (but not credited to P&L account)
1.	 Government grant received but not recognised as income due to principles of AS 12 

(conditions of grants not yet fulfilled)
2.	 Depreciation as per books of accounts
3.	 Refund of grant pertaining to depreciable asset, if it has been claimed as expense following 

‘Income Approach’ allowed by AS
Less: Income not taxable (if credited to P&L account)
1.	 Government grant taxed in earlier year on receipt basis but it is recognised as income in 

current year (conditions of grants fulfilled in current year)
2.	 Grant pertaining to depreciable asset recognized as income following ‘Income Approach’ 

allowed by AS
3.	 Depreciation as per Income-tax Act, 1961
4.	 Expense to be recognized for grant refund against non-depreciable asset, if such grant was 

initially recognized under capital reserve

xxx

xxx

xxx
xxx

(xxx)

(xxx)

(xxx)
(xxx)

Net profit/Loss before tax as per ICDS xxx
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For reconciliation of block of asset
To calculate depreciation on a block of asset, the assessee is required to calculate the WDV of such block 
of asset as per provisions of Income-tax Act, which shall be calculated in the following manner:

Particulars Amount
Additions in gross block as per AS Financials
Add: Amount to be added back in block of asset (if these are not capitalized in books of 
account prepared as per Accounting Standard-10)
1.	 Refund of grant pertaining to depreciable asset, if it has been claimed as expense following 

‘Income Approach’ allowed by AS
Less: Amount to be deducted
1.	 Government grant received for depreciable asset but not recognized in books of account 

due to principles of AS 12 (conditions of grants not yet fulfilled)
2.	 Government grant received for depreciable asset but recognised as income due to ‘Income 

Approach’ allowed under AS 12

xxx

xxx

(xxx)

(xxx)

Additions in block of asset for Income-tax xxx

Reconciliation of AS and ICDS-VIII
For reconciliation of profit
Profit of business, as per books of account, shall be adjusted in the following manner to so as to comply 
with the provisions of this ICDS:

Particulars Amount
Net profit/loss as per AS financials
Add: Expenses disallowed/Income taxable
1.	 Mark to market loss arising from restatement of closing listed securities (security wise) as 

per AS
2.	 Mark to market gain (reversal of previously recognized loss) arising from restatement of 

closing listed securities (category wise) as per ICDS
3.	 Reinstatement loss arising from restatement of closing unlisted securities as per AS
4.	 Profit arising from sale of securities computed in accordance with ICDS
5.	 Loss arising from sale of securities computed in accordance with AS
6.	 Loss on exchange of securities in accordance with AS principles
7.	 Gain on exchange of securities in accordance with ICDS principles
Less: Expenses allowable/Deductible
1.	 Mark to market loss arising from restatement of closing listed securities (category wise) as 

per ICDS
2.	 Mark to market gain (reversal of previously recognized loss) arising from restatement of 

closing listed securities (security wise) as per AS
3.	 Reinstatement gain arising from restatement of closing unlisted securities as per AS
4.	 Profit arising from sale of securities computed in accordance with AS
5.	 Loss arising from sale of securities computed in accordance with ICDS
6.	 Loss on exchange of securities in accordance with ICDS principles
7.	 Gain on exchange of securities in accordance with AS principles

xxx

xxx

xxx

xxx
xxx
xxx
xxx
xxx

(xxx)

(xxx)

(xxx)
(xxx)
(xxx)
(xxx)
(xxx)

Net profit/loss before tax as per ICDS xxx
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For reconciliation of securities value

Particulars Value as per AS ICDS AS vis a vis 
ICDS

Securities acquired in 
cash

At cost At cost No Change

Securities acquired by 
issue of security

At fair value of security issued At fair value of security acquired Change

Securities acquired by 
way of exchange

At fair value of securities given up At fair value of securities ac-
quired

Change

Securities acquired by 
issue of any other as-
set

Fair value of asset issued or Fair 
value of security acquired, which-
ever value is more clearly evident

Fair value of security acquired Change

Listed Securities Listed securities are individually 
(not category wise) valued at cost 
or NRV whichever is less

Listed securities are category 
wise valued (not individually) 
valued at cost or NRV whichever 
is less

Change

Unlisted securities Cost or NRV, whichever is less Cost only. Change

Reconciliation of AS and ICDS-IX
For reconciliation of profit
Profit of business, as per books of account, shall be adjusted in following manner to so as to comply 
with the provisions of this ICDS:

Particulars Amount
Profit/(loss) before tax as per AS financials
Add: Expenses to be added back in P&L account (if deduction is claimed in books of account)
1.	 1. Borrowings costs incurred between date an asset was available for use and date asset was 

put to use
2.	 2. Borrowing costs incurred during the suspended period
3.	 3. Foreign exchange differences if adjusted for interest cost to be capitalised as per AS.
Less: Amount to be reduced
1.	 1. Foreign exchange differences if adjusted for interest cost to be capitalised as per AS 

accounting principles.

xxx

xxx

xxx
xxx

(xxx)

Net profit/(loss) before tax as per ICDS xxx

For reconciliation of block of asset
To calculate depreciation on a block of asset, the assessee is required to calculate the WDV of such block 
of asset as per provisions of Income-tax Act, which shall be calculated in the following manner:

Particulars Block of 
asset

Cost of asset acquired during the financial year (as per AS accounting books)
Add: Amount to be added
1.	 Borrowing costs incurred during the suspended period
2.	 Borrowings costs incurred between date an asset was available for use and date asset was 

put to use.
3.	 Foreign exchange gain reduced from cost of asset on accrual basis (as per AS).
4.	 Foreign exchange loss to be capitalized on payment basis (Section 43A).

xxx

xxx

xxx
xxx
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Particulars Block of 
asset

Less: Amount to be reduced
1.	 Foreign exchange gain to be reduced from cost of asset on payment basis (as per Sec. 43A)
2.	 Foreign exchange loss capitalized on accrual basis (as per AS)

(xxx)
(xxx)

Closing block of asset xxx

Reconciliation of AS and ICDS-X

Particulars Amount
Profit before tax as per AS financials
Add: Expenses disallowed/Income taxable
(a) Provision made in books where there is no reasonable certainty of outflow of economic 

benefits for settling the related liabil-ity
(b) Provision and interest on provision which are recognised till the time actual expense is 

incurred
Less: Expenses allowable
(a) Actual expense incurred for which provision was created

xxx

xxx

xxx

(xxx)

Net profit/(loss) before tax as per ICDS xxx

 [As amended by Finance Act, 2024]
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COMMONLY FOUND ERRORS IN ICDS COMPUTATIONS 
WITH SOLUTION AS APPROPRIATE:

COMMONLY FOUND ERRORS IN ICDS COMPUTATIONS:
Sr. No. Question Common Error Solution

1. How is revenue 
recognition often 
mishandled under 
ICDS?

One of the prevalent issues under 
the Income Computation and 
Disclosure Standards (ICDS) is the 
improper recognition of unbilled 
revenue. Unbilled revenue refers to 
income that has been earned but 
not yet invoiced to the customer 
by the end of the reporting period. 
Under ICDS, taxpayers sometimes 
fail to recognize unbilled revenue in 
the correct period, leading to either 
premature or delayed revenue 
recognition. This mishandling can 
occur due to misunderstanding the 
accrual basis of accounting, where 
income is recognized when earned, 
regardless of when it is billed or 
received.

Example of the Error: 
A company completes a significant 
portion of a long-term contract by 
the end of the financial year but 
has not yet invoiced the client. 
The company mistakenly defers 
recognizing this revenue until the 
invoice is issued in the next financial 
year. This results in underreporting 
income in the current period and 
overstating it in the subsequent 
period, distorting the financial 
results and potentially leading to 
non-compliance with ICDS.

To correctly handle unbilled 
revenue under ICDS, follow these 
steps:
1.	 Accrual Basis of Accounting:

•	 Recognize revenue as 
and when it is earned, 
irrespective of when the 
invoice is raised or payment 
is received. This aligns 
with the accrual basis of 
accounting mandated by 
ICDS.

2.	 Estimate Unbilled Revenue:
•	 At the end of the financial 

period, estimate the 
portion of the work 
completed and calculate 
the corresponding unbilled 
revenue. This estimation 
should be based on the 
stage of completion of the 
contract, the terms agreed 
with the customer, and the 
total contract value.

3.	 Document Justification:
•	 Maintain adequate 

documentation to justify 
the basis of your unbilled 
revenue estimation. This 
includes records of work 
completed, contract 
terms, and communication 
with the client regarding 
milestones or deliverables.

4.	 Regular Review:
•	 Regularly review and 

adjust your revenue 
recognition practices to 
ensure they comply with 
the ICDS guidelines. This 
includes a periodic review 
of contracts, the stage of 
completion, and the



        

Pg. No.: 41

- J Kala & AssociatesPRACTICAL GUIDE - INCOME COMPUTATION AND DISCLOSURE STANDARDS (ICDS) 

ICDS - for Private Circulation Only

COMMONLY FOUND ERRORS IN ICDS COMPUTATIONS:
Sr. No. Question Common Error Solution

timing of revenue 
recognition.

Unbilled Revenue:

Example of Correct Application: 
If the company mentioned earlier 
completes 80% of the contract 
by year-end, it should recognize 
80% of the contract value as 
revenue in the current financial 
period, even if the invoice will be 
raised later. This ensures that the 
revenue is accurately reported, 
and financial statements reflect 
the true economic activities of 
the period.

By implementing these practices, 
companies can avoid the 
pitfalls of improper unbilled 
revenue recognition and ensure 
compliance with ICDS, thus 
maintaining the accuracy and 
reliability of their financial 
reporting.

2. Are there issues with 
valuation of inventory 
under ICDS II?

One common issue with the 
valuation of inventory under ICDS 
II (Valuation of Inventories) is the 
incorrect application of the cost 
formulas or methods for inventory 
valuation. Specifically, taxpayers 
may improperly use methods like 
FIFO (First-In, First-Out) or weighted 
average cost, or incorrectly account 
for overheads, leading to inaccurate 
inventory valuations and financial 
statements. This error often results 
in either an overstatement or 
understatement of inventory values 
and, consequently, the financial 
performance of a business.

Example of the Error: 
A manufacturing company uses the 
FIFO method to value its inventory

To correctly value inventory 
under ICDS II, follow these 
guidelines:
1.	 Correct Application of Cost 

Methods:
•	 FIFO Method: Ensure that 

the oldest inventory costs 
are assigned to COGS, 
and the most recent 
costs are assigned to 
ending inventory. Verify 
that the FIFO method is 
consistently applied and 
accurately reflects the cost 
of inventory sold and on 
hand.

•	 Weighted Average Cost 
Method: Compute the 
weighted average cost of
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but fails to account for the cost of 
goods sold (COGS) properly. For 
example, suppose the company 
purchased raw materials at varying 
prices over the year. If the company 
incorrectly applies FIFO, valuing 
inventory at older costs when newer, 
higher costs should be applied, 
it may end up underreporting 
inventory values and overreporting 
COGS. This mistake would lead to 
understated inventory values and 
potentially overstated expenses, 
impacting profitability.

inventory items accurately  
by dividing the total cost of 
inventory available for sale by the 
total quantity available. Apply 
this average cost to both COGS 
and ending inventory. 
2.	 Include All Relevant Costs:

•	 Accurately include all direct 
costs, such as materials 
and labor, and allocate 
appropriate indirect costs, 
like factory overheads, to 
inventory. Ensure that costs 
are correctly attributed to 
inventory, following ICDS II 
requirements.

3.	 Regular Inventory 
Reconciliation:

•	 Conduct regular physical 
inventories verification and 
reconcile them with the 
accounting records. This 
helps identify discrepancies 
and ensures that the 
inventory valuation on 
financial statements is 
accurate.

4.	 Review and Documentation:
•	 Periodically review 

inventory valuation 
methods and 
documentation. Ensure 
that any changes in 
inventory valuation 
methods or cost allocations 
are well-documented and 
justified.

Example of Correct Application: 
In the case of the manufacturing 
company, it should properly apply 
the FIFO method by ensuring 
that the costs of the oldest raw 
materials are recognized as COGS 
when used in production. The 
remaining inventory should be
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valued at the most recent costs. 
This approach aligns with ICDS II, 
accurately reflecting the value of 
inventory and the cost of goods 
sold.
By adhering to these practices, 
companies can avoid issues with 
inventory valuation, ensuring 
compliance with ICDS II and 
accurate financial reporting.

3. What is a common 
mistake in recognizing 
contract costs under 
ICDS III?

A frequent mistake in recognizing 
contract costs under ICDS III (Con-
struction Contracts) is the incorrect 
classification and timing of cost 
recognition. Specifically, taxpayers 
may incorrectly allocate costs that 
should be expensed as incurred, or 
they may fail to match costs with 
corresponding revenues within the 
same accounting period. This mis-
alignment can lead to distorted fi-
nancial results and non-compliance 
with ICDS III requirements.

Example of the Error: 
Consider a construction company 
working on a long-term project. 
During the early stages, the 
company incurs significant costs 
related to materials and labor. 
Instead of recognizing these costs 
as part of the work-in-progress 
(WIP) and matching them with the 
corresponding contract revenue, 
the company erroneously expenses 
these costs immediately. This results 
in an understatement of assets (WIP) 
and an overstatement of expenses 
in the current period, leading to 
inaccurate profit recognition.
Alternatively, the company 
might defer costs that should be 
recognized immediately, such as 
general administrative costs not 
directly related to the contract,

To correctly recognize contract 
costs under ICDS III, follow these 
guidelines:
1.	 Proper Classification of 

Costs:
•	 Direct Costs: Identify and 

capitalize direct costs 
related to the contract, 
such as materials, labor, and 
sub-contractor expenses, 
as part of WIP. These costs 
should be matched with 
revenue based on the 
stage of completion of the 
contract.

•	 Indirect Costs: Allocate 
indirect costs that are 
attributable to contract 
activity, such as site 
overheads, but ensure 
they are appropriately 
categorized as part of WIP 
or expensed as incurred, 
depending on their nature.

2.	 Matching Costs with 
Revenue:

•	 Use the percentage of 
completion method to 
recognize contract revenue 
and corresponding costs 
in the same period. This 
method ensures that 
costs are matched with 
the revenue they help 
generate, providing a more
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resulting in an overstatement of WIP 
and an understatement of current 
period expenses.

accurate reflection of the 
project’s profitability over 
time.

3.	 Periodic Review and 
Adjustments:

•	 Regularly review the 
classification and 
recognition of contract 
costs to ensure compliance 
with ICDS III. Adjust WIP 
and expense allocations 
as necessary based on the 
latest project developments 
and financial data.

Example of Correct Application: 
In the case of the construction 
company, during the initial 
phases of the project, costs 
related to materials and labor 
should be capitalized as WIP. 
As the project progresses, the 
company should recognize these 
costs in proportion to the revenue 
recognized based on the stage of 
completion. This ensures that the 
financial statements accurately 
reflect both the project’s costs 
and revenues in each period, 
preventing the distortion of 
profitability.

By adhering to these practices, 
companies can avoid 
common mistakes in contract 
cost recognition, ensuring 
compliance with ICDS III and the 
accurate presentation of their 
financial results.



        

Pg. No.: 45

- J Kala & AssociatesPRACTICAL GUIDE - INCOME COMPUTATION AND DISCLOSURE STANDARDS (ICDS) 

ICDS - for Private Circulation Only

COMMONLY FOUND ERRORS IN ICDS COMPUTATIONS:
Sr. No. Question Common Error Solution

4. How can errors occur in 
accounting for foreign 
exchange gains/losses 
under ICDS VI?

Common Error: A frequent error 
in accounting for foreign exchange 
gains and losses under ICDS VI 
(Foreign Exchange Contracts) is the 
incorrect recognition of gains or 
losses resulting from fluctuations in 
foreign exchange rates. This often 
occurs due to improper treatment 
of foreign currency transactions 
or incorrect application of the 
accounting standards for foreign 
exchange.

Example of the Error: 
Consider a company that has a 
foreign currency receivable that 
it expects to collect in the future. 
If the company does not properly 
adjust for foreign exchange 
rate fluctuations between the 
transaction date and the reporting 
date, it might either overstate or 
understate its foreign exchange 
gains or losses. For instance, if 
the foreign currency strengthens 
relative to the reporting currency, 
the company should recognize 
a foreign exchange gain. Failure 
to adjust the carrying amount 
of the receivable to reflect the 
current exchange rate can lead to 
misstatement of financial results.

1.	 Proper Recognition and 
Measurement:

•	 Initial Recognition: At the 
date of the transaction, 
translate foreign currency 
amounts into the 
functional currency using 
the exchange rate at the 
transaction date.

•	 Subsequent Measurement: 
At each reporting date, 
remeasure monetary 
items (such as receivables, 
payables, and loans) using 
the closing exchange rate. 
For non-monetary items, 
use the historical exchange 
rate if they are recorded at 
historical cost.

2.	 Consistent Application of 
Exchange Rates:

•	 Ensure that the exchange 
rate applied for the initial 
recognition of foreign 
currency transactions 
is consistently used 
for subsequent 
remeasurements and 
adjustments.

3.	 Correct Reporting of Gains 
and Losses:

•	 Recognize any foreign 
exchange differences 
arising from changes in 
exchange rates as either 
a gain or loss in the profit 
and loss account. Ensure 
that these are reported in 
the correct period based 
on the timing of the 
remeasurement.
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4.	 Documentation and 
Disclosure:

•	 Maintain detailed 
documentation of foreign 
currency transactions, 
including the exchange 
rates used and the rationale 
for any adjustments. Ensure 
comprehensive disclosure 
of the impact of foreign 
exchange rate changes on 
the financial statements as 
per ICDS VI requirements.

Example of Correct Application: 
Suppose a company has a foreign 
currency receivable of USD 
100,000, and at the transaction 
date, the exchange rate is 1 USD 
= 80 INR. The initial recognition 
should reflect a value of INR 
8,000,000. If, at the reporting 
date, the exchange rate changes 
to 1 USD = 82 INR, the receivable 
should be remeasured to INR 
8,200,000. The difference of INR 
200,000 should be recognized as 
a foreign exchange gain in the 
profit and loss account.

By following these practices, 
companies can avoid errors in 
accounting for foreign exchange 
gains and losses, ensuring 
compliance with ICDS VI and 
accurate financial reporting.

5. Is there a frequent issue 
with the recognition 
of government grants 
under ICDS VII?

Common Error: A frequent issue 
with the recognition of government 
grants under ICDS VII (Government 
Grants) is the improper timing or 
classification of grant recognition. 
Specifically, companies may 
incorrectly recognize grants as 
income in the wrong period or 
misclassify them, affecting

1.	 Correct Timing of Grant 
Recognition:

•	 Deferred Income: 
Recognize government 
grants in a manner that 
matches the related costs 
and benefits. For grants 
related to assets, such as 
equipment or machinery, 
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the accuracy of their financial 
statements. Errors can occur in both 
the timing of recognizing the grant 
and the presentation of the grant 
within financial statements.

Example of the Error:
Consider a company that receives 
a government grant intended 
to support the purchase of 
new machinery. The company 
recognizes the entire grant amount 
as income in the period it receives 
the grant, rather than deferring it 
and recognizing it systematically 
over the useful life of the machinery. 
This results in inflated income for 
the period of receipt and does not 
match the grant’s benefits with 
the associated costs, leading to 
misleading financial statements

defer the recognition of the 
grant and amortize it over 
the useful life of the asset.

•	 Matching Principle: For 
grants related to specific 
expenses, recognize the 
grant income in the same 
period as the related 
expense is incurred. 
This ensures that the 
grant income offsets the 
expenses it is intended to 
support.

2.	 Accurate Classification and 
Presentation:

•	 Presentation: Government 
grants should be presented 
as deferred income 
or deducted from the 
carrying amount of the 
related asset, depending 
on the nature of the grant. 
Ensure that grants are not 
misclassified as revenue or 
other unrelated income.

•	 Disclosure: Provide clear 
disclosures in the financial 
statements regarding the 
nature of government 
grants received, the 
accounting treatment 
applied, and any conditions 
attached to the grants.

3.	 Compliance with ICDS VII:
•	 Grant Conditions: Ensure 

compliance with ICDS VII 
by understanding and 
applying the specific 
conditions attached to 
government grants. Grants 
should be recognized only 
when there is reasonable 
assurance that the 
company will comply with 
the conditions and the 
grant will be received.
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4.	 Regular Review and 
Adjustments:

•	 Periodic Review: Regularly 
review the accounting 
treatment of government 
grants to ensure continued 
compliance with ICDS VII. 
Adjust the recognition 
and presentation of 
grants as necessary based 
on updated guidance 
or changes in grant 
conditions.

Example of Correct Application:
If a company receives a 
government grant of INR 
2,000,000 for the purchase of 
machinery, it should initially 
record the grant as deferred 
income or reduce the carrying 
amount of the machinery by 
INR 2,000,000. As the machinery 
is used over its useful life, the 
grant should be recognized 
as income systematically, for 
instance, INR 200,000 per year 
if the machinery has a 10-year 
useful life. This approach aligns 
the recognition of the grant 
with the benefits derived from 
the asset and provides a more 
accurate reflection of financial 
performance.
1.	 By following these practices, 

companies can avoid 
common errors in the 
recognition of government 
grants, ensuring accurate 
financial reporting and 
compliance with ICDS VII.
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6. What errors are 
common in the 
treatment of 
borrowing costs under 
ICDS IX?

Common Error: A common error in 
the treatment of borrowing costs 
under ICDS IX (Borrowing Costs) 
is the incorrect capitalization or 
expensing of borrowing costs. 
Companies might either fail to 
capitalize borrowing costs that are 
directly attributable to qualifying 
assets or incorrectly capitalize 
costs that should be expensed. 
This misapplication can lead to 
inaccurate financial statements 
and non-compliance with ICDS IX 
requirements.

Example of the Error: 
Consider a company that has 
taken out a loan to finance the 
construction of a new factory. The 
company incorrectly expenses all 
the borrowing costs associated with 
this loan instead of capitalizing them 
as part of the cost of the qualifying 
asset (the factory). As a result, the 
company’s financial statements 
show an understated asset value 
and overstated expenses, which 
can mislead stakeholders about the 
company’s financial position and 
performance.

2.	 Correct Identification of 
Qualifying Assets:

•	 Qualifying Assets: 
Capitalize borrowing 
costs if they are directly 
attributable to the 
acquisition, construction, or 
production of a qualifying 
asset, which takes a 
substantial period to get 
ready for its intended use 
or sale. Qualifying assets 
typically include property, 
plant, and equipment or 
inventory that require 
significant time to be 
constructed or produced.

•	 Non-Qualifying Assets: 
For assets that do not 
require a substantial period 
to be ready for use (such 
as routine inventory), 
borrowing costs should be 
expensed as incurred.

3.	 Accurate Capitalization of 
Borrowing Costs:

•	 Direct Attribution: Ensure 
that borrowing costs are 
only capitalized if they are 
directly attributable to the 
acquisition or production 
of a qualifying asset. 
Include interest expenses, 
amortization of discounts 
or premiums, and ancillary 
costs related to securing 
the loan.

•	 Period of Capitalization: 
Capitalize borrowing costs 
during the period in which 
expenditures on the asset 
are incurred and activities 
are undertaken to prepare 
the asset for use or sale. 
Stop capitalizing once 
the asset is ready for its 
intended use.
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4.	 Proper Allocation of 
Borrowing Costs:

•	 Interest Calculation: 
Use the effective interest 
rate method to allocate 
borrowing costs to the 
qualifying asset. Ensure 
that interest expenses are 
calculated accurately and 
correspond to the period of 
capitalization.

•	 Avoid Double Counting: 
Ensure that the same 
borrowing costs are not 
capitalized more than 
once or simultaneously 
expensed and capitalized.

5.	 Documentation and 
Disclosure:

•	 Maintain Records: Keep 
detailed records of the 
borrowing costs incurred 
and the basis for their 
capitalization. Document 
the method used to 
allocate borrowing costs 
and any adjustments made.

•	 Disclosure: Disclose the 
amount of borrowing 
costs capitalized during 
the period and the 
accounting policy adopted 
for borrowing costs in the 
financial statements.

Example of Correct Application:
A company finances the 
construction of a factory with a 
loan, incurring interest expenses 
of INR 500,000 during the 
construction period. According 
to ICDS IX, these borrowing costs 
should be capitalized as part 
of the cost of the factory. The 
capitalized amount should be 
included in the value of the
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factory and depreciated over 
its useful life. If the company 
incorrectly expenses these costs, 
it would overstate its expenses 
and understate the factory’s 
value on the balance sheet.

By adhering to these practices, 
companies can avoid common 
errors in the treatment of 
borrowing costs, ensuring 
compliance with ICDS IX and 
accurate financial reporting.

7. Are there common 
errors in the 
recognition of 
provisions under ICDS 
X?

Common Error: A frequent error in 
the recognition of provisions under 
ICDS X (Provisions, Contingent 
Liabilities, and Contingent Assets) is 
the failure to appropriately recognize 
or measure provisions. This often 
includes either recognizing 
provisions too early or too late, or 
failing to properly estimate the 
amount of the provision. Incorrect 
provision accounting can lead to 
misleading financial statements 
and non-compliance with ICDS X.

Example of the Error: 
Suppose a company is facing a legal 
dispute and reasonably expects a 
settlement payment. If the company 
recognizes the provision for the 
legal expense in the current period 
based on an estimated amount, but 
the estimate is significantly lower 
than the actual expected cost, this 
results in an understatement of the 
provision and an overstatement of 
profits. Conversely, if the company 
recognizes a provision too early or 
without sufficient evidence, it may 
misrepresent the financial health of 
the company.

Accurate Recognition and 
Measurement:
Recognition Criteria: Recognize 
a provision when a present 
obligation arises from a past 
event, it is probable that an 
outflow of resources will be 
required to settle the obligation, 
and the amount can be reliably 
estimated.
Measurement: Measure 
provisions at the best estimate 
of the expenditure required to 
settle the present obligation. This 
should be based on the available 
information and, if necessary, 
updated as new information 
becomes available.

Regular Review and 
Adjustment:

Periodic Review: Regularly 
review provisions to ensure they 
are still appropriate. Adjust the 
provisions as needed based on 
new information or changes 
in circumstances. Ensure that 
provisions are not overstated or 
understated.

Adjustments: Make necessary 
adjustments to the provision if
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there is a significant change in 
the estimate or if the outcome 
of the obligation becomes more 
certain.

Detailed Documentation:

Maintain Records: Keep detailed 
documentation supporting the 
recognition and measurement of 
provisions. This includes the basis 
for estimates, assumptions used, 
and any relevant correspondence 
or legal advice.

Disclosure: Provide clear 
disclosure in the financial 
statements regarding the 
nature of the provisions, the 
uncertainties associated with 
them, and the expected timing 
of any outflows.

Contingent Liabilities and 
Assets:

Contingent Liabilities: Do not 
recognize contingent liabilities 
as provisions. Instead, disclose 
them in the notes to the financial 
statements if they are material 
and if there is a possibility of an 
outflow of resources.

Contingent Assets: Do not 
recognize contingent assets 
until the realization of income 
is virtually certain. Disclose 
contingent assets if there is a 
possible inflow of resources.

Example of Correct Application:
A company faces a legal dispute 
with an expected settlement 
amount of INR 1,000,000. Initially, 
the company estimates the
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provision at INR 800,000 based 
on available information. As 
the case progresses and more 
information becomes available, it 
becomes evident that the actual 
settlement will be INR 1,000,000. 
The company should adjust the 
provision to INR 1,000,000 and 
reflect this change in the financial 
statements. If the provision was 
initially recognized incorrectly 
or at an inappropriate amount, it 
should be updated and properly 
disclosed.

By following these practices, 
companies can avoid common 
errors in the recognition of 
provisions, ensuring accurate 
financial reporting and 
compliance with ICDS X.

Relevant Links:
ICAI (Institute of Chartered Accountants of India)

1.	 ICAI Official Website : 
Technical Guide on Income Computation and Disclosure Standards: https://resource.cdn.icai.
org/45963dtc36184.pdf

Government Sites 
1.	 CBDT (Central Board of Direct Taxes) -

List of ICDS and its reconciliations with Accounting Standards : https://incometaxindia.gov.in/Pages/
charts-and-tables.aspx

Disclaimer:
The information provided in this guide on mastering Income Computation and Disclosure Standards (ICDS) is 
intended for general informational purposes only and does not constitute professional financial, legal, or tax advice. 
While every effort has been made to ensure the accuracy and completeness of the content, the field of financial 
standards and regulations is continually evolving. Therefore, the guide may not reflect the most current legal or 
regulatory developments.
Users of this guide should consult with qualified professionals or experts for advice specific to their circumstances 
before making any financial decisions or implementing any practices based on the information provided. The authors 
and publishers of this guide disclaim any liability for any loss or damage, including without limitation, indirect or 
consequential loss or damage, arising from the use or reliance on this guide.
The guide is provided on an “as-is” basis, and no warranties or representations, express or implied, are made regarding 
the accuracy or completeness of the information contained herein.
In the examples and explanations provided, the term “Company” is used for ease of understanding. However, this 
term is intended to represent all types of Assessees to which the relevant provisions apply, including but not limited 
to individuals, firms, LLPs, and other entities.
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