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Executive Summary

The complexity in employee compensation structures have increased quite considerably in recent times.
The manner in which today's empl oyee gets remunerated has been significantly innovated, and very often
accountingiscomplex and challenging. Therevised AS-15 - 'Employee Benefits', generally dealswith all
forms of employee benefits (other than stock compensation for which a separate guidance note is
promulgated), many of whichwerenot dealt withby pre-revised AS15.

Thestandard hasasignificantimpact onthefinancial statementsof anenterprise, broadly arising dueto:

a) Specificity onactuarial assumptionsand actuarial methodtobeapplied

b) Definition of employeeunder revised AS 15, includespart time, casual and temporary employees. In
the absence of thisdefinitioninthe pre-revised AS 15, provisions may not have been made by some
enterprises

C) Coverage of all forms of employee compensation, for example, post retirement medical expenses,
jubileeaward, loyalty programs, etc

d) Treatment of provident fund asdefined benefit rather than defined contribution

e) Treatment of gratuity schemefunded with L1C asdefined benefit rather than defined contribution
f) Deferral of past servicecost, whichwasnot permitted by pre-revised AS15

Q) Accentuationof constructiveobligationfor recognition purposes

h) Applicationof thetransitional provisions

i) Tax effect of theaboveitems

Though the standard pertains to employee benefits, strangely, the term employee is not defined in the
standard. As per the scoping paragraph of the revised standard “an employee may provide servicesto an
enterpriseonafull-time, part-time, permanent, casual or temporary basis. For the purposeof thisstatement,
employeesincludewhol e-timedirectorsand other managerial personnel”. Fromthisscoping paragraphit
may be possibleto conclude that employeeincludesan employee hired on acasual or temporary basis. But
that may not meanthat all casual 1abour or tempsworkingfor thecompany areempl oyeesof thecompany!

Inthisdossier, we have discussed the aboveissues and provide perspectivein asimple manner including on
thetransitional adjustment. Inafew instances, intheabsence of any specific guidancefrom Thelnstitute of
Chartered Accountants of India, interpretations may differ, e.g. whether a particular adjustment is a
transitional adjustment or aprior period item or a person rendering servicesto the company will satisfy the
meaning of theterm* Employee” for the purposeof revised AS15. Insuchinstanceswehavetriedtoexplain
boththeviews. Webelievethat onmany of theseissues, consensuswould devel op over time.

There is avery interesting folklore that accentuates the importance of this standard. Many believe that
accounting under German GAAPtendsto bevery conservative. Despitethat, in 1993, under German GAAP
Daimler-Benzreported aprofit of 168 million Deutsche Marksbut under US GAAPfor thesameperiod, the
company reported aloss of almost a billion Deutsche Marks, largely caused by pension blues. Other than
being a solid case for global convergence of accounting standards, it also highlighted problemsrelated to
pensionaccounting and funding. Thoughin India, pension paymentsarequiteinsignificantincomparisonto
global enterprises, as Indian companies become global, this will become a critical issue. Not to forget,
pension accounting in the Government sector (other than a corporate entity), ison acash basis, and it isto
statetheobvious, that theactuarial liability would behumongous.

The Standard appliesfrom April 1, 2006 initsentirety for all Level 1 enterprises. Certain exemptionsare
giventoother thanLevel 1 enterprises, depending upon whether they employ 50 or moreemployees. Listed
companiesthat havetoreport quarterly asper SEBI requirements, will havetodeal withall theissuesintheir
first quarter of April-June2006. Thisdossier isdevel oped predominantly for Level 1 enterprises, and does
not consider exemptionsavailableto other than L evel 1 enterprises.
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Synopsis of Revised AS 15 Requirements

TheStandard dealswith all formsof employeecompensation other than employeestock option. Italso
covers casual and temporary employees. Therefore all contract employee obligationswould also get
covered.

Liability isrecognised not only for legal obligationor formal plansbut alsofor constructiveobligation,
such asthosearising out of informal practices, wherethecostisunavoidable.

Short term employee benefitsfall duewithin oneyear, and include, wages, leave, bonus, etc. They are
accounted for on an undiscounted basis. Non accumulating leave do not carry forward and hence are
recorded asthey occur. Accumulatingleaveisutilised or encashedinfutureyearsand henceprovision
forthesameisrequired.

Post employment plans, could be defined contribution plans or defined benefit plans. Accounting for
defined contributionisfairly straightforward, and contributionsare recogni sed toincome statement as
andwhenthey becomedue.

Accounting for defined benefit plan requires actuarial computation. The Standard does not allow
flexibility intermsof the actuarial method to be used and requiresthe Projected Unit Credit method to
beappliedinvariably. Similarly, therequirementsrelatingto actuarial assumptionsare morespecific.
The assets held under the defined benefit plan are also required to befair valued. Actuarial gainsand
losses are required to be recognised immediately. Past service costs are required to be deferred over
the vesting period. To the extent the benefits are vested, past service cost should be charged
immediately totheincomestatement.

L ong term employee benefitsinclude long term loyalty and jubilee awards, bonus, etc which fall due
beyond one year and are accounted for in asimilar fashion as defined benefit plans, except that past
servicecost arenot deferred and arerecognisedimmediately.

Termination benefits like voluntary retirement cost are recognised based on when the liability
crystallizes rather than when the enterprise becomes demonstrably committed to a voluntary
retirement scheme. To this extent there is adilution of the general principle of recognising liability
based on constructiveobligation.

Thereis asunset provision to the option of deferring termination benefit. No amount can be carried
forward beyond accounting periodscommencing on or after 1 April, 2010.

Transitional provisionsrequireincremental provisionsdueto revised AS 15 to be adjusted to revenue
reservesnet of thetax effect.




2. Meaning of the term "Employee’

As already discussed earlier the term employeeis not defined under the standard. Here we look at some
perspectiveonwho could beincluded asan employeefor thepurposesof revised AS15. It may benoted that
itisimportant toknow whoisanemployee, sincewhat i spaidto anemployeeisemployeecost, whereaswhat
ispaidto other than employeeisother operating costs. Also theobligation relating to an employeewould be
measured as per revised AS 15, whereas it is arguable if obligation relating to a non-employee should be
measuredusingrevisedAS150r AS29.

Query
I sacontract of employment either necessary or sufficient to establishanemployeerel ationship?
Response

AS 15 does not define who is an 'employee’, but states in paragraph 6 that: "An employee may provide
servicesto an entity on afull-time, part-time, permanent, casual or temporary basis. For the purposeof this
Standard, employeesinclude directors and other management personnel.” Thissuggeststhat theintention
wasfor theterm 'employee’ to apply morewidely than simply to personswith acontract of employment as
‘casual’ and 'temporary' staff may frequently not have such contracts. Further, as directors are explicitly
included, thisindicatesthat acontract of employmentisnot necessary inorder to consider anindividual tobe
an employee since directors can frequently have letters of appointment that fall short of a formal
employment contract.

The existence of an employee relationship is a judgement to be made in the light of all the facts and
circumstances in order to reflect the substance of the arrangement. In particular, whilst a contract of
employment may suggest such a relationship, in-substance employee relationships can exist without
employment contracts. The following indicators suggest an employee relationship may be morelikely to
exist,and may helpinmakingindividual judgements(thisisnotintendedto beexhaustivenor a'check list' of
requirements):

N A contract of employmentexists;

N  Individualsareconsidered employeesforlegal / tax/ social security purposes;

=z

Services must be performed by a particular individual who has no discretion to arrange for someone
elsetoperformthem;

Servicesmust beperformed at al ocation specified by theemployer;
Thereisalargeamount of oversight and direction by theemployer;

Necessary tool s, equipment and material sare provided by theemployer;

z =2 2 Z2

Individual sreceivebenefitsof anaturetypical for employees(e.g. paid holidays, paid sick |eave, post-
retirement benefits, death and di sability benefits);

N  Services provided through an entity are in substance services provided by a specific individual,
indicationsof which could bethat theentity:

0O  Hasnootherclients;

0  Hasservedtheemployer foralongperiod;
O  Faceslittleor nofinancial risk;
a

Requires the explicit permission of the employer to concurrently undertake additional
employment el sewhere.
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3. DefinedContributionvDefined Benefits

Defined contribution plans are post-employment benefit plans under which an enterprise pays fixed
contributionsinto aseparate fund and will have no obligation to pay further contributions. Defined benefit
plansare post-employment benefit plansother than defined contribution plans. Under defined contribution
plans, actuarial risk (that benefitswill belessthan expected) and investment risk (that assetsinvested will be
insufficient to meet expected benefits) fall on the employee. In defined benefit plans, the actuarial and
investmentrisk fall ontheemployer.

The distinction between defined contribution and defined benefit is important, since accounting is
significantly different for thetwo plans. Indefined contribution plansthecontributionischargedtoincome
statement, whereas in defined benefit plans, adetailed actuarial calculation is performed to determinethe
charge.

Query

Jigdoot Ltd offersemployeesagratuity plan whereretired employeesare paid an amount equal to 15 daysof
their final salary for each year that the employee worked for the company, subject to aceiling of Rs5 lakhs.
Jigdoot Ltd makes annual contributions to LIC that promises to make the payments to employees after
retirement. L1C cannot request that the company makeadditional contributionsto cover planshortfalls.LIC
does, however, reservetheright toincrease the company'sfuturerequired contributionrate. Isthisgratuity
schemeadefined contribution or defined benefit scheme?

Response

An enterprise may pay insurance premiumsto fund apost-employment benefit plan. Theenterprise should
treat such aplan asadefined contribution plan unlessthe enterprisewill havean obligationto either: (a) pay
the employee benefits directly when they fall due; or (b) pay further amountsif theinsurer does not pay all
future employee benefits relating to employee service in the current and prior periods. If the enterprise
retains such an obligation, the enterprise should treat the plan as adefined benefit plan. Further, paragraph
26 of revised AS 15 sets out examples of caseswhere an enterprise'sobligationisnot limited to the amount
that it agreesto contribute. Thisincludes a plan benefit formulathat is not linked solely to the amount of
contributions.




Thusin the given case, based on the above reasoning, the gratuity scheme funded with the LIC isadefined
benefit scheme. In adefined benefit scheme, therewill be adefined benefit obligation and plan assetsif the
obligationisfunded. Inthegivecase, theobligationwill bedetermined based onthe PUC method and as per
revised AS15principles, and not asper LI1Cvaluation.

On the asset side, a question arises as to whether the funds under the scheme as certified by L1C would be
treated as plan assets or reimbursement rights. The distinction isimportant (though both are measured on
fair valuation basis) because plan assets are reduced from the defined benefit obligation and the net amount
isdisclosedinthebalancesheet, whereas, inthe case of reimbursement rights, thedefined benefit obligation
and the reimbursement rights are shown separately asliability and asset on the balance sheet. Thiswould
havetheimpact of makingthe balancesheet heavy bothontheasset sideaswell astheliability side.

Asperrevised AS15, planassetsincludeaqualifyinginsurancepolicy. A qualifyinginsurancepolicy isone
which isfor exclusive benefit of the employee and where the creditors have no accessto it in a bankruptcy
situation and neither is it available to the reporting entity except to pay the employee or receive surplus
balanceinthefund. Thereforefundswith LIC under group gratuity scheme would constitute aqualifying
insurancepolicy and consequently woul d betreated asapl an asset and not arei mbursement right.

Query

A group has two companies, in one company, the PF is managed by the group through atrust specifically
created for this purpose. In the other company, the PF is contributed to the government. Are these two
schemesdefined contribution or defined benefit?.

Response

Paragraph 26 of revised AS 15 setsout exampl esof caseswherean enterprise'sobligationisnot limitedtothe
amount that it agreesto contribute. Thisincludesaguarantee, either indirectly through aplan or directly, of
aspecified return on contributions. Such schemes would be defined benefit schemes. Asregards the PF
scheme where the group manages the trust, prima-facie it seemsthat it would be a defined benefit scheme,
sincethetrust will haveto pay interest on contribution at rates specified by the government which may be
more or less than the interest earned by the trust. Since the arrangement is prima-facie a defined benefit
scheme, thecomputation aswell asthedisclosurewill havetobemadeinaccordancewiththerevised AS15,
which couldbequiteonerous. However, | CAl needsto giveguidancetoclarify thisissue.

Theimplicationsof treating the PF schemeasdefined benefit schemeareasfollows:

1) apply PUC method to determinethetotal defined benefit obligation and current service cost of the PF
scheme

2) determinethefair valueof theassetsof the PFfund

3) recognisefully theexcessof theobligationasdeterminedin (1) aboveover thefair valueof theassetsas
determinedin (2) above

4) if thefair value of the assetsasdetermined in (2) aboveisgreater than the obligation asdeterminedin
(1) above, theexcessshould beaccounted for inaccordancewith paragraph 59 of AS15.

As regards the PF scheme with the government, the group has no obligation beyond its contribution and
thereforesuch schemeswoul d bedefined contribution.
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4. Actuarial Assumptions

Actuarial assumptionscomprising demographic assumptionsand financial assumptionsshould beunbiased
and mutually compatible. Financial assumptions should be based on market expectations, at the balance
sheet date, for the period over which the obligations are to be settled. Therefore assumption relating to
inflation, salary growth rates, labour turnover, etc haveto be based onlong termindications, which could be
materially different from current or short term statistics. For example, current salary growth rates may be
very high, but over avery longtermitisinconceivableto expect that trend to be sustained.

The rate used to discount post-employment benefit obligations (both funded and unfunded) should be
determined by referenceto market yields at the balance sheet date on government bonds. The currency and
term of the government bonds should be consistent with the currency and estimated term of the post-
employment benefit obligations. Therefore the discount rate for determining actuarial liability in the case
of acompany in India, cannot be based for example on UStreasury bill rates. The discount rate should be
longtermgovernment bond ratesapplicableinIndia

Query

For the purposes of determining gratuity provision asoftware company considers salary growth rate of 8%
whenfiveyearspast experiencesuggest that it hasheen @ 20%. Wouldthisbeatenableassumption?

Response

Actuarial assumptions haveto be supportable and for this purpose detail facts and circumstances should be
considered. Thesalary growth ratesthat arefactored in actuarial computation arevery long term, andina
long period it would be hard to imagine a consistent salary growth rate based on limited past experience.
Empirical evidence suggeststhat inthevery long term consistent high salary growth rateisnot possible. A
lot of software companies pay compensation using stock options and sweat equity, which are not to be
included for the purposes of determining salary growth rates as gratuity is computed based on last drawn
basicwages.

Query

SobT Ltd has calculated the net present value of the defined gratuity obligation on the assumption that: (a)
Salary cost will increase in line with general price inflation at 7% a year (this is based on SobT's past
experience) (b) Therate of return on plan assetsis 8% (c) The discount rate, calculated by referenceto the
yield on high-quality fixed-rate government bonds, is 7.5% (d) Inflation index published by Governmentis
4.6%.

Response

Actuarial assumptions are mutually compatibleif they reflect the economic relationships between factors
such asinflation rates, interest rates and discount rates. Therate of return on plan assetsisusually greater
thanthediscount rate, reflecting thedifferencebetweentherisk andtimeprofileof planassetsand therisk on
high-quality government bonds. SobT Ltd should demonstratethat the difference between the discount rate
and the return on plan assets assumptionsisjustified based on the mix of plan assets. However, SobT Ltd
assumptionsabout salary inflationandtheinflationindex appear tobeincompatible.

5. Actuarialgainsandlossesandthe CorridorApproach

Indetermining actuarial liability for post employment benefit schemes, significant assumptionsaremadein
respect of interest rate, expected return on plan assets, salary growthrate, attritionrate, etc. Actuarial gains
and losses are experience adjustments to the assumptions used and effect of changes in actuarial
assumptions. Under IAS 19 aswell as US GAAP, actuarial gains and losses can be carried forward and
charged to future periods under the corridor approach. Revised AS 15 doesnot permit optionsand requires
that actuarial gainsand | ossesshoul d berecognisedimmediately inthe statement of profitandloss.
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The ICAI has taken a puritanically correct approach based on fair value considerations. Immediate
recognition of actuarial gains and losses represents faithfully the enterprise's financial position. An
enterprise will report an asset only when aplanisin surplus and aliability only when a plan has a deficit.
Paragraph 94 of the Framework for the Preparation and Presentation of Financial Statements notesthat the
application of thematching concept doesnot allow therecognition of itemsinthe bal ance sheet which do not
meet the definition of assets or liabilities. Deferred actuarial losses do not represent future benefits and
hence do not meet the Framework's definition of an asset, evenif offset against arelated liability. Similarly,
deferred actuarial gainsdo not meet the Framework'sdefinitionof aliability.

Whilst the requirement for full recognition of actuarial gains and losses based on the framework seems
puritanical, it putsndian companiesto adisadvantage against itswestern counterpartswho areallowed the
deferral policy as an option. Therefore Indian companies under Indian GAAP are not on the same level
playingfieldastheir western counterpartsadopting | FRSor USGAAP.

Under IFRSand USGAAP, theprimary argument for the'corridor approach' isthatinthelongterm, actuarial
gainsand losses may offset one another. Defined benefit schemestend to be extremely long term and hence
thisapproach may benecessary.

6. PastService CostandBackwardation

Sometimes post employment benefit schemes may be modified. Thiswould have a positive or negative
impact not only inrespect of futureserviceto berendered but also for servicethat hasalready beenrendered.
The impact to the extent the service has already been rendered is known as the past service cost. An
enterprise should recognise past service cost as an expense on a straight-line basis over the average period
until the benefitsbecomevested. Thereisno option to charge unvested past service cost immediately to the
profit and loss account. To the extent that the benefits are already vested immediately following the
introduction of, or changes to, a defined benefit plan, an enterprise should recognise past service cost
immediately. Inthe pre-revised AS 15, past service cost was required to be recognized immediately and
deferral wasnot permitted.

Example

RamRa] Ltd operates a gratuity plan for certain employees to whom the Payment of Gratuity Act is not
applicable. As per the scheme, the benefit vests after completion of 15 years of service. RamRaj Ltd
increases the benefit from 15 days for each completed year of service to 20 days. Assume on an average
employeehascompleted 10yearsof service.

If on average employees have completed 10 years of service, the benefit of 50 days (5x10), should be
amortised over thefollowing5years.

Backwardation of Benefits

If anemployee'sserviceinlater yearswill lead to amaterially higher level of benefit thaninearlier years, an
entity should attribute benefit on a straight-line basis from (a) the date when service by the employee first
leadsto benefits under the plan (whether or not the benefitsare conditional onfurther service); until (b) the
datewhen further serviceby theemployeewill |ead to no material amount of further benefitsunder theplan,
other thanfromfurther salary increases.

Query

Jassani Ltd operatesapension plan that paysapension of 200 for each of thefirst 3 yearsof service; 400 for
each of theyearsof servicefromyearsfour tosix; and 1,200 for each of theyearsof servicefromyearsseven
to nine. An employee will therefore be entitled to a pension of 5,400 (200 x 3 + 400 x 3 + 1200 x 3) after 9
yearsof service. Further service after 9 yearsdoesnot giveriseto additional pension. How should the cost
beallocatedtovariousyears?
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Response

Jassani's employees' servicesin later years will lead to a materially higher level of benefit than in earlier
years. It should therefore attribute benefit to years of service on a straight-line basis from the date when
service by the employee first leads to benefits under the plan until the date when further service by the
employee will lead to no material amount of further benefits under the plan, other than from further salary
increases. Jassani Ltd should therefore attribute 600 to each year of service (5400 / 9 years) rather than
followingtheattributionformulaintheplan.

7. LeaveBenefit

Thepre-revised AS 15, was applicableto leave benefit only to the extent encashable on retirement, sinceit
covered only retirement benefits. Nevertheless, the Expert Advisory Committee had opined that all leave
cost computation wasto bebased on actuarial techniques. If aprovisionfor leave encashableon retirement
was not made, it would be a violation of pre-revised AS 15 aswell as true and fair. If leave (other than
encashabl e on retirement) provision was not made, thiswould not bein violation of pre-revised AS 15 since
it did not cover such leave, but would be a violation of accrual basis of accounting and consequently
financial statementswould not betrueand fair. It may be noted that therevised AS 15 coversall forms of
|eavebenefit.

Entitlement to compensated absences falls into two categories: accumulating; and non-accumulating.
Accumulating compensated absences arethose that are carried forward and can be used in future periodsif
the current period's entitlement is not used in full. Accumulating compensated absences may be either
encashed or used for futureleave only. An enterprise recognisesthe expected cost of short-term employee
benefitsintheform of compensated absencesin the case of accumul ating compensated absences, when the
employeesrender servicethat increasestheir entitlement to future compensated absences; and in the case of
non-accumul ating compensated absences, when the absencesoccur.

Query

An enterprise has 10 employees, each of whom have 100 days leave credit to their balance. As per the
employment policy, the leave can be fully utilized in any of the following years without limit. If the
employeewishesto encash theleave, he/shecando so, only onretirement/resignation subject to aceiling of
90days. Aspertheschemeof thecompany, theleaveisencashableat thebasicwage prevailing at thetimeof
encashment. The enterprise experience is that all the employees will utilize 10 days of leave in the near
future and each of them will encash 90 days on retirement/resignation. How will the leave liability be
measured?

Response

Short-term empl oyee benefitsareemployeebenefits (other than termination benefits) whichfall duewholly
within twelve months after the end of the period in which the employees render the related service.
Therefore though the benefit may actually be availed after one year, since it falls due within one year, it
would be treated as short term. Provision is required to be made at the expected liability amount on an
undiscounted basis. To the extent that the leave will be encashed, the provision is made at the estimated
basic wagethat would apply at thetime of encashment. Totheextent leavewill beutilized, theprovisionis
madebased onthecost tothecompany.

It may also be noted that PF isrequired to be paid on encashed |eave other than that encashed at the time of
superannuation. Thereforein determiningtheactuarial liability, PF should be added to the provision made
forleaveexpectedtobeencashed other than at timeof superannuation.
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Query

How is an event driven leave such as paternity or maternity leave accounted for?
Response

Non-accumulating compensated absences do not carry forward; they lapse if the current period's
entitlementisnot usedinfull and do not entitle employeesto acash payment for unused entitlement. Thisis
commonly thecasefor maternity or paternity leave. Anenterpriserecognisesnoliability or expenseuntil the
time of the absence, because empl oyee service does not increase the amount of the benefit. Thisliability is
discharged automatically assalary payments.

8. Profit-SharingandBonusPlans

An enterprise should recognise the expected cost of profit-sharing and bonus payments when, and only
when: (a) the enterprise has a present obligation to make such payments asaresult of past events; and (b) a
reliable estimate of the obligation can be made. A present obligation exists when, and only when, the
enterprise hasno realistic alternative but to make the payments. Anenterprise can makeareliable estimate
of itsobligation under a profit-sharing or bonus plan when, and only when: (a) the formal terms of the plan
containaformulafor determining the amount of the benefit; or (b) the enterprise determinesthe amountsto
be paid beforethefinancial statementsareapproved; or (c) past practicegivesclear evidence of the amount
of theenterprise'sobligation.

Query

There are 11 employees, each of whom will receive abonus of Rs 15,000 for their servicein calendar year
2005, provided they continue to be on the payroll of the entity upto June 2006. Assuming 1 employeewill
leaveby June 2006, how istheliability measured? Thecompany feelsthat thechargefor 2005isRs 100,000,
determinedfor 10 employees, assumingthecost of Rs15,000isfor oneand ahalf-year.

Response

Under some profit-sharing plans, employees receive a share of the profit only if they remain with the
enterprise for a specified period. The measurement of such obligations reflects the possibility that some
employees may |leave without receiving profit-sharing payments. Theliability isRs 150,000 (Rs 15,000 x
10) for theyear 2005. The company'sassumption that the cost should be spread over oneand ahalf-yearis
not correct, sincethebonusisfor oneyear of serviceand hencethecost should befully absorbedinthat year.

—_—




Query

When employees participate in profit-sharing plans, whether the profit-share should be treated as an
appropriation or chargetotheprofitandlossaccount?

Response

Anobligationunder profit-sharing and bonusplansresultsfrom empl oyeeserviceand not from atransaction
with the enterprise's owners. Therefore, an enterprise recognisesthe cost of profit-sharing and bonus plans
not asadistribution of net profit but asan expense.

Query

Whimsical Employer Ltd (WEL) grants annual bonusto its employees on discretionary basis. WEL hasa
March 2006 year end and finalises accounts by April 2006, but bonus is announced and paid in late
May 2006. Isaprovisionrequiredtobemadefor bonusat March 2006 year end?

Response

Sinceinthe given case, thereisno formula, nor isthe amount finalized before the financial statementsare
approved, noristhereareliablepast practice, provisionfor bonusisnot madein March 2006 accounts.

Query
Canpublicstatementsabout benefitsimprovementscreateaconstructiveobligationfor acompany?
Response

Yes, public statementscan create aconstructive obligation. However, apublic statement initself may not be
sufficient to create aconstructive obligation and an entity should consider all of thefactsand circumstances
relevant to each case. For example, it isimportant to note who in the company has made those public
statements and the authority attached to such public statements or what is the acceptability of these
statementsby thetradeunions, etc.

9. Death-in-Service Benefits

A death-in-service (or disability) benefit may be provided in many ways. A lump sum and/or pension may
bepaidtosurvivorshased onaspecificformula, e.g. alump sum of 4x salary plusapensionof say 1/3x salary
to the surviving spouse. This benefit can be provided through a post-employment benefit plan (defined
benefit or defined contribution plan), or it can be provided on a stand-alone basis. Sponsors often insure
these benefits with third party insurance companies. AS-15 does not provide any guidance on how to
account for such benefits.

Thedeath-in-servicebenefitsmay beaccounted asfollows:
Other than defined benefit post employment plan

1. Inthecaseof benefitsinsured with third parties, inthe periodinrespect of whichtherelated insurance
premiums are payabl e; the premiums shoul d be charged to theincome statement, sincethiswould bea
defined contribution scheme

2. Inthe case of benefits not insured, account for the liability to the extent that deaths have occurred
beforethebalancesheet date. Inother words, accountingisdonewhentheevent occurs.

Defined benefitthrough post employment plan

3 Inthe case of death-in-service benefits provided through a post-employment benefit plan, an
enterprise should recognise the cost of those benefits by including their present value in the post-
employment benefit obligation.
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Query

Sethlon Ltd paysalump-sum of 10,000 to an employeewho becomesdisabled asaresult of anaccident. This
payment is the same regardless of the length of service. Bansal Ltd pays, a lump-sum of 10,000 to an
employeewho becomesdisabled asaresult of an accident withinthefirst 5 yearsof employment and 20,000
if the employee becomes disabled after 5 years of employment. How is the accounting done in the two
cases?

Response

Thefuturecash outflow of Sethlon Ltd doesnot depend on past employeeservice. Theobligatingeventisthe
occurrence of an accident that causes the disability of an employee. Sethlon has no present obligation to
make the payment until an accident occurs. No accruals should be made by Sethlon until such event. The
level of benefits of Bansal's employees depends on the length of employee service. An obligation arises
when serviceisrendered. Bansal'sobligation should be measured using the Projected Unit Credit M ethod.
Itshould reflect the probability that paymentswill berequired and thelength of servicefor which payments
areexpectedtobemade.

10. Termination Benefits

IAS19 providesthat an enterprise shoul d recognisetermination benefitsasaliability and an expensewhen,
and only when, the enterprise is demonstrably committed to either (a) terminate the employment of an
employee or group of employeesbeforethe normal retirement date; or (b) providetermination benefitsasa
result of an offer madein order to encourage voluntary redundancy. It further providesthat an enterpriseis
demonstrably committed to atermination when, and only when, the enterprise hasadetailed formal planfor
theterminationandiswithout realistic possibility of withdrawal.

When drafting AS 15 (revised), the standard settersfelt that merely on the basis of adetailed formal plan, it
would not be appropriate to recognise aprovision since aliability cannot be considered to be crystalised at
this stage. Accordingly, the revised AS 15 (2005) requires more certainty for recognition of termination
cost, for example, if theemployeehassignupfor thetermination scheme.

Asperthetransitional provisionof revised AS15, asregardsV RS paid upto 31 March, 2009, thereisachoice
todefer it over pay-back period, subject to prohibition on carry forward to periods commencing on or after 1
April, 2010.

Query

Therelevant factsof theearly retirement schemeincludethefollowing:

N  earlyretirement at theageof 55(instead of | egal age of 58)

N  employeesarefreetoaccept theoffer

N  employer committedtopay amonthly benefit until theemployeeis58
N  theschemeisongoingandwill berenewedevery Syears

Should the planidentified above be accounted for asatermination benefit or asapost employment benefit?
What amount should beprovidedfor?

Response

The scheme is a post employment benefit plan rather than atermination benefit. The amount provided is
based on an actuarial estimate made on all employees after considering the most probabl e retirement age.
Thisevaluation should reflect the expected success of the plan. Differencesbetween what wasexpected and
reality aretreated asactuarial gainsand|osses.

The objective of termination benefitsis to terminate the employment of one class aged employees and to
modify thepopulation pyramid of theentity. Termination benefitsareoftenclosely linked with curtailments
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and settlements and with restructuring provisions. In the fact pattern, the entity is not in a phase of
restructuring. Itsearly retirement planstendto berenewed. Giventhefact that theseplansarerenewed every
five years, in this entity, the “normal” retirement age seems to be earlier than 58 (legal retirement age)
because a constructive obligation has risen from past renewals of such schemes. Consequently, such
benefits should be considered as post-employment benefits and actuarial provisions should be made on an
ongoingbasis.

Query

Borkar Ltd hasapractice of providing atermination benefit based on aspecific number of months of salary
varying with years of service when employment is terminated. The payment is made in case of a) normal
retirement, b) voluntary termination of the employment by the employee and c) involuntary termination of
employment by theentity. How should Borkar Ltd account for theterminationbenefit?

Response

The termination gratuities provided are post-employment benefits. Only additional payments made as a
result of either (a) an entity'sdecision to terminate an employee'semployment beforethe normal retirement
date; or (b) an employee's decision to accept voluntary redundancy in exchange for those benefits can be
considered termination benefits. A liability should be recognised at the present val ue of the defined benefit
obligation determined using the Projected Unit Credit Method. The event which givesriseto the obligation
istheongoing servicerendered by theemployeesrather than theterminati on of employment.

11. Transitional Provisionsand Impact Assessment

Asper revised AS 15, onitsfirst time adoption, theincremental adjustments are taken to revenue reserves
net of thetax effect. Thecritical judgement here often would beiswhether theincremental adjustmentsare
those that arise out of first time implementation of revised AS 15, or inreality are aprior period item. In
other words, is the incremental provision arising purely due to revised AS 15 and that it was never
contemplated earlier under Indian GAAP.

Theotherissueistheonerelatingto tax effect that istaken to therevenuereserves. What happenswhen the
tax effect reverses subsequently? Whether the effect should be taken to reserves account or should it be
takentotheprofitandlossaccount? Inthiscontext, the EAC hasalready givenitsopiniononasimilarissue
involving impairment of assets. The EAC has opined that subsequent reversal of the tax effect should be
takentotheprofitandlossaccount.




Query

Asaresult of revised AS 15, the company is examining its accounting for various compensation costs. The
company wants to know how exactly the following matters at 1.4.2006 will be accounted for under the
transitional provisionsof revised AS15.

a)

b)

d)

e)

f)

g)

h)

i)

Thecompany hasnot madeany provisionfor post retirement medical benefit schemeinthepast

The company has a gratuity fund with L1C and funding is done on the basis of actuarial valuation
method which is not the PUC method. Had PUC method been applied the liability funding at the
openingdatewould havebeen higher

Thecompany has agratuity fundwith L1C and fundingisdoneonthebasisof assumptionthat discount
rateis10%, thoughlongtermgovernment bondsyieldis6% pa

The company does not have any fund for gratuity. It makes a gratuity provision based on actuarial
valuation. Thisvaluationismadeonly for thoseemployeesthat have completed 5yearsof servicewith
thecompany

The company hasnot made any provision for ajubilee award schemewhere on completion of 25 years
of service, theemployeeispaid Rs1lakhs

The company needsto giveits PF trust atleast Rs 100 | akhs so that futureinterest earnings by thefund
would be commensurate to the minimum guaranteed interest payments and as per actuarial valuation
under revised AS15

The company did a detail study of its contract employees, and realized that there is an unprovided
actuarial gratuity liability of Rs2001akhs. Presently asandwhenthecontractor paysthegratuity tothe
employeesconcernedthesameisrecovered fromthecompany

For afinancial year, the company paysacustomary bonusintheforthcoming September. For the past
10years, thecompany hasconsistently pai d 20% bonuson basi c wages, though thisisnot astatutory or
legal liability. The company accounts for the bonus in September, when the amounts are finally
determined and paid

Tax effect of theaboveitems

Response

a)

b)

)

d)

e)

Theactuarially determinedliability asper revised AS-15 should betakentothe profit and lossaccount
asaprior period item. Thisisbecausethough pre-revised AS-15 did not deal with such benefit, EAC
had givenopinionthat requiredactuarial liability tobeprovidedforinsuchcases

No actuarial method was prescribed in the pre-revised AS 15. Therefore any increase or decreasein
actuarial liability due to change in the method should be taken to the opening reserves as per the
transitional provision

Though pre-revised AS 15 did not contain any guidance on actuarial assumptions, the use of avery
high discount rate in the previous year should be treated as prior period item in the profit and loss
accountrather than asatransitional adjustment

Actuarial valuation should include even those employees who have not completed 5 years of service,
after considering probabledepartures. Thisisnot anew requirement anditsinterpretationshould have
been possible evenin the pre-revised AS 15. Thereforeincrease in the provision amount dueto this
factor should betreated asaprior perioditem and adjusted totheprofit and |l ossaccount

Sinceaprovision for jubilee awards was not required by pre-revised AS 15 or EAC opinionsor other
Indian accounting promulgation, the cumulative provision could be adjusted to revenuereservesas a
transitional adjustment arising out of first timeimplementation of revised AS15
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f)

Q)

h)

Since there was no express requirement to account for such deficits, the amount could be adjusted to
revenuereservesasatransitional adjustment arising out of first timeimplementation of revised AS15

Sincethere was no express requirement to account for such contract obligations, the amount could be
adjusted to revenue reserves as a transitional adjustment arising out of first time implementation of
revisedAS15

Pre-revised AS 15 did not apply to bonus sinceit is not aretirement benefit. Thereforethe GAAP that
was applicable to bonus was AS 29 which required provision for bonus based on constructive
obligation. Therefore this adjustment should be reflected as a prior period item rather then a
transitional adjustment.

Tax effect should be taken to the same head asthe principal item. Thereforetax effect of prior period
item should goto prior perioditem, whereastax effect of adjustmentsmadeto revenuereservesshould
gototherevenuereserveaccount

12. Disclosure Requirements

[llustrative Accounting Policy

Employeebenefits

Provident Fund isadefined contribution schemeand the contributionsare charged tothe Profit & Loss
Account of theyear whenthecontributionstothegovernment fundsaredue.

Gratuity liability and Pensionliability are defined benefit obligationsand are provided for onthebasis
of anactuarial valuation madeat theend of eachfinancial year.

Short term compensated absences are provided for based on estimates. Long term compensated
absencesareprovidedfor based onactuarial valuation.

Actuarial gains/lossesareimmediately takentotheprofit andlossaccount and arenot deferred.

Paymentsmade under the Vol untary Retirement Schemeare charged to the Profit & L ossaccount over
afiveyear period.

IllustrativeDisclosures

Providentfund, short-termcompensated absencesand other short-termbenefits

Related partydisclosures

(Amount in Rs. *000)

2007 2006
Employee benefits expense for key management personnel 516 434

Details of individual parties with transactions of 10% or more of aggregate value in respect of key

management personnel:
2007 2006
Mr. X 212 182
Mr. Y 182 174
Schedule VI disclosures in the balance sheet
2007 2006
Provisions
Gratuity 5 48
Post-employment medical benefits 254 165
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AS 15 and Schedule VI disclosuresin the Profit and Loss Account

2007 2006

Salaries, wages and bonus 4,256 3,527

Contributions to provident fund 634 563
Managerial remuneration:

2007 2006

Salary 353 253

Contribution to provident fund 25 25

Note: Managerial remuneration excludes provisions for / contribution to gratuity and post-employment
medical benefitswhicharebased onactuarial valuationdoneonanoverall Company basis.

Gratuityandother post-employment benefitplans

The Company hasadefined benefit gratuity plan. Every employeewho hascompleted fiveyears or more of
servicegetsagratuity ondepartureat 15 dayssalary (last drawn salary) for each completed year of service.
Theschemeisfundedwithaninsurancecompany intheform of aqualifyinginsurancepolicy.

The Company has also agreed to provide certain additional post-employment healthcare benefitsto senior

employees. Thesebenefitsareunfunded.

The following tables summarise the components of net benefit expense recognised in the profit and loss
account and thefunded statusand amountsrecogni sedinthebal ance sheet for therespectiveplans.

Net empl oyee benefit expense (recognisedin cost of sal es)

(Amount in Rs. *000)

Gratuity mlecgpém
2007 2006 2007 2006
Current service cost (275) (262) (82 (85)
Interest cost on benefit obligation (230) (220) 5) Q)
Expected return on plan assets 160 148 - -
Net actuarial gain/ (loss) recognised in the year (62) @) 2 5
Past service cost (58) (44) - -
Net benefit expense (365) (285) (89) (81)
Actual return on plan assets 146 156
Balance sheet
(Amount in Rs. ‘000)
Gratuity mlecgpém
2007 2006 2007 2006
Defined benefit obligation (2,371) (2,487) (254) (165)
Fair value of plan assets 2,332 2,357 - -
(39) (130) | (254) (165)
Unrecognised past service cost 24 82 - -
Plan asset / (liahility) (15) (48) | (254) (165)
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Changes in the present value of the defined benefit obligation are as follows:

Gratuity z%sé}ecgpém
2007 2006 2007 2006
Opening defined benefit obligation 2,487 2,973 165 84
Interest cost 130 120 5 1
Current service cost 275 262 82 85
Benefits paid (569) (883) - -
Actuarial (gains) / losses on obligation 48 15 2 (5)
Closing defined benefit obligation 2,371 2,487 254 165
Changes in the fair value of plan assets are as follows:
Gratuity
2007 2006
Opening fair value of plan assets 2,375 2,134
Expected return 160 148
Contributions by employer 398 950
Benefits paid (569) (883)
Actuarial gains/ (losses) (14 8
Closing fair value of plan assets 2,332 2,357

The Company expects to contribute Rs. 460 to gratuity in 2007-08.

The major categories of plan assets as a percentage of the fair value of total plan assets are as follows:

Gratuity
2007 2006
% %
Investments with insurer 100 100

Theoverall expected rateof returnon assetsisdetermined based onthemarket pricesprevailing onthat date,
applicableto the period over whichthe obligationisto be settled. There hasbeen asignificant changeinthe
expectedrateof return on assetsdueto theimproved stock market scenario.

The principal assumptions used in determining gratuity and post-employment medical benefit
obligations for the Company's plans are shown below:

2007 2006
% %
Discount rate 4.9 5.2
Expected rate of return on assets 7.2 7.5
Employee turnover 35 29
Healthcare cost increase rate 7.2 7.4

The estimates of future salary increases, considered in actuarial valuation, take account of inflation,
seniority, promotionand other relevant factors, such assupply and demandintheemployment market.

Assumed healthcare cost trend rateshaveasignificant effect ontheamountsrecognisedintheprofit and | oss
account. At present, healthcare costs, as indicated in the principal actuarial assumption given above, are
expected to increase at 7.2% p.a. A one percentage point change in assumed healthcare cost trend rates
would have the following effects on the aggregate of the service cost and interest cost and defined benefit
obligation:
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One percentage | One percentage
point increase | point decrease
Effect on the aggregate of the service cost and interest cost 40 (34)
Effect on defined benefit obligation 110 (127)
Amounts for the current and previous four periods are as follows:
Gratuity
2007 2006 2005 2004 2003
Defined benefit obligation (2,371) | (2,487) | (2973) | (2,539) | (2,039
Plan assets 2,332 2,357 2,134 1,948 1,895
Surplus/ (deficit) (39) (130) (839) (591) (144)
Experience adjustments on plan
liabilities (18) 23 12 (12 24
Experience adjustments on plan assets (14) 8 (16) 12 17

Post-employment medical benefits

Defined benefit obligation
Experience adjustments on plan
liabilities

2007 2006 2005 2004 2003
(254) (165) (84) (80) (78)
) 8 2 5 2

Query

Should the defined benefit plan expense be presented as asingleline on the face of theincome statement or

besplitintoitsseparatecomponents?

Response

Paragraph 118 of AS 15 states, “ This Standard does not specify whether an entity should present current
servicecost, interest cost and the expected return on plan assets as components of asingleitem of incomeor
expense on theface of theincome statement.” Thusall elementsof defined benefit plan expense can either
be aggregated into one lineitem in the income statement or split according to their nature and included in
more than oneincome statement line, in particular the expected return on assets and the interest cost being

locatedwithother financial items.
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