1. How to calculate Depreciation as per Schedule XIV on second-hand assets
Query:-Acquirer Limited acquired an engineering unit of Acquiree Limited, on a going concern basis. The unit has various fixed assets such as building, plant and machinery and furniture, which were recognized in the books of Acquirer Limited at their fair value, on the date of acquisition. Acquiree has already used these assets for certain periods and claimed the depreciation thereon. For example, it has used the building for 20 years and its remaining useful life as per schedule XIV to the Companies Act, 1956, in the books of Acquiree, is 38 years. Acquirer Limited is evaluating whether it can consider the useful lives of these assets afresh or it needs to reduce the period of usage by the acquiree in arriving at useful lives as per Schedule XIV?

Answer:- Both schedule XIV and AS 6 Depreciation Accounting are silent on the issue of application of schedule XIV rates to second-hand assets. However, schedule XIV, as currently drafted, seems to fix the maximum life over which an asset should be depreciated. We believe that two companies are using the same asset over different periods of time may not be a valid reason for depreciating it over a period exceeding the life fixed under the schedule XIV. Keeping this in view, Acquirer Limited should reduce the period of usage by the acquiree in arriving at useful lives of fixed assets as per Schedule XIV. For the reason that this may be impracticable in some cases, and in the absence of any express prohibition to determine a fresh start depreciation rate, the view to determine useful lives afresh on second-hand assets cannot be outrightly rejected.

2. Accounting Treatment of capital reduction by the investee companies

Query :-   Investor Limited (the company) acquired 1,000,000 equity shares of Rs. 10 each in Investee Limited (investee), for the acquisition date fair value of Rs. 9 million. In the past, Investee Limited had incurred losses, which were attributable to the investee's venture in a new line of business and exceptional events such as economic recession. Over the period, the line of business has stabilized and started generating profits. In addition, the economic environment has improved significantly. Therefore, the investee expects to generate significant profits in the future periods. However, to write off the past losses, the investee has entered a capital reduction scheme. According to the scheme, it will reduce the face value of each share to Rs. 7 per share and adjust the resulting amount against the past losses. 
Investor Limited holds the investment in Investee Limited for long-term purposes. The management of Investor Limited has assessed that despite the past losses, there is none other than temporary reduction in the value of the investment. However, it is evaluating whether it needs to write off a proportionate amount of the investment considering the capital reduction by the investee. 

Response

AS 13 Accounting for Investments requires long-term investments to be carried at a cost. However, the provision for diminution will be made to recognize a decline, other than temporary, in the value of investments. 
Though AS 13 does not require a company to write off its investments merely for the reason of capital reduction by the investee; however, in a typical scenario, this may be a strong indicator of the other than temporary decline in the value of investment. In the given case, Investor Limited should evaluate these matters thoroughly before reaching a decision.


3.  Treatment of expenses incurred on restoring the damage caused by fire
Query 
A fire broke out in the factory premises of Manufacture Limited (the company), destroying 40% of its major plant. At the date of fire, the carrying amount of the plant (including destroyed portion) was 2160 million. The company needs to incur an amount of 2100 million to restore the destroyed portion. At the reporting date, the restoration work is in progress. The management believes that the company has not followed the component accounting under Indian GAAP and it will therefore apply the subsequent expenditure-related guidance. The application of this guidance will require the company to write off any subsequent expenditure incurred on the asset. Therefore, there is no need to write off the damaged portion of the plant. 
The company has filed an insurance claim of Z90 million toward the damage. The management believes that considering the potential recovery, it need not write off the expenses incurred on the restoration work to the extent they are covered under the claim. Do you agree with the management views?
 
Response
As stated by the management, AS 10 Accounting for Fixed Assets does not provide any specific guidance on expenses incurred in the extant scenario. Therefore, the treatment suggested by the management for restoration expenses may be one possible view. However, in our view, this may not be the most appropriate treatment in the given scenario. 
The damage caused by the fire has resulted in an impairment/ partial loss of the plant, which should be recognized in the profit or loss. After the fire, the plant may be in a non-working condition or its output will reduce significantly. The restoration expenses are incurred to bring the plant back to its normal working condition. This effectively increases the benefit of the plant from its previously assessed standard of performance, i.e., the post-fire scenario. As such, the company should capitalize 2100 million incurred to restore the destroyed portion of the plant. 
We believe that the recovery of the insurance claim is a separate economic event, from the damage caused by the fire and restoration expense. The company cannot treat these events together. It should treat three events as below: 
(a)        Write-off the portion destroyed by the fire when this loss takes place
(b)        Capitalize the cost of restoring damage caused by the fire in accordance with the generic requirements of the standard
(c) Include the insurance claim in the profit or loss when it becomes receivable
