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Accounting Standard -1,

Disclosure of Accounting Policies
(issued in 1979)

(This Accounting Standard includes paragraphs 24-27 set in bold italic type and
paragraphs 1-23 set in plain type, which have equal authority. Paragraphs in bold
italic type indicate the main principles. This Accounting Standard should be read in the
context of the Preface to the Statements of Accounting Standards.)

The following is the text of the Accounting Standard (AS) 1 issued by the Accounting
Standards Board, the Institute of Chartered Accountants of India on Disclosure of
Accounting Policies” The Standard deals with the disclosure of significant accounting
policies followed in preparing and presenting financial statements.

In the initial years, this accounting standard will be reeommendatory in character.
During this period, this standard is recommended for use By companies listed on a
recognised stock exchange and other large commercial, industrial and business
enterprises in the public and private sectors.

Introduction

1. This statement deals with the disclosurenof significant accounting policies
followed in preparing and presenting financial 'statements.
2. The view presented in the financial statementstofgan enterprise of its state of

affairs and of the profit or loss can be significantly affected by the accounting
policies followed in the preparation andipresentation of the financial statements.
The accounting policies followed vary/from enterprise to enterprise. Disclosure
of significant accountimg policies followed, isdhecessary if the view presented is to
be properly appreciated.

3. The disclosure of some Of the accounting policies followed in the preparatian and
presentation of the financial statements is required by law in some cases.
4. The Institute of Chartered Acecountants of India has, in Statements issued by it,

recommended the disclosure of certain accounting policies, e.g., translation
policies in respect of fer€ign currency items.

5. In recent years, aafew‘enterprises in India have adopted the practice of including
in their annual repeorts [to shareholders a separate statement of accounting
policies followed in preparing and presenting the financial statemerts.

6. In general, however, “accounting policies are not at present regularly and fully
disclosed in all financial statements. Many enterprises include in the Notes on
the Accounts, descriptions of some of the significant accounting policies. But the
nature and degree of disclosure vary considerably between the corporate and
the non-corporate sectors and between units in the same sector.

7. Even among the few enterprises that presently include in their annual reports a
separate statement of accounting policies, considerable variation exists. The
statement of accounting policies forms part of accounts in some cases while in
others it is given as supplementary information.

8. The purpose of this Statement is to promote better understanding of financial
statements by establishing through an accounting standard the disclosure of
significant accounting policies and the manner in which accounting policies are
disclosed in the financial statements. Such disclosure would also facilitate a
more meaningful comparison between financial statements of different
enterprises.
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Explanation
Fundamental Accounting Assumptions

9.

10.

Certain fundamental accounting assumptions underlie the preparation and
presentation of financial statements. They are usually not specifically stated
because their acceptance and use are assumed. Disclosure is necessary if they
are not followed.
The following have been generally accepted as fundamental accounting
assumptions:—
A. Going Concern
The enterprise is normally viewed as a going concern, that is, as
continuing in operation for the foreseeable future. It is assumed that the
enterprise has neither the intention nor the necessity of liquidation or of
curtailing materially the scale of the operations.

B. Consistency
It is assumed that accounting policies are consistent from one period to
another.

C. Accrual

Revenues and costs are accrued, that is, recognised as they are earned or
incurred (and not as money is received or paid)_and recorded in the
financial statements of the periods to which they relate. (The
considerations affecting the progess of matehing costs with revenues
under the accrual assumption are not dealt with“in this Statement.)

Nature of Accounting Policies

11.

12.

13.

The accounting policies refer to the specific“@eeounting principles and the
methods of applying those principlesdadopted® by the enterprise in the
preparation and presentation of financial statements.

There is no single list of accounting policies which are applicable to all
circumstances. The @iffering circumstances in which enterprises operate in a
situation of diverse and eomplex economic activity make alternative accounting
principles and methods ‘efyapplying those principles acceptable. The choice of
the appropriate accounting yprinciples and the methods of applying those
principles in the specifiefcircumstances of each enterprise calls for considerable
judgement by, the manpagement of the enterprise.

The various® statements of the Institute of Chartered Accountants of India
combined with<the efforts of government and other regulatory agencies and
progressive managements have reduced in recent years the number of
acceptable alternatives particularly in the case of corporate enterprises. While
continuing efforts in this regard in future are likely to reduce the number still
further, the availability of alternative accounting principles and methods of
applying those principles is not likely to be eliminated altogether in view of the
differing circumstances faced by the enterprises.

Areas in which Differing Accounting Policies are Encountered

14.

The following are examples of the areas in which different accounting policies
may be adopted by different enterprises.

Methods of depreciation, depletion and amortization

Treatment of expenditure during construction

Conversion or translation of foreign currency items

Valuation of inventories

Treatment of goodwill

Valuation of investments

Treatment of retirement benefits

Recognition of profit on long-term contracts
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& Valuation of fixed assets
& Treatment of contingent liabilities.
The above list of examples is not intended to be exhaustive.

Considerations in the Selection of Accounting Policies

16.

17.

The primary consideration in the selection of accounting policies by an enterprise
is that the financial statements prepared and presented on the basis of such
accounting policies should represent a true and fair view of the state of affairs of
the enterprise as at the balance sheet date and of the profit or loss for the
period ended on that date.
For this purpose, the major considerations governing the selection and
application of accounting policies are:—
A. Prudence
In view of the uncertainty attached to future events, profits are not
anticipated but recognised only when realised though not necessarily in
cash. Provision is made for all known liabilities and losses even though
the amount cannot be determined with certainty and represents only a
best estimate in the light of available information.
B. Substance over Form
The accounting treatment and presentation in financial statements of
transactions and events should bhe governed by their substance and not
merely by the legal form.
C. Materiality
Financial statements should disclose “all. “material’” items, i.e. items the
knowledge of which might influence the, decisions of the user of the
financial statements.

Disclosure of Accounting Policies

18.

19.
20.

21.

22.

23.

To ensure proper understanding of financiall statements, it is necessary that all
significant accounting policies @adopted In the preparation and presentation of
financial statements should be/disclosed.

Such disclosure should formpart of the financial statements.

It would be helpful to the reader of financial statements if they are all disclosed
as such inypone place “instead of being scattered over several statements,
schedules andnotes.

Examples of “matters in respect of which disclosure of accounting policies
adopted will be required @rfe contained in paragraph 14. This list of examples is
not, however, intended to be exhaustive.

Any change in an accounting policy which has a material effect should be
disclosed. The amount by which any item in the fimancial statements is affected
by such change should also be disclosed to the extent ascertainable. Where
such amount is not ascertainable, wholly or in part, the fact should be indicated.
If a change is made in the accounting policies which has no materil effect on
the financial statements for the current period but which is reasonably expected
to have a material effect in later periods, the fact of such change should be
appropriately disclosed in the period in which the change is adopted.

Disclosure of accounting policies or of changes therein cannot remedy a wrong
or inappropriate treatment of the item in the accounts.

Accounting Standard

24.

All significant accounting policies adopted in the preparation and
presentation of financial statements should be disclosed.
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The disclosure of the significant accounting policies as such should form
part of the financial statements and the significant accounting policies
should normally be disclosed in one place.
Any change in the accounting policies which has a material effect in the
current period or which is reasonably expected to have a material effect
in later periods should be disclosed. In the case of a change in
accounting policies which has a material effect in the current period, the
amount by which any item in the financial statements is affected by
such change should also be disclosed to the extent ascertainable.
Where such amount is not ascertainable, wholly or in part, the fact
should be indicated.
If the fundamental accounting assumptions, viz. Going Concern,
Consistency and Accrual are followed in financial statements, specific
disclosure is not required. If a fundamental accounting assumption is
not followed, the fact should be disclosed.
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Accounting Standard - 2,

Valuation of Inventories
(issued in June, 1981; revised in 1999)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

The following is the text of the revised Accounting Standard (AS) 2, Valuation of
Inventories ] issued by the Council of the Institute of Chartered Accountants of India.
This revised Standard supersedes Accounting Standard (AS) 2, Yaluation of
Inventories 7 issued in June, 1981.

The revised standard comes into effect in respect of accounting periods commencing on
or after 1.4.1999 and is mandatory in nature.

Objective

A primary issue in accounting for inventories is thegdetermination of the value at which
inventories are carried in the financial statements“until the related revenues are
recognised. This Statement deals with the determination of such value, including the
ascertainment of cost of inventories and any write-down thereof to net realisable value.

Scope
1. This Statement should be applied,in accounting for inventories other
than:

A. work in progress, arising under construction contracts, including
directly related service contracts (see Accounting Standard (AS) 7,
Accounting for Construction Contracts)

B. worky, in progress arising in the ordinary course of business of
serviceproviders;

C. shares, debentures)and other financial instruments held as stock-
in-trade;;"and

D. producers®_inventories of livestock, agricultural and forest

products, and mineral oils, ores and gases to the extent that they
are measured at net realisable value in accordance with well
established practices in those industries.

2. The inventories referred to in paragraph 1 (d) are measured at net realizable
value at certain stages of production. This occurs, for example, when
agricultural crops have been harvested or mineral oils, ores and gases have been
extracted and sale is assured under a forward contract or a government
guarantee, or when a homogenous market exists and there is a negligible risk of
failure to sell. These inventories are excluded from the scope of this Statement.

Definitions
3. The following terms are used in this Statement with the meanings
specified:
Inventories are assets:
a. held for sale in the ordinary course of business;
b. in the process of production for such sale; or
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C. in the form of materials or supplies to be consumed in the
production process or in the rendering of services.

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

4. Inventories encompass goods purchased and held for resale, for example,
merchandise purchased by a retailer and held for resale, computer software held
for resale, or land and other property held for resale. Inventories also
encompass finished goods produced, or work in progress being produced, by the
enterprise and include materials, maintenance supplies, consumables and loose
tools awaiting use in the production process. Inventories do not include
machinery spares which can be used only in connection with an item of fixed
asset and whose use is expected to be irregular; such machinery spares are
accounted for in accordance with Accounting Standard (AS) 10, Accounting for
Fixed Assets.

Measurement of Inventories

5. Inventories should be valued at the lower of cost and net realizable
value.

Cost of Inventories

6. The cost of inventories should comprise*all costs of purchase, costs of
conversion and other costs incurred in bringing the inventories to their
present location and condition.

Costs of Purchase

7. The costs of purchaseyconsist of _the ‘purch@se price including duties and taxes
(other than those subseguently recoverable by the enterprise from the taxing
authorities), freight inwards and other expenditure directly attributable to the
acquisition. Trade discounts, rebates, duty drawbacks and other similar items
are deducted in determifiing thexcosts of purchase.

Costs of Conversion

8. The costs of conversion gfginventories include costs directly related to the units
of production, such as direct labour. They also include a systematic allocation of
fixed and variable praeduction overheads that are inaurred in converting materials
into finished goods. ‘Fixed production overheads are those indirect costs of
production that remain relatively constant regardless of the volume of
production, such as depreciation and maintenance of factory buildings and the
cost of factory management and administration. Variable production overheads
are those indirect costs of production that vary directly, or nearly directly, with
the volume of production, such as indirect materials and indirect labour.

9. The allocation of fixed production overheads for the purpose of their inclusion in
the costs of conversion is based on the normal capacity of the production
facilities. Normal capacity is the production expected to be achieved on an
average over a number of periods or seasons under normal circumstances,
taking into account the loss of capacity resulting from planned maintenance. The
actual level of production may be used if it approximates normal capacity. The
amount of fixed production overheads allocated to each unit of praduction is not
increased as a consequence of low production or idle plant. Unallocated
overheads are recognised as an expense in the period in which they are
incurred. In periods of abnormally high production, the amount of fixed
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production overheads allocated to each unit of production is decreased so that
inventories are not measured above cost. Variable production overheads are
assigned to each unit of production on the basis of the actual use of the
production facilities.
A production process may result in more than one product being produced
simultaneously. This is the case, for example, when joint products are produced
or when there is a main product and a by-product. When the costs of
conversion of each product are not separately identifiable, they are allocated
between the products on a rational and consistent basis. The allocation may be
based, for example, on the relative sales value of each product either at the
stage in the production process when the products become separately
identifiable, or at the completion of production. Most by-products as well as
scrap or waste materials, by their nature, are immaterial. When this is the case,
they are often measured at net realizable value and this value is deducted from
the cost of the main product. As a result, the carrying amount of the main
product is not materially different from its cost.

Other Costs

11.

12.

Other costs are included in the cost of inventories only te, the extent that they
are incurred in bringing the inventories to their present Iogation and condition.
For example, it may be appropriate to include overheadsgother than production
overheads or the costs of desighing productsifor'specific customers in the cost of
inventories.

Interest and other borrowing costs are usually considered as not relating to
bringing the inventories to their present legeation and condition and are,
therefore, usually not included in the cost of inventories.

Exclusions from the Cost of Inventories

13.

In determining the cost of inventoriés in accordance with paragrgph 6, it is
appropriate to excludeycertaing€osts ‘and recognise them as expenses in the
period in which they areiincurred. Examples of such costs are:

A. abnormal amounts of wasted materials, labour, or other production
costs;

B. storage costs, ufless_those costs are necessary in the production process
prior to a further production stage;

C. administrative | overheads that do not contribute to bringing the
inventories to, theiggpresent location and condition; and

D. selling and distribution costs.

Cost Formulas

14.

15.

16.

The cost of inventories of items that are not ordinarily interchangeable
and goods or services produced and segregated for specific projects
should be assigned by specific identification of their individual costs.
Specific identification of cost means that specific costs are attributed to identified
items of inventory. This is an appropriate treatment for items that are
segregated for a specific project, regardless of whether they have been
purchased or produced. However, when there are large numbers of items of
inventory which are ordinarily interchangeable, specific identification of costs is
inappropriate since, in such circumstances, an enterprise could obtain
predetermined effects on the net profit or loss for the period by selecting a
particular method of ascertaining the items that remain in inventories.

The cost of inventories, other than those dealt with in paragraph 14,
should be assigned by using the first-in, first-out (FIFO), or weighted
average cost formula. The formula used should reflect the fairest

9
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possible approximation to the cost incurred in bringing the items of
inventory to their present location and condition.
A variety of cost formulas is used to determine the cost of inventories other than
those for which specific identification of individud costs is appropriate. The
formula used in determining the cost of an item of inventory needs to be
selected with a view to providing the fairest possible approximation to the cost
incurred in bringing the item to its present location and condition. The FIFO
formula assumes that the items of inventory which were purchased or produced
first are consumed or sold first, and consequently the items remaining in
inventory at the end of the period are those most recently purchased or
produced. Under the weighted average cost formula, the cost of each item is
determined from the weighted average of the cost of similar items at the
beginning of a period and the cost of similar items purchased or produced during
the period. The average may be calculated on a periodic basis, or as each
additional shipment is received, depending upon the circumstances of the
enterprise.

Techniques for the Measurement of Cost

18.

19.

Techniques for the measurement of the cost of inventoriesy such as the standard
cost method or the retail method, may be used for convenience if the results
approximate the actual cost. Standard costs take into_aeeount normal levels of
consumption of materials and supplies, labourjefficiency.and-capacity utilisation.
They are regularly reviewed and, if necessary, revised in the light of current
conditions.

The retail method is often used in the retail trade for measuring inventories of
large numbers of rapidly changing items that have similar margins and for which
it is impracticable to use other costinggmethodsd The cost of the inventory is
determined by reducing from the sales value of the inventory the appropriate
percentage gross margin. The percentage used takes into consideration
inventory which has been markedpdownuto below its original selling price. An
average percentage forieach retail'department is often used.

Net Realisable Value

20.

21.

22.

10

The cost of inventoriesfmay not be recoverable if those inventories are damaged,
if they have become [whelly or partially obsolete, or if their selling prices have
declined. Thetcost of inventories may also not be recoverable if the estimated
costs of completion, or the estimated costs necessary to make the sale have
increased. The practice of writing down inventories below cost to net realisable
value is consistent with the view that assets should not be carried in excess of
amounts expected to be realised from their sale or use.

Inventories are usually written down to net realisable value on an item by item
basis. In some circumstances, however, it may be appropriate to group similar
or related items. This may be the case with items of inventory relating to the
same product line that have similar purposes or end uses and are produced and
marketed in the same geographical area and cannot be practicably evaluated
separately from other items in that product line. It is not appropriate to write
down inventories based on a classification of inventory, for example, finished
goods, or all the inventories in a particular business segment.

Estimates of net realisable value are based on the most reliable evidence
available at the time the estimates are made as to the amount the inventories
are expected to realise. These estimates take into consideration fluctuations of
price or cost directly relating to events occurring after the balance sheet date to
the extent that such events confirm the conditions existing at the balance sheet
date.
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23. Estimates of net realisable value also take into consideration the purpose for
which the inventory is held. For example, the net realisable value o the
quantity of inventory held to satisfy firm sales or service contracts is based on
the contract price. If the sales contracts are for less than the inventory
quantities held, the net realisable value of the excess inventory is based on
general selling prices. Contingent losses on firm sales contracts in excess of
inventory quantities held and contingent losses on firm purchase contracts are
dealt with in accordance with the principles enunciated in Accounting Standard
(AS) 4, Contingencies and Events Occurring After the Balance Sheet Date.

24. Materials and other supplies held for use in the production of inventories are not
written down below cost if the finished products in which they will be
incorporated are expected to be sold at or above cost. Howewver, when there has
been a decline in the price of materials and it is estimated that the cost of the
finished products will exceed net realizable value, the materials are written down
to net realisable value. In such circumstances, the replacement cost of the
materials may be the best available measure of their net realisable value.

25. An assessment is made of net realisable value as at/@ach balance sheet date.

Disclosure
26. The financial statements should disclose:
a. the accounting policies adopted _inqgméasuring inventories,
including the cost formula used; and
b. the total carrying amount of“inventories and its classification
appropriate to the enterprise.
27. Information about the carrying amounts heldyin, different classifications of

inventories and the extent of the changes,in these assets is useful to financial
statement users. Common classificatigns oflimventories are raw materials and
components, work in progress, finished goods, stores and spares, and loose
tools.

11
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Accounting Standard - 3,

Cash Flow Statement
(issued in June, 1981; revised in 1997)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main principles.
This Accounting Standard should be read in the context of its objective and the Preface
to the Statements of Accounting Standards.)

Accounting Standard (AS) 3, Tash Flow Statements” (revised 1997), issued by the
Council of the Institute of Chartered Accountants of India, comes into effect in respect
of accounting periods commencing on or after 1-4-1997. This Standard supersedes
Accounting Standard (AS) 3, Thanges in Financial Position 7 issued in June 1981. This
Standard is mandatory in nature in respect of accounting, periods commencing on or
after 1-4-2004 for the enterprises which fall in any one »er more of the following
categories, at any time during the accounting period:

A. Enterprises whose equity or debt securities are listed whether in India or outside
India.
B. Enterprises which are in the process of listing their_equity’ or debt securities as

evidenced by the board of directors "resolution in this regard.

Banks including co-operative banks.

Financial institutions.

Enterprises carrying on insurance business.

All commercial, industrial and business reporting enterprises, whose turnover for

the immediately preceding accounting 4periodyon’ the basis of audited financial

statements exceeds Rs. 50 crore. Turnover does not include dther income?”

G. All commercial, industrial and businessyreporting enterprises having borrowings,
including public deposits, in excess, of Rs. 10 crore at any time during the
accounting period.

H. Holding and subsidiary enterprises offany one of the above at any time during
the accounting period.

nmoo

The enterprises which do not fall in any of the above categories are encouraged, but
are not required, to apply this Standard.

Where an enterprise has heen covered in any one or more of the above categories and
subsequently, ceases to beiso covered, the enterprise will not qualify for exemption
from application of this Standard, until the enterprise ceases to be covered in any of
the above categories for two consecutive years.

Where an enterprise has previously qualified for exemption from application of this
Standard (being not covered by any of the above categories) but no longer qualifies for
exemption in the current accounting period, this Standard becomes applicable from the
current period. However, the corresponding previous period figures need not be
disclosed.

An enterprise, which, pursuant to the above provisions, does not present a cash flow
statement, should disclose the fact.

Objective
Information about the cash flows of an enterprise is useful in providing users of
financial statements with a basis to assess the ability of the enterprise to generate cash

12
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and cash equivalents and the needs of the enterprise to utilise those cash flows. The
economic decisions that are taken by users require an evaluation of the ability of an
enterprise to generate cash and cash equivalents and the timing and certainty of their
generation.

The Statement deals with the provision of information about the historical changes in
cash and cash equivalents of an enterprise by means of a cash flow statement which
classifies cash flows during the period from operating, investing and financing
activities.

Scope

1. An enterprise should prepare a cash flow statement and should present
it for each period for which financial statements are presented.

2. Users of an enterprise 3 financial statements are interested in how the enterprise

generates and uses cash and cash equivalents. This is the case regardless of the
nature of the enterprise3 activities and irrespective of whether cash can be
viewed as the product of the enterprise, as may besthe case with a finandal
enterprise. Enterprises need cash for essentially the“same reasons, however
different their principal revenue-producing activities mightibe. They need cash
to conduct their operations, to pay their obligations, and toyprovide returns to
their investors.

Benefits of Cash Flow Information

3. A cash flow statement, when used in conjumnction with the other financial
statements, provides information that enables users to evaluate the changes in
net assets of an enterprise, its financial structdre (including is liquidity and
solvency) and its ability to affect the amounts and timing of cash flows in order
to adapt to changing circumstances and oppgrtunities. Cash flow information is
useful in assessing fthe ability .efythe enterprise to generate cash and cash
equivalents and enableshusers to develop models to assess and compare the
present value of the future eash flows of different enterprises. It also enhances
the comparability of the “reporting of operating performance by different
enterpriseshbecause it eliminates the effects of using different accounting
treatments for the same _transactions and events.

4. Historical ¢ash flow information is often used as an indicator of the amount,
timing and certainty of future cash flows. It is also useful in checking the
accuracy of pasttassessments of future cash flows and in examining the
relationship between profitability and net cash flow and the impact of changing

prices.

Definitions

5. The following terms are used in this Statement with the meanings
specified:

Cash comprises cash on hand and demand deposits with banks.

Cash equivalents are short term, highly liquid investments that are
readily convertible into known amounts of cash and which are subject to
an insignificant risk of changes in value.

Cash flows are inflows and outflows of cash and cash equivalents.

13
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Operating activities are the principal revenue-producing activities of the
enterprise and other activities that are not investing or financing
activities.

Investing activities are the acquisition and disposal of long-term assets
and other investments not included in cash equivalents.

Financing activities are activities that result in changes in the size and
composition of the owners ”capital (including preference share capital in
the case of a company) and borrowings of the enterprise.

Cash and Cash Equivalents

6.

7.

Cash equivalents are held for the purpose of meeting short-term cash
commitments rather than for investment or other purposes. For an investment
to qualify as a cash equivalent, it must be readily convertible to a known amount
of cash and be subject to an insignificant risk of changes in value. Therefore, an
investment normally qualifies as a cash equivalentonly when it has a short
maturity of, say, three months or less from the date' offacquisition. Investments
in shares are excluded from cash equivalents unless they‘are, in substance, cash
equivalents; for example, preference shares of a company acquired shortly
before their specified redemption date (provided theregisgonly an insignificant
risk of failure of the company to repay the amount at maturity).

Cash flows exclude movements betweenditems that constitute cash or cash
equivalents because these components are part of the cash management of an
enterprise rather than part of its operating, muesting and financing activities.
Cash management includes the investment of excess cash in cash equivalents.

Presentation of a Cash Flow Statement

8.

9.

10.

The cash flow statement should|report cash flows during the period
classified by operating,, investing and financing activities.

An enterprise presents itsycash flows from operating, investing and financing
activities in a manner whichiis most appropriate to its business. Classification by
activity provides information“that allows users to assess the impact of those
activities on the finan€ial pesition of the enterprise and the amount of its cash
and cash ‘equivalentsg® This information may also be used to evaluate the
relationships among these activities.

A single transactionymay include cash flows that are classified differently. For
example, when the_instalment paid in respect of a fixed asset acquired on
deferred payment basis includes both interest and loan, the interest element is
classified under financing activities and the loan element is classified under
investing activities.

Operating Activities

11.

12.

14

The amount of cash flows arising from operating activities is a key indicator of
the extent to which the operations of the enterprise have generated sufficient
cash flows to maintain the operating capability of the enterprise, pay dividends,
repay loans and make new investments without recourse to external sources of
financing. Information about the specific components of historical operating
cash flows is useful, in conjunction with other information, in forecasting future
operating cash flows.

Cash flows from operating activities are primarily derived from the principal
revenue-producing activities of the enterprise. Therefore, they generally result
from the transactions and other events that enter into the determination of net
profit or loss. Examples of cash flows from operating activities are:
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A. cash receipts fromthe sale of goods and the rendering of services;

B. cash receipts fromroyalties, fees, commissions and other revenue;

C. cash payments to suppliers for goods and services;

D. cash payments to and on behalf of employees;

E. cash receipts and cash payments of an insurance enterprise for premiums
and claims, annuities and other policy benefits;

F. cash payments or refunds of income taxes unless they can be specifically

identified with financing and investing activities; and
G. cash receipts and payments relating to futures contracts, forward
contracts, option contracts and swap contracts when the contracts are
held for dealing or trading purposes.
Some transactions, such as the sale of an item of plant, may give rise to a gain
or loss which is included in the determination of net profit or loss. However, the
cash flows relating to such transactions are cash flows from investing activities.
An enterprise may hold securities and loans for dealing or trading purposes, in
which case they are similar to inventory acquired specifically for resale.
Therefore, cash flows arising from the purchase and, sale of dealing or trading
securities are classified as operating activities. Similarly, cash advances and
loans made by financial enterprises are usually classifiedyas operating activities
since they relate to the main revenue-producing activity of that enterprise.

Investing Activities

15.

16.

The separate disclosure of cash flows“arising from investing activities is
important because the cash flows represent ithe extent to which expenditures
have been made for resources intended to gemerate future income and cash
flows. Examples of cash flows arising from investing activities are:

A. cash payments to acquire fixedg@assets (including intangibles). These
payments include those relating 'to capitalised research and development
costs and self-constructed fixed assets;

B. cash receipts from disposalgefifixedmassets (including intangibles);

C. cash payments“to acquire shares, warrants or debt instruments of other
enterprises and interests in joint ventures (other than payments for those
instruments considered to be cash equivalents and those held for dealing
or trading purposes);

D. cash reeceipts fromgdisposal of shares, warrants or debt instruments of
other enterprises andjinterests in joint ventures (other than receipts from
those instrumentseonsidered to be cash equivalents and those held for
dealing or trading purposes);

E. cash advancesiand loans made to third parties (other than advances and
loans made by a financial enterprise);

F. cash receipts from the repayment of advances and loans made to third
parties (other than advances and loans of a financial enterprise);

G. cash payments for futures contracts, forward contracts, option contracts

and swap contracts except when the contracts are held for dealing or
trading purposes, or the payments are classified as financing activities;
and
H. cash receipts from futures contracts, forward contracts, option contracts
and swap contracts except when the contracts are held for dealing or
trading purposes, or the receipts are classified as financing activities.
When a contract is accounted for as a hedge of an identifiable position, the cash
flows of the contract are classified in the same manner as the cash flows of the
position being hedged.

15
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Financing Activities

17. The separate disclosure of cash flows arising from financing activities is
important because it is useful in predicting claims on future cash flows by
providers of funds (both capital and borrowings) to the enterprise. Examples of
cash flows arising from financing activities are:

A. cash proceeds from issuing shares or other similar instruments;

B. cash proceeds from issuing debentures, loans, notes, bonds, and other
short or long-term borrowings; and

C. cash repayments of amounts borrowed.

Reporting Cash Flows from Operating Activities
18. An enterprise should report cash flows from operating activities using

either:

A. the direct method, whereby major classes of gross cash receipts
and gross cash payments are disclosed; ak

B. the indirect method, whereby net profit orless is adjusted for the

effects of transactions of a non-cash nature, any deferrals or
accruals of past or future operating cash receipts or payments,
and items of income or expense associated_with investing or
financing cash flows.

19. The direct method provides information which may be useful in estimating future
cash flows and which is not available under the indirect method and is,
therefore, considered more appropriate than the indirect method. Under the
direct method, information about major classes ‘afygtross cash receipts and gross
cash payments may be obtained either:

A. from the accounting records of the enterprise; or

B. by adjusting sales, cost of saleg (interest and similar income and interest
expense and sjmilar charges for a, financial enterprise) and other items in
the statement of profit and loss, for:

a. changes during the periad in inventories and operating receivables
and payables;

b. other non-gash items; and

C. other items femwhich the cash effects are investing or financing
cash flowss

20. Under the indireet methad, the net cash flow from operating activities is
determined by adjusting pet profit or loss for the effects of:

A. changes during the period in inventories and operating receivables and
payables;

B. non-cash items such as depreciation, provisions, deferred taxes, and
unrealised foreign exchange gains and losses; and

C. all other items for which the cash effects are investing or financing cash
flows.

Alternatively, the net cash flow from operating activities may be presented under
the indirect method by showing the operating revenues and expenses excluding
non-cash items disclosed in the statement of profit and loss and the changes
during the period in inventories and operating receivables and payables.

Reporting Cash Flows from Investing and Financing

Activities

21. An enterprise should report separately major classes of gross cash
receipts and gross cash payments arising from investing and financing

16
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activities, except to the extent that cash flows described in paragraphs
22 and 24 are reported on a net basis.

Reporting Cash Flows on a Net Basis

22.

23.

24.

Cash flows arising from the following operating, investing or financing

activities may be reported on a net basis:

A. cash receipts and payments on behalf of customers when the cash
flows reflect the activities of the customer rather than those of the
enterprise; and

B. cash receipts and payments for items in which the turnover is
quick, the amounts are large, and the maturities are short.

Examples of cash receipts and payments referred to in paragraph 22(a) are:

A. the acceptance and repayment of demand deposits by a bank;
B. funds held for customers by an investment enterprise; and
C. rents collected on behalf of, and paid over to, the owners of properties.

Examples of cash receipts and payments referredgto in paragraph 22(b) are
advances made for, and the repayments of:

A. principal amounts relating to credit card customers;
B. the purchase and sale of investments; and
C. other short-term borrowings, for example, those which have a maturity

period of three months or less.
Cash flows arising from each of the following activities of a financial
enterprise may be reported on a net basis:

A. cash receipts and payments for the ‘acceptance and repayment of
deposits with a fixed maturity date;

B. the placement of deposits withhand withdrawal of deposits from
other financial enterprises; and

C. cash advances and loans made to customers and the repayment of

those advances and loans.

Foreign Currency Cash Elows

25.

26.

27.

Cash flows arising from“transactions in a foreign currency should be
recorded im an enterprise 5 reporting currency by applying to the foreign
currency amoeunt the ex€hange rate between the reporting currency and
the foreignt currency at the date of the cash flow. A rate that
approximates ‘the actualfrate may be used if the result is substantially
the same as wouldharise if the rates at the dates of the cash flows were
used. The effecti of changes in exchange rates on cash and cash
equivalents held in a foreign currency should be reported as a separate
part of the reconciliation of the changes in cash and cash equivalents
during the period.

Cash flows denominated in foreign currency are reported in a manner consistent
with Accounting Standard (AS) 11, Accounting for the Effects of Changes in
Foreign Exchange Rates. This permits the use of an exchange rate that
approximates the actual rate. For example, a weighted average exchange rate
for a period may be used for recording foreign currency transactions.

Unrealised gains and losses arising from changes in foreign exchange rates are
not cash flows. However, the effect of exchange rate changes on cash and cash
equivalents held or due in a foreign currency is reported in the cash flow
statement in order to reconcile cash and cash equivalents at the beginning and
the end of the period. This amount is presented separately from cash flows from
operating, investing and financing activities and includes the differences, if any,
had those cash flows been reported at the end-of-period exchange rates.

17
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Extraordinary Items

28.

29.

The cash flows associated with extraordinary items should be classified
as arising from operating, investing or financing activities as
appropriate and separately disclosed.

The cash flows associated with extraordinary items are disclosed separately as
arising from operating, investing or financing activities in the cash flow
statement, to enable users to understand their nature and effect on the present
and future cash flows of the enterprise. These disclosures are in addition to the
separate disclosures of the nature and amount of extraordinary items required
by Accounting Standard (AS) 5, Net Profit or Loss for the Period, Prior Period
Items and Changes in Accounting Policies.

Interest and Dividends

30.

31.

32.

33.

Cash flows from interest and dividends received and paid should each be
disclosed separately. Cash flows arising from interest paid and interest
and dividends received in the case of a financial enterprise should be
classified as cash flows arising from operating'activities. In the case of
other enterprises, cash flows arising from interest paid should be
classified as cash flows from financing activities "while interest and
dividends received should be classified as cash_flews from investing
activities. Dividends paid should | begelassified as cash flows from
financing activities.

The total amount of interest paid during theperiod is disclosed in the cash flow
statement whether it has been recognised astan expense in the statement of
profit and loss or capitalised in accordance withtAecounting Standard (AS) 10,
Accounting for Fixed Assets.

Interest paid and interest and dividends“received are usually classified as
operating cash flows for a financial enterprise. However, there is no consensus
on the classification ofithese cashgflows ferfother enterprises. Some argue that
interest paid and interestyand dividends received may be classified as operating
cash flows because they. enter into\the determination of net profit or loss.
However, it is more appropriate that interest paid and interest and dividends
received ake classified as financing cash flows and investing cash flows
respectively, because ftheygare cast of obtaining financial resources or returns on
investments.

Some argue that dividendsgpaid may be classified as a component of cash flows
from operating activitiesin order to assist users to determine the ability of an
enterprise to pay dividends out of operating cash flows. However, it is
considered more appropriate that dividends paid should be classified as cash
flows from financing activities because they are cost of obtaining financial
resources.

Taxes on Income

34.

35.

18

Cash flows arising from taxes on income should be separately disclosed
and should be classified as cash flows from operating activities unless
they can be specifically identified with financing and investing activities.
Taxes on income arise on transactions that give rise to cash flows that are
classified as operating, investing or financing activities in a cash flow statement.
While tax expense may be readily identifiable with investing or financing
activities, the related tax cash flows are often impracticable to identify and may
arise in a different period from the cash flows of the underlying transactions.
Therefore, taxes paid are usually classified as cash flows from operating
activities. However, when it is practicable to identify the tax cash flow with an
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individual transaction that gives rise to cash flows that are classified as investing
or financing activities, the tax cash flow is classified as an inwesting or financing
activity as appropriate. When tax cash flow are allocated over more than one
class of activity, the total amount of taxes paid is disclosed.

Investments in Subsidiaries, Associates and Joint Ventures

36. When accounting for an investment in an associate or a subsidiary or a
joint venture, an investor restricts its reporting in the cash flow
statement to the cash flows between itself and the investee/ joint
venture, for example, cash flows relating to dividends and advances.

Acquisitions and Disposals of Subsidiaries and Other

Business Units

37. The aggregate cash flows arising from acquisitions and from disposals
of subsidiaries or other business units shouldgbe presented separately
and classified as investing activities.

38. An enterprise should disclose, in aggregate,“in respect of both
acquisition and disposal of subsidiaries or other business units during
the period each of the following:

A. the total purchase or disposal eonsideratiemjand
B. the portion of the purchase oridisposal consideration discharged
by means of cash and cash equivalents.

39. The separate presentation of the cash flow effects of acquisitions and disposals
of subsidiaries and other business units as single,line items helps to distinguish
those cash flows from other cash flows. The cash flow effects of disposals are not
deducted from those of acquisitions.

Non-cash Transactions

40. Investing and financing, transactions that do not require the use of cash
or cash equivalents should be excluded from a cash flow statement.
Such transactions should), be disclosed elsewhere in the financial
statements, in a way that ‘provides all the relevant information about
these investing and/financing‘activities.

41. Many investing and financing activities do not have a direct impact on current
cash flows although theys do affect the capital and asset structure of an
enterprise. The execlusion of non-cash transactions from the cash flow statement
is consistent with the objective of a cash flow statement as these items do not
involve cash flows in the current period. Examples of non-cash transactions are:

A. the acquisition of assets by assuming directly related liabilities;
B. the acquisition of an enterprise by means of issue of shares; and
C. the conversion of debt to equity.

Components of Cash and Cash Equivalents

42. An enterprise should disclose the components of cash and cash
equivalents and should present a reconciliation of the amounts in its
cash flow statement with the equivalent items reported in the balance
sheet.

43. In view of the variety of cash management practices, an enterprise discloses the
policy which it adopts in determining the composition of cash and cash
equivalents.

44. The effect of any change in the policy for determining components of cash and
cash equivalents is reported in accordance with Accounting Standard (AS) 5, Net

19
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Profit or Loss for the Period, Prior Period Items and Changes in Accounting
Policies.

Other Disclosures

45.

46.

47.

48.

20

An enterprise should disclose, together with a commentary by
management, the amount of significant cash and cash equivalent
balances held by the enterprise that are not available for use by it.

There are various circumstances in which cash and cash equivalent balances

held by an enterprise are not available for use by it. Examples include cash and

cash equivalent balances held by a branch of the enterprise that operates in a

country where exchange controls or other legal restrictions apply as a result of

which the balances are not available for use by the enterprise.

Additional information may be relevant to users in understanding the firancial

position and liquidity of an enterprise. Disclosure of this information, together

with a commentary by management, is encouraged and may include:

A. the amount of undrawn borrowing facilitiesy that may be available for
future operating activities and to settle capitah,commitments, indicating
any restrictions on the use of these facilities; and

B. the aggregate amount of cash flows that representiincreases in operating
capacity separately from those cash flows that are required to maintain
operating capacity.

The separate disclosure of cash flows| that represent increases in operating
capacity and cash flows that are required to_maintain operating capacity is useful
in enabling the user to determine whether the enterprise is investing adequately
in the maintenance of its operating capacity. Amenterprise that does not invest
adequately in the maintenance of its operatingj; €apacity may be prejudicing
future profitability for the sake of curreat iquidity and distributions to owners.
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Accounting Standard - 4,
Contingencies and Events Occurring After the

Balance Sheet Date
(issued in November, 1982; revised in 1995)

(This Accounting Standard includes paragraphs 10-17 set in bold italic type and
paragraphs 1-9 set in plain type, which have equal authority. Paragraphs in bold
italic type indicate the main principles. This Accounting Standard should be read in the
context of the Preface to the Statements of Accounting Standards.)

The following is the text of the revised Accounting Standard (AS) 4, Tontingences and
Events Occurring After the Balance Sheet Date 7 issued by the Council of the Institute
of Chartered Accountants of India.

This revised standard comes into effect in respect of accounting periods commencing
on or after 1.4.1995 and is mandatory in nature. It is clarified that in respect of
accounting periods commencing on a date prior to 1.4.1995, Accounting Standard 4 as
originally issued in November 1982 (and subsequently madegmandatory) applies.

Introduction

1. This Statement deals with the treatment in finangeial statements of
A. contingencies, and
B. events occurring after the balancegssheet date.
2. The following subjects, which may result in‘eontingencies, are excluded from the
scope of this Statement in view of spe€ial comsiderations applicable to them:
A. liabilities of life assurance_and general insurance enterprises arising from
policies issued;
B. obligations under retikement benefit plans; and
C. commitments arisingfrom long-term lease contracts.
Definitions
3. The following terms are used in this Statement with the meanings
specified:

A contingency is a condition or situation, the ultimate outcome of which,
gain or loss, will be known or determined only on the occurrence, or
non-occurrence, of one or more uncertain future events.

Events occurring after the balance sheet date are those significant
events, both favourable and unfavourable, that occur between the

balance sheet date and the date on which the financial statements are
approved by the Board of Directors in the case of a company, and, by the
corresponding approving authority in the case of any other entity.

Two types of events can be identified:

A. those which provide further evidence of conditions that existed at
the balance sheet date; and
B. those which are indicative of conditions that arose subsequent to

the balance sheet date.

21
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Explanation
Contingencies

4.

22

4.1

4.2

4.3

4.4

The term “tontingencies®’used in this Statement is restricted to conditions
or situations at the balance sheet date, the financial effect of which is to
be determined by future events which may or may not occur.

Estimates are required for determining the amounts to be stated in the
financial statements for many on-going and recurring activities of an
enterprise. One must, however, distinguish between an event which is
certain and one which is uncertain. The fact that an estimate is involved
does not, of itself, create the type of uncertainty which characterises a
contingency. For example, the fact that estimates of useful life are used
to determine depreciation, does not make depreciation a contingency; the
eventual expiry of the useful life of the asset is not uncertain. Also,
amounts owed for services received are not contingencies as defined in
paragraph 3.1, even though the amounts may have been estimated, as
there is nothing uncertain about the fact thatgthese obligations have been
incurred.

The uncertainty relating to future events can be“expressed by a range of
outcomes. This range may be presented as quantified probabilities, but in
most circumstances, this suggests a level of preeision that is not
supported by the available infogmation. Thegipossible outcomes can,
therefore, usually be generally| described ‘except where reasonable
quantification is practicable.

The estimates of the outcome and of the, financial effect of contingencies
are determined by the judgement of thetmanagement of the enterprise.
This judgement is based on considéeration of information available up to
the date on which the financial statementsfare approved and will include a
review of events occurring after the balance sheet date, supplemented by
experience of gsimilar transactions and, in some cases, reports from
independent experts.

Accounting Treatment'of Contingent Losses

51

52

5.3

54

5.5

The .accounting Areatment of a contingent loss is determined by the
expected outcome afgthe contingency. If it is likely that a contingency will
resultin a loss ‘tefthe enterprise, then it is prudent to provide for that loss
in the finaneial Statemgents.

The estimation, of the amount of a contingent loss to be provided for in the
financial statements may be based on information referred to in paragraph
4.4,

If there is conflicting or insufficient evidence for estimating the amount of
a contingent loss, then disclosure is made of the existence and nature of
the contingency.

A potential loss to an enterprise may be reduced or avoided because a
contingent liability is matched by a related counter-claim or claim against
a third party. In such cases, the amount of the provision is determined
after taking into account the probable recovery under the claim if no
significant uncertainty as to its measurability or collectability exists.
Suitable disclosure regarding the nature and gross amount of the
contingent liability is also made.

The existence and amount of guarantees, obligations arising from
discounted bills of exchange and similar obligations undertaken by an
enterprise are generally disclosed in financial statements by way of note,
even though the possibility that a loss to the enterprise will occur, is
remote.
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5.6 Provisions for contingencies are not made in respect of general or

unspecified business risks since they do not relate to conditions or
situations existing at the balance sheet date.

Accounting Treatment of Contingent Gains

Contingent gains are not recognised in financial statements since their
recognition may result in the recognition of revenue which may never be
realised. However, when the realisation of a gain is virtually certain, then such
gain is not a contingency and accounting for the gain is appropriate.

Determination of the Amounts at which Contingencies are

included in Financial Statements

7.1 The amount at which a contingency is stated in the financial statements is
based on the information which is available at the date on which the
financial statements are approved. Events occurring after the balance
sheet date that indicate that an asset may have been impaired, or that a
liability may have existed, at the balance sheetidate are, therefore, taken
into account in identifying contingencies and in ‘detemining the amounts
at which such contingencies are included in financial statements.

7.2 In some cases, each contingency can be separately identified, and the
special circumstances of each situation consideredfin the determination of
the amount of the contingency. | A substantiallegal claim against the
enterprise may represent such a conatingency. Among the factors taken
into account by management in evaluating such a contingency are the
progress of the claim at the date on whieh _the financial statements are
approved, the opinions, wherever _snecessary, of legal experts or other
advisers, the experience of the “enterprise in similar cases and the
experience of other enterprises in similar‘situations.

7.3 If the uncertainties which created, a contingency in respect of an individual
transaction are cemmongto anlarge number of similar transactions, then
the amount of the eontingeney, need not be individually determined, but
may be based on theigroup of'similar transactions. An example of such
contingencies may be' the estimated uncollectable portion of accounts
receivable. Another example of such contingencies may be the warranties
for products soldd® = These costs are usually incurred frequently and
experienceyprovides a means by which the amount of the liability or bss
can be estimatediwith reasonable precision although the particular
transactions“that may result in a liability or a loss are not identified.
Provision for “these costs results in their recognition in the same
accounting period in which the related transactions took place.

Events Occurring after the Balance Sheet Date
8.1 Events which occur between the balance sheet date and the date on which

the financial statements are approved, may indicate the need for
adjustments to assets and liabilities as at the balance sheet date or may
require disclosure.

8.2 Adjustments to assets and liabilities are required for events occurring
after the balance sheet date that provide additional information materially
affecting the determination of the amounts relating to conditions existing
at the balance sheet date. For example, an adjustment may be made for
a loss on a trade receivable account which is confirmed by the insolvency
of a customer which occurs after the balance sheet date.

8.3 Adjustments to assets and liabilities are not appropriate for events
occurring after the balance sheet date, if such events do not relate to
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conditions existing at the balance sheet date. An example is the decline in
market value of investments between the balance sheet date and the date
on which the financial statements are approved. Ordinary fluctuations in
market values do not normally relate to the condition of the investments
at the balance sheet date, but reflect circumstances which have occurred
in the following period.

Events occurring after the balance sheet date which do not affect the
figures stated in the financial statements would not normally require
disclosure in the financial statements although they may be of such
significance that they may require a disclosure in the report of the
approving authority to enable users of financial statements to make
proper evaluations and decisions.

There are events which, although they take place after the balance sheet
date, are sometimes reflected in the financial statements because of
statutory requirements or because of their special nature. Such items
include the amount of dividend proposed or declared by the enterprise
after the balance sheet date in respect of{the period covered by the
financial statements.

Events occurring after the balance sheet date“may indicate that the
enterprise ceases to be a going concern. A deterieration in operating
results and financial position, or unusual changes_affecting the existence
or substratum of the enterprise Tafterpthe balance sheet date (e.g.,
destruction of a major production“plant'by“a fire after the balance sheet
date) may indicate a need to considek whether it is proper to use the
fundamental accounting assumption of going concern in the preparation of
the financial statements.

Disclosure

9.1

9.2

9.3

The disclosure requirements herein referred to apply only in respect of
those contingeneies or ewents“which affect the financial position to a
material extent:

If a contingent losstis, not provided for, its nature and an estimate of it
financial effect are “generally disclosed by way of note unless the
possibility of a |@ss is remote (other than the circumstances mentioned in
paragraph 5.5). _ffa reliable estimate of the financial effect cannot be
made, this,fact\is disclosed.

When thetevents eecurring after the balance sheet date are disclosed in
the report of the approving authority, the information given comprises the
nature of thetevents and an estimate of their financial effects or a
statement that such an estimate cannot be made.

Accounting Standard

Contingencies
The amount of a contingent loss should be provided for by a charge in

the statement of profit and loss if:

10.

11.

12.
24

A.

B.

it is probable that future events will confirm that, after taking into
account any related probable recovery, an asset has been impaired
or a liability has been incurred as at the balance sheet date, and

a reasonable estimate of the amount of the resulting loss can be
made.

The existence of a contingent loss should be disclosed in the financial
statements if either of the conditions in paragraph 10 is not met, unless
the possibility of a loss is remote.

Contingent gains should not be recognised in the financial statements.
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Events Occurring after the Balance Sheet Date

13.

14.

15.

Assets and liabilities should be adjusted for events occurring after the
balance sheet date that provide additional evidence to assist the
estimation of amounts relating to conditions existing at the balance
sheet date or that indicate that the fundamental accounting assumption
of going concern (i.e., the continuance of existence or substratum of the
enterprise) is not appropriate.

Dividends stated to be in respect of the period covered by the financial
statements, which are proposed or declared by the enterprise after the
balance sheet date but before approval of the financial statements,
should be adjusted.

Disclosure should be made in the report of the approving authority of
those events occurring after the balance sheet date that represent
material changes and commitments affecting the financial position of
the enterprise.

Disclosure

16.

17.

If disclosure of contingencies is required by paragraph 11 of this
Statement, the following information should be provided:

A. the nature of the contingency;
B. the uncertainties which may affect the future outcome;
C. an estimate of the financial effect, or a statement that such an

estimate cannot be made.
If disclosure of events occurring after theybalance sheet date in the
report of the approving authority is required by paragraph 15 of this
Statement, the following information shoulddoe provided:
A. the nature of the event;
B. an estimate of the financial effect, or a statement that such an
estimate cannot,be made.
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Accounting Standard - 5,

Net Profit or Loss for the Period, Prior Period

Items and Changes in Accounting policies
(issued in November, 1982; revised in 1997)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

The following is the text of the revised Accounting Standard (AS) 5, Net Profit or Loss
for the Period, Prior Period Items and Changes in Accounting Policies 7 issued by the
Council of the Institute of Chartered Accountants of India.

This revised standard comes into effect in respect of accounting periods commencing
on or after 1.4.1996 and is mandatory in nature. It is clarified that in respect of
accounting periods commencing on a date prior to 1.4.1996, Accounting Standard 5 as
originally issued in November, 1982 (and subsequently madegmandatory) will apply.

Objective

The objective of this Statement is to prescribe theyclassification and disclosure of
certain items in the statement of profit and loss so that all enterprises prepare and
present such a statement on a uniform basis. gThis enhances the comparability of the
financial statements of an enterprise over time and with the financial statements of
other enterprises. Accordingly, this Statement requires the classification and disclosure
of extraordinary and prior period items,and the,disclosure of certain items within profit
or loss from ordinary activities.y, It also specifies the accounting treatment for changes
in accounting estimates and the\disclosures to be made in the financial statements
regarding changes in accounting policies.

Scope

1. This Statement should_be applied by an enterprise in presenting profit
or loss from ordinary~activities, extraordinary items and prior period
items in the statement of profit and loss, in accounting for changes in
accounting estimates, and in disclosure of changes in accounting
policies.

2. This Statement deals with, among other matters, the disclosure of certain items
of net profit or loss for the period. These disclosures are made in addition to any
other disclosures required by other Accounting Standards.

3. This Statement does not deal with the tax implications of extraordinary items,
prior period items, changes in accounting estimates, and changes in accounting
policies for which appropriate adjustments will have to be made depending on
the circumstances.

Definitions
4. The following terms are used in this Statement with the meanings
specified:
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Ordinary activities are any activities which are undertaken by an
enterprise as part of its business and such related activities in which the
enterprise engages in furtherance of, incidental to, or arising from,
these activities.

Extraordinary items are income or expenses that arise from events or
transactions that are clearly distinct from the ordinary activities of the
enterprise and, therefore, are not expected to recur frequently or
regularly.

Prior period items are income or expenses which arise in the current
period as a result of errors or omissions in the preparation of the
financial statements of one or more prior periods.

Accounting policies are the specific accounting principles and the
methods of applying those principles adopted by an enterprise in the
preparation and presentation of financial statements.

Net Profit or Loss for the Period

5.

All items of income and expense which are recognisedsin\a period should
be included in the determination of netgprofit or loss.for the period
unless an Accounting Standard requires orpermits otherwise.

Normally, all items of income and expense which are recognised in a period are
included in the determination of the net profit, or loss for the period. This
includes extraordinary items and the effects of changes in accounting estimates.
The net profit or loss for thegiperiodd comprises the following
components, each of which should be disclosed on the face of the
statement of profit and loss:

A. profit or loss frem ordinary. activities; and

B. extraordinary‘items.

Extraordinary dtems

8.

10.

11.

Extraordinary items 'should be disclosed in the statement of profit and
loss as a'partyof netfprofit or loss for the period. The nature and the
amount of each extraordihary item should be separately disclosed in the
statement of profit,andfoss in a manner that its impact on current profit
or loss can be pereeived.

Virtually all items of Ihcome and expense included in the determination of net
profit or loss for the period arise in the course of the ordinary activities of the
enterprise. Therefore, only on rare occasions does an event or transaction give
rise to an extraordinary item.

Whether an event or transaction is clearly distinct from the ordinary activities of
the enterprise is determined by the nature of the event or transaction in relation
to the business ordinarily carried on by the enterprise rather than by the
frequency with which such events are expected to occur. Therefore, an event or
transaction may be extraordinary for one enterprise but not so for another
enterprise because of the differences between the irrespective ordinary
activities. For example, losses sustained as a result of an earthquake may
qualify as an extraordinary item for many enterprises. However, claims from
policyholders arising from an earthquake do not qualify as an extraordinary item
for an insurance enterprise that insures against such risks.

Examples of events or transactions that generally give rise to extraordinary
items for most enterprises are:
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A. attachment of property of the enterprise; or
B. an earthquake.

Profit or Loss from Ordinary Activities

12.

13.

14.

When items of income and expense within profit or loss from ordinary
activities are of such size, nature or incidence that their disclosure is
relevant to explain the performance of the enterprise for the period, the
nature and amount of such items should be disclosed separately.
Although the items of income and expense described in paragraph 12 are not
extraordinary items, the nature and amount of such items may be relevant to
users of financial statements in understanding the financial position and
performance of an enterprise and in making projections about financial position
and performance. Disclosure of such information is sometimes made in the
notes to the financial statements.

Circumstances which may give rise to the separate disclosure of items of income
and expense in accordance with paragraph 12 include:

A. the write-down of inventories to net realisable value as well as the
reversal of such write-downs;
B. a restructuring of the activities of an enterprise and the reversal of any

provisions for the costs of restructuring;

disposals of items of fixed assets;

disposals of long-term investments;

legislative changes having retrospective application;
litigation settlements; and

other reversals of provisions.

EMMOO

Prior Period ltems

15.

16.

17.

18.

19.

28

The nature and amount of prior perigd™items should be separately
disclosed in the statement of profit and loss in a manner that their
impact on the currentprofit er loss can be perceived.

The term Pprior perioditems 7 as defined in this Statement, refers onlyto income
or expenses which arise in‘the current|period as a result of errors or omissions in
the preparation of the financial statements of one or more prior periods. The
term does/not includefother adjustments necessitated by circumstances, which
though related, to priorgperiods, are determined in the current period, e.g.,
arrears payable to workers /as a result of revision of wages with retrospective
effect during the‘current périod.

Errors in the preparation of the financial statements of one or more prior periods
may be discovered in the current period. Errors may occur as a result of
mathematical mistakes, mistakes in  applying accounting policies,
misinterpretation of facts, or oversight.

Prior period items are generally infrequent in nature and can be distinguished
from changes in accounting estimates. Accounting estimates by their nature are
approximations that may need revision as additional information becomes
known. For example, income or expense recognhized on the outcome of a
contingency which previously could not be estimated reliably does not constitute
a prior period item.

Prior period items are normally included in the determination of netprofit or loss
for the current period. An alternative approach is to show such items in the
statement of profit and loss after determination of current net profit or loss. In
either case, the objective is to indicate the effect of such items on the current
profit or loss.
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Changes in Accounting Estimates

20.

21.

22.

23.

24.

25.

26.

27.

As a result of the uncertainties inherent in business activities, many financial
statement items cannot be measured with precision but can only be estimated.
The estimation process involves judgments based on the latest information
available. Estimates may be required, for example, of bad debts, inventory
obsolescence or the useful lives of depreciable assets. The use of reasonable
estimates is an essential part of the preparation of financial statements and does
not undermine their reliability.
An estimate may have to be revised if changes occur regarding the
circumstances on which the estimate was based, or as a result of new
information, more experience or subsequent developments. The revision of the
estimate, by its nature, does not bring the adjustment within the definitions of
an extraordinary item or a prior period item.
Sometimes, it is difficult to distinguish between a change in an accounting policy
and a change in an accounting estimate. In such cases, the change is treated as
a change in an accounting estimate, with appropriate disclosure.
The effect of a change in an accounting estimate should be included in
the determination of net profit or loss in:
A. the period of the change, if the change affects the period only; or
B. the period of the change and future periods, if‘the change affects
both.
A change in an accounting estimate may affectithe current period only or both
the current period and future periods. For example, a change in the estimate of
the amount of bad debts is recognised immediately and therefore affects only
the current period. However, a change in<{the estimated useful life of a
depreciable asset affects the depreciation in the¥current period and in each
period during the remaining useful life offthe, asset: In both cases, the effect of
the change relating to the current period is‘recognised as income or expense in
the current period. The effect, if any,,on future periods, is recognised in future
periods.
The effect of a change, in an"accounting estimate should be classified
using the same classification in the statement of profit and loss as was
used previously for the estimate.
To ensure@the comparability “of, financial statements of different periods, the
effect of a change infangccounting estimate which was previously included in
the profit orlgss from ordinary activities is incuded in that component of net
profit or loss. “The effectfof a change in an accounting estimate that was
previously included as an extraordinary item is reported as an extraordinary
item.
The nature and amount of a change in an accounting estimate which has
a material effect in the current period, or which is expected to have a
material effect in subsequent periods, should be disclosed. If it is
impracticable to quantify the amount, this fact should be disclosed.

Changes in Accounting Policies

28.

29.

Users need to be able to compare the financial statements of an enterprise over
a period of time in order to identify trends in its financial position, performance
and cash flows. Therefore, the same accounting policies are normally adopted
for similar events or transactions in each period.

A change in an accounting policy should be made only if the adoption of
a different accounting policy is required by statute or for compliance
with an accounting standard or if it is considered that the change would
result in a more appropriate presentation of the financial statements of
the enterprise.
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A more appropriate presentation of events or transactions in the financial

statements occurs when the new accounting policy results in more relevant or

reliable information about the financial position, performance or cash flows of
the enterprise.

The following are not changes in accounting policies :

A. the adoption of an accounting policy for events or transactions that differ
in substance from previously occurring events or transactions, e.g.,
introduction of a formal retirement gratuity scheme by an employer in
place of ad hoc ex-gratia payments to employees on retirement; and

B. the adoption of a new accounting policy for events or transactions which
did not occur previously or that were immaterial.

Any change in an accounting policy which has a material effect should
be disclosed. The impact of, and the adjustments resulting from, such
change, if material, should be shown in the financial statements of the
period in which such change is made, to reflect the effect of such
change. Where the effect of such change is not ascertainable, wholly or
in part, the fact should be indicated. If a ehange is made in the
accounting policies which has no material Veffect on the financial
statements for the current period but which is reasonably expected to
have a material effect in later periods, the fact of suchhchange should be
appropriately disclosed in the period in which the change is adopted.

A change in accounting policy consequentfupon the adoption of an

Accounting Standard should be accounted “for in accordance with the

specific transitional provisions, if any;hcontained in that Accounting

Standard. However, disclosures required by paragraph 32 of this

Statement should be made unless the tramsitional provisions of any

other Accounting Standard require altérnative ‘disclosures in this regard.
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Accounting Standard - 6,

Depreciation Accounting
(issued in November, 1982; revised in 1994)

(This Accounting Standard includes paragraphs 20-29 set in bold italic type and
paragraphs 1-19 set in plain type, which have equal authority. Paragraphs in bold
italic type indicate the main principles. This Accounting Standard should be read in
the context of the Preface to the Statements of Accounting Standards.)

The following is the text of the revised Accounting Standard (AS) 6, Depreciation
Accounting 7 issued by the Council of the Institute of Chartered Accountants of India.

Introduction

1. This Statement deals with depreciation accounting and applies to dl depreciable

assets, except the following items to which special considerations apply:

A. forests, plantations and similar regenerative naturahresources;

B. wasting assets including expenditure on the exploration for and extraction
ofminerals, oils, natural gas and similar non-regenerative resources;

C. expenditure on research and developmenit;

D. goodwill;

E. live stock.

This statement also does not apply to land unless it has a limited useful life for

the enterprise.

2. Different accounting policies for depreeiation “are adopted by different
enterprises. Disclosure of accountingfpolicies for depreciation followed by an
enterprise is necessary to appreciate the view presented in the financial
statements of the entérprise.

Definitions

3. The following terms_are“used in this Statement with the meanings

specified:

Depreciation is a mgasure of the wearing out, consumption or other loss
of value of a depreciable asset arising from use, effluxion of time or
obsolescence through téchnology and market changes. Depreciation is
allocated so as to charge a fair proportion of the depreciable amount in
each accounting period during the expected useful life of the asset.
Depreciation includes amortisation of assets whose useful life is
predetermined.

Depreciable assets are assets which

A. are expected to be used during more than one accounting period;
and

B. have a limited useful life; and

C. are held by an enterprise for use in the production or supply of

goods and services, for rental to others, or for administrative
purposes and not for the purpose of sale in the ordinary course of
business.

Useful life is either A., the period over which a depreciable asset is
expected to be used by the enterprise; or B., the number of production
or similar units expected to be obtained from the use of the asset by the
enterprise.
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Depreciable amount of a depreciable asset is its historical cost, or other
amount substituted for historical cost in the financial statements, less
the estimated residual value.

Explanation

4.

10.

32

Depreciation has a significant effect in determining and presenting the financial
position and results of operations of an enterprise. Depreciation is charged in
each accounting period by reference to the extent of the depreciable amount,
irrespective of an increase in the market value of the assets.

Assessment of depreciation and the amount to be charged in respect thereof in
an accounting period are usually based on the following three factors:

A. historical cost or other amount substituted for the historical cost of the
depreciable asset when the asset has been revalued;

B. expected useful life of the depreciable asset; and

C. estimated residual value of the depreciable asSet.

Historical cost of a depreciable asset represents“its money outlay or its
equivalent in connection with its acquisition, installationyand commissioning as
well as for additions to or improvement thereof. Thehistorical cost of a
depreciable asset may undergo subsequent changes arising as a result of
increase or decrease in long term liabilityyon_account of exchange fluctuations,
price adjustments, changes in duties or similar factors.

The useful life of a depreciable asset is shorter, than its physical life and is:

A. pre-determined by legal or contractual limits, such as the expiry dates of
related leases;

B. directly governed by extraction or cemsumption;

C. dependent on the extent of usefand physical deterioration on account of

wear and tear which again depends on operational factors, such as, the
number of shifts,for which the asset is to be used, repair and maintenance
policy of the enterprise etc.; and

D. reduced by obsoleseence arising from such factors as:
a. technological changes;
b. improvement in proeduction methods;
C. change in"market demand for the product or service output of the
asset; or
d. legalhor other restrictions.

Determination of‘the, useful life of a depreciable asset is a matter of estimation
and is normally based|on various factors including experience with similar types
of assets. Such estimation is more difficult for an asset using new technology or
used in the production of a new product or in the provision of a new service but
is nevertheless required on some reasonable basis.

Any addition or extension to an existing asset which is of a capital nature and
which becomes an integral part of the existing asset is depreciated over the
remaining useful life of that asset. As a practical measure, however,
depreciation is sometimes provided on such addition or extension at the rate
which is applied to an existing asset. Any addition or extension which retains a
separate identity and is capable of being used after the existing asset is disposed
of, is depreciated independently on the basis of an estimate of its own useful life.
Determination of residual value of an asset is normally a difficult matter. If such
value is considered as insignificant, it is normally regarded as nil. On the
contrary, if the residual value is likely to be significant, it is estimated at the
time of acquisition/installation, or at the time of subsequent revaluation of the
asset. One of the bases for determining the residual value would be the
realisable value of similar assets which have reached the end of their useful lives
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and have operated under conditions similar to those in which the asset will be
used.

The gquantum of depreciation to be provided in an accounting period involves the
exercise of judgement by management in the light of technical, commercial,
accounting and legal requirements and accordingly may need periodical review.
If it is considered that the original estimate of useful life of an asset recuires any
revision, the unamortised depreciable amount of the asset is charged to revenue
over the revised remaining useful life.

There are several methods of allocating depreciation over the useful life of the
assets. Those most commonly employed in industrial and commercial enterprises
are the straight line method and the reducing balance method. The
management of a business selects the most appropriate method(s) based on
various important factors e.g., (i) type of asset, (ii) the nature of the use of swch
asset and (iii) circumstances prevailing in the business. A combination of more
than one method is sometimes used. In respect of depreciable assets which do
not have material value, depreciation is often allocated fully in the accounting
period in which they are acquired.

The statute governing an enterprise may provide the basis for computation of
the depreciation. For example, the Companies Act, 19563lays down the rates of
depreciation in respect of various assets. Where the management3 estimate of
the useful life of an asset of the enterprise is shorter thangthat envisaged under
the provisions of the relevant statute, thelidepreciation provision is appropriately
computed by applying a higher rate. If the management3 estimate of the useful
life of the asset is longer than that envisaged under the statute, depreciation
rate lower than that envisaged by the statute‘can be applied only in accordance
with requirements of the statute.

Where depreciable assets are disposed .of, 'discarded, demolished or destroyed,
the net surplus or deficiency, if material, is disclosed separately.

The method of depreciation is applied consistently to provide comparability of
the results of the operations of _the, enterprise from period to period. A change
from one method of previding depreciation to another is made only if the
adoption of the new methed |is required by statute or for compliance with an
accounting standard or if it4s considered that the change would result in amore
appropriatey, preparation  or presentation of the financial statements of the
enterprisel  When suchga change in the method of depreciation is made,
depreciation is recalculated in accordance with the new method from the date of
the asset coming into use« The deficiency or surplus arising from retrospective
recomputation of ‘depreciation in accordance with the new method is adjusted in
the accounts in the“year in which the method of depreciation is changed. In
case the change in the method results in deficiency in depreciation in respect of
past years, the deficiency is charged in the statement of profit and loss. In case
the change in the method results in surplus, the surplus is credited to the
statement of profit and loss. Such a change is treated as a change in accounting
policy and its effect is quantified and disclosed.

Where the historical cost of an asset has undergone a change due to
circumstances specified in paragraph 6 above, the depreciation on the revised
unamortised depreciable amount is provided prospectively over the residual
useful life of the asset.

Disclosure

17.

The depreciation methods used, the total depreciation for the period for each
class of assets, the gross amount of each class of depreciable assets and the
related accumulated depreciation are disclosed in the financial statemerts along
with the disclosure of other accounting policies. The depreciation rates or the
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useful lives of the assets are disclosed only if they are different from the
principal rates specified in the statute governing the enterprise.

In case the depreciable assets are revalued, the provision for depreciation is
based on the revalued amount on the estimate of the remaining useful life of
such assets. In case the revaluation has a material effect on the amount of
depreciation, the same is disclosed separately in the year in which revaluation is
carried out.

A change in the method of depreciation is treated as a change in an accounting
policy and is disclosed accordingly.

Accounting Standard

20.

21.

22.

23.

24.

25.

The depreciable amount of a depreciable asset should be allocated on a
systematic basis to each accounting period during the useful life of the
asset.

The depreciation method selected should be applied consistently from
period to period. A change from one method @f providing depreciation
to another should be made only if the adoptiomof the new method is
required by statute or for compliance with an accounting standard or if
it is considered that the change would result in “@ymore appropriate
preparation or presentation of the financial statements of the
enterprise. When such a change in the methodgefidepreciation is made,
depreciation should be recalculated in accordance with the new method
from the date of the asset coming intoyuse. The deficiency or surplus
arising from retrospective recomputation ef depreciation in accordance
with the new method should be adjusted injthe accounts in the year in
which the method of depreciation is changed;  In case the change in the
method results in deficiency in depgpeciationfin respect of past years, the
deficiency should be charged in the statement of profit and loss. In case
the change in thegmethod results, in ssurplus, the surplus should be
credited to the statement of profittand loss. Such a change should be
treated as a change'in accounting policy and its effect should be
quantified and disclosed.

The useful life of ag depreciable asset should be estimated after
consideringythe following,factors:

A. expected physieal wear and tear;
B. obsolescence;
C. legal or other limits on the use of the asset.

The useful lives ‘of imajor depreciable assets or classes of depreciable
assets may be reviewed periodically. Where there is a revision of the
estimated useful life of an asset, the unamortised depreciable amount
should be charged over the revised remaining useful life.

Any addition or extension which becomes an integral part of the existing
asset should be depreciated over the remaining useful life of that asset.
The depreciation on such addition or extension may also be provided at
the rate applied to the existing asset. Where an addition or extension
retains a separate identity and is capable of being used after the
existing asset is disposed of, depreciation should be provided
independently on the basis of an estimate of its own useful life.

Where the historical cost of a depreciable asset has undergone a change
due to increase or decrease in long term liability on account of exchange
fluctuations, price adjustments, changes in duties or similar factors, the
depreciation on the revised unamortised depreciable amount should be
provided prospectively over the residual useful life of the asset.
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Where the depreciable assets are revalued, the provision for
depreciation should be based on the revalued amount and on the
estimate of the remaining useful lives of such assets. In case the
revaluation has a material effect on the amount of depreciation, the
same should be disclosed separately in the year in which revaluation is
carried out.
If any depreciable asset is disposed of, discarded, demolished or
destroyed, the net surplus or deficiency, if material, should be disclosed
separately.
The following information should be disclosed in the financial
statements:

A. the historical cost or other amount substituted for historical cost
of each class of depreciable assets;

B. total depreciation for the period for each class of assets; and

C. the related accumulated depreciation.

The following information should also be disclosed in the financial

statements along with the disclosure of other aceounting policies:

A. depreciation methods used; and

B. depreciation rates or the useful lives of thejassets, if they are
different from the principal rates specifiedy in the statute
governing the enterprise.
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Accounting Standard - 7,

Construction Contracts
(issued in December, 1983; revised in 2002)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

Accounting Standard (AS) 7, Construction Contracts (revised 2002), issued by the
Council of the Institute of Chartered Accountants of India, comes into effect in respect
of all contracts entered into during accounting periods commencing on or after 1-4-
2003 and is mandatory in nature from that date. Accordingly, Accounting Standard
(AS) 7, Accounting for Construction Contracts’ issued by the Institute in December
1983, is not applicable in respect of such contracts. Early application of this Standard
is, however, encouraged. The following is the text of the revised Accounting Standard.

Objective

The objective of this Statement is to prescribénpthezaccounting treatment of revenue
and costs associated with construction contracts.. Because of the nature of the activity
undertaken in construction contracts, the date at which the contract activity is entered
into and the date when the activity is completed usually fall into different accounting
periods. Therefore, the primary issue in accounting farg€onstruction contracts is the
allocation of contract revenue and contract costsyto the“accounting periods in which
construction work is performed. This Statement uses the recognition criteria
established in the Framework for the Preparation and Presentation of Financial
Statements to determine [Wwhen contract ‘réevenue and contract costs should be
recognized as revenue and expenses In the“statement of profit and loss. It also
provides practical guidance on theyapplication of these criteria.

Scope
1. This Statement should {be applied in accounting for construction
contracts in the financialfstatements of contractors.

Definitions
2. The following terms are used in this Statement with the meanings
specified:

A construction contract is a contract specifically negotiated for the
construction of an asset or a combination of assets that are closely
interrelated or interdependent in terms of their design, technology and
function or their ultimate purpose or use.

A fixed price contract is a construction contract in which the contractor
agrees to a fixed contract price, or a fixed rate per unit of output, which
in some cases is subject to cost escalation clauses.

A cost plus contract is a construction contract in which the contractor is
reimbursed for allowable or otherwise defined costs, plus percentage of
these costs or a fixed fee.
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A construction contract may be negotiated for the construction of a single asset
such as a bridge, building, dam, pipeline, road, ship or tunnel. A construction
contract may also deal with the construction of a number of assets which are
closely interrelated or interdependent in terms of their design, technology and
function or their ultimate purpose or use; examples of such contracts include
those for the construction of refineries and other complex pieces of plant or

equipment.
For the purposes of this Statement, construction contracts include:
A. contracts for the rendering of services which are directly related to the

construction of the asset, for example, those for the services of project
managers and architects; and
B. contracts for destruction or restoration of assets, and the restoration of
the environment following the demolition of assets.
Construction contracts are formulated in a number of ways which, for the
purposes of this Statement, are classified as fixed price contracts and cost plus
contracts. Some construction contracts may contain characteristics of both a
fixed price contract and a cost plus contract, for example, in the case of a cog
plus contract with an agreed maximum price. " Iy such circumstances, a
contractor needs to consider all the conditions in paragraphs 22 and 23 in order
to determine when to recognise contract revenue and expenses.

Combining and Segmenting Construction Contracts

6.

The requirements of this Statement are ‘usually applied separately to each
construction contract. However, in certain Citcumstances, it is necessary to
apply the Statement to the separately ,identifiable components of a single
contract or to a group of contracts together in_order‘to reflect the substance of a
contract or a group of contracts.

When a contract covers a number of assets, the construction of each

asset should be treated as a separatepeodnstruction contract when:

A. separate proposals have'been submitted for each asset;

B. each asset has ‘been subject to separate negotiation and the
contractor and customer have been able to accept or reject that
partiof the contract relating to each asset; and

C. the [costs and fevenues of each asset can be identified.

A group of ‘contracts, whether with a single customer or with several

customers, shauld be treated as a single construction contract when:

A. the group af eontracts is negotiated as a single package;

B. the contracts are so closely interrelated that they are, in effect,
part of a single project with an overall profit margin; and

C. the contracts are performed concurrently or in a continuous
sequence.

A contract may provide for the construction of an additional asset at the
option of the customer or may be amended to include the construction
of an additional asset. The construction of the additional asset should
be treated as a separate construction contract when:

A. the asset differs significantly in design, technology or function
from the asset or assets covered by the original contract; or
B. the price of the asset is negotiated without regard to the original

contract price.

Contract Revenue

10.

Contract revenue should comprise:
A. the initial amount of revenue agreed in the contract; and

37



11.

12.

13.

14.

Feedback : ishan_padia@yahoo.co.in

B. variations in contract work, claims and incentive payments:
a. to the extent that it is probable that they will result in
revenue; and
b. they are capable of being reliably measured.

Contract revenue is measured at the consideration received or receivable. The
measurement of contract revenue is affected by a variety of uncertainties that
depend on the outcome of future events. The estimates often need to be
revised as events occur and uncertainties are resolved. Therefore, the amount
of contract revenue may increase or decrease from one period to the next. For
example:
A. a contractor and a customer may agree to variations or claims that
increase or decrease contract revenue in a period subsequent to that in
which the contract was initially agreed;

B. the amount of revenue agreed in a fixed price contract may increase as a
result of cost escalation clauses;
C. the amount of contract revenue may decrease as a result of penalties

arising from delays caused by the contractor, in the completion of the
contract; or
D. when a fixed price contract involves a fixed price per unit of output,
contract revenue increases as the number of units istincreased.
A variation is an instruction by the customer for a changesin the scope of the
work to be performed under the contract. VAwvariation may lead to an increase or
a decrease in contract revenue. Examples of“variations are changes in the
specifications or design of the asset and changes in the duration of the contract.
A variation is included in contract revenue when:

A. it is probable that the customer will approvesthe variation and the amount
of revenue arising from the variatieh;»and
B. the amount of revenue can be reliably“measured.

A claim is an amount that the contractor seeks to collect from the customer or
another party as reimbursementfer costsgnot included in the contract price. A
claim may arise fram,) for fexample,” customer caused delays, errors in
specifications or design; 'and disputed variations in contract work. The
measurement of the amounts of revenue arising from claims is subject to a high
level of umcertainty and often depends on the outcome of negotiations.
Therefore, claims are pnlygincluded in contract revenue when:

A. negotiations have reached an advanced stage such that it is probable that
the customer will aceépt the claim; and
B. the amount that it"is probable will be accepted by the customer can be

measured reliably.
Incentive payments are additional amounts payable to the contractor if specified
performance standards are met or exceeded. For example, a contract may allow
for an incentive payment to the contractor for early completion of the contract.
Incentive payments are included in contract revenue when:

A. the contract is sufficiently advanced that it is probable that the specified
performance standards will be met or exceeded; and
B. the amount of the incentive payment can be measured reliably.

Contract Costs

15.

38

Contract costs should comprise:

A. costs that relate directly to the specific contract;

B. costs that are attributable to contract activity in general and can
be allocated to the contract; and

C. such other costs as are specifically chargeable to the customer

under the terms of the contract.
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Costs that relate directly to a specific contract include:

A. site labour costs, including site supervision;

B. costs of materials used in construction;

C. depreciation of plant and equipment used on the contract;

D. costs of moving plant, equipment and materials to and from the contract
site;

E. costs of hiring plant and equipment;

F. costs of design and technical assistance that is directly related to the
contract;

G. the estimated costs of rectification and guarantee work, including
expected warranty costs; and

H claims from third parties.

These costs may be reduced by any incidental income that is not included in
contract revenue, for example income from the sale of surplus materials and the
disposal of plant and equipment at the end of the contract.

Costs that may be attributable to contract activity in general and can be
allocated to specific contracts include:

A. insurance;

B. costs of design and technical assistance that is not directly related to a
specific contract; and

C. construction overheads.

Such costs are allocated using methods thatgaressystematic and rational and are
applied consistently to all costs having similar‘characteristics. The allocation is
based on the normal level of construction<activity. Construction overheads
include costs such as the preparation and processing of construction personnel
payroll. Costs that may be attributable to contraetiactivity in general and can be
allocated to specific contracts also includenborrowing costs as per Accounting
Standard (AS) 16, Borrowing Costs.

Costs that are specifically chargeable to the customer under the terms of the
contract may includel seme general administration costs and development costs
for which reimbursementiis specified in the terms of the contract.

Costs that cannot be attributed to contract activity or cannot be allocated to a
contract are excluded fromthe costs of a construction contract. Such costs
include:

A. generah administration) costs for which reimbursement is not specifid in
the contract;

B. selling costs;

C. research and development costs for which reimbursement is not specified
in the contract; and

D. depreciation of idle plant and equipment that is not used on a particular
contract.

Contract costs include the costs attributable to a contract for the period from the
date of securing the contract to the final completion of the contract. However,
costs that relate directly to a contract and which are incurred in securing the
contract are also included as part of the contract costs if they can be separately
identified and measured reliably and it is probable that the contract will be
obtained. When costs incurred in securing a contract are recognised as an
expense in the period in which they are incurred, they are not included in
contract costs when the contract is obtained in a subsequent period.

Recognition of Contract Revenue and Expenses

21.

When the outcome of a construction contract can be estimated reliably,
contract revenue and contract costs associated with the construction
contract should be recognised as revenue and expenses respectively by
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reference to the stage of completion of the contract activity at the
reporting date. An expected loss on the construction contract should be
recognised as an expense immediately in accordance with paragraph 35.
In the case of a fixed price contract, the outcome of a construction
contract can be estimated reliably when all the following conditions are
satisfied:

A. total contract revenue can be measured reliably;

B. it is probable that the economic benefits associated with the
contract will flow to the enterprise;

C. both the contract costs to complete the contract and the stage of

contract completion at the reporting date can be measured
reliably; and
D. the contract costs attributable to the contract can be clearly
identified and measured reliably so that actual contract costs
incurred can be compared with prior estimates.
In the case of a cost plus contract, the outcome of a construction
contract can be estimated reliably when all the following conditions are
satisfied:

A. it is probable that the economic benefits“associated with the
contract will flow to the enterprise; and

B. the contract costs attributable to the contracty whether or not
specifically reimbursable, can'\begelearly identified and measured
reliably.

The recognition of revenue and expenses by‘reference to the stage of completion
of a contract is often referred to as the percentage of completion method. Under
this method, contract revenue is matched with“theé contract costs incurred in
reaching the stage of completion, resultiag in, the 4/eporting of revenue, expenses
and profit which can be attributed to/the proportion of work completed. This
method provides useful information/lon the extent of contract activity and
performance during a period.

Under the percentage of\completion method, contract revenue is recognised as
revenue in the statement of profit and loss in the accounting periods in which
the work is performed. Contract costs are usually recognized as an expense in
the statement of profitd@nd I0Ss\in the accounting periods in which the work to
which they relate is performed. ‘However, any expected excess of total contract
costs over"totalhcontract revenue for the contract is recognised as an expense
immediately in accerdanceith paragraph 35.

A contractor may“have incurred contract costs that relate to future activity on
the contract. Such “eontract costs are recognised as an asset provided it is
probable that they will be recovered. Such costs represent an amount due from
the customer and are often classified as contract work in progress.

When an uncertainty arises about the collectability of an amount already
included in contract revenue, and already recognised in the statement of profit
and loss, the uncollectable amount or the amount in respect of which recovery
has ceased to be probable is recognised as an expense rather than as an
adjustment of the amount of contract revenue.

An enterprise is generally able to make reliable estimates after it has agreed to a
contract which establishes:

A. each party 3 enforceable rights regarding the asset to be constructed;
B. the consideration to be exchanged; and
C. the manner and terms of settlement.

It is also usually necessary for the enterprise to have an effective internal
financial budgeting and reporting system. The enterprise reviews and, when
necessary, revises the estimates of contract revenue and contract costs as the
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contract progresses. The need for such revisions does not necessarily indicate
that the outcome of the contract cannot be estimated reliably.

The stage of completion of a contract may be determined in a variety of ways.
The enterprise uses the method that measures reliably the work performed.
Depending on the nature of the contract, the methods may include:

A. the proportion that contract costs incurred for work performed upto the
reporting date bear to the estimated total contract costs; or

B. surveys of work performed; or

C. completion of a physical proportion of the contract work.

Progress payments and advances received from customers may not necessarily

reflect the work performed.

When the stage of completion is determined by reference to the contract costs

incurred upto the reporting date, only those contract costs that reflect work

performed are included in costs incurred upto the reporting date. Examples of
contract costs which are excluded are:

A. contract costs that relate to future activity on the contract, such as costs
of materials that have been delivered to a ¢ontract site or set aside for
use in a contract but not yet installed, used an,applied during contract
performance, unless the materials have been ‘made specially for the
contract; and

B. payments made to subcontractors in advance of werk performed under
the subcontract.

When the outcome of a construction ‘contract cannot be estimated

reliably:

A. revenue should be recognised only to,the extent of contract costs
incurred of which recovery is probable; and

B. contract costs should be recognised as/an expense in the period in

which they are incurred.
An expected loss on the construction contract should be recognised as
an expense immediately in aceerdaneeswith paragraph 35.
During the early stages of a contract it is"often the case that the outcome of the
contract cannot be estimated reliably Nevertheless, it may be probable that the
enterprise will recover the contract costs incurred. Therefore, contract revenue
is recognised only togthe extent of costs incurred that are expected to be
recovered.. As the outcome of'the contract cannot be estimated reliably, no
profit is recognised. However, even though the outcome of the contract cannot
be estimated reliably, 1t_may be probable that total contract costs will exceed
total contract revenue. In such cases, any expected excess of total contract
costs over total contract revenue for the contract is recognised as an expense
immediately in accordance with paragraph 35.
Contract costs recovery of which is not probable are recognised as an expense
immediately. Examples of circumstances in which the recoverability of contract
costs incurred may not be probable and in which contract costs may, therefore,
need to be recognised as an expense immediately include contracts:

A. which are not fully enforceable, that is, their validity is seriously in
question;

B. the completion of which is subject to the outcome of pending litigation or
legislation;

C. relating to properties that are likely to be condemned or expropriated;

D. where the customer is unable to meet its obligations; or

E where the contractor is unable to complete the contract or otherwise meet

its obligations under the contract.
When the uncertainties that prevented the outcome of the contract
being estimated reliably no longer exist, revenue and expenses
associated with the construction contract should be recognised in
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accordance with paragraph 21 rather than in accordance with paragraph
31.

Recognition of Expected Losses

35.

36.

When it is probable that total contract costs will exceed total contract
revenue, the expected loss should be recognised as an expense
immediately.

The amount of such a loss is determined irrespective of:

A. whether or not work has commenced on the contract;
B. the stage of completion of contract activity; or
C. the amount of profits expected to arise on other contracts which are not

treated as a single construction contract in accordance with paragraph 8.

Changes in Estimates

37.

The percentage of completion method is applied on,a cumulative basis in each
accounting period to the current estimates of contract revenue and contract
costs. Therefore, the effect of a change in the estimate,of contract revenue or
contract costs, or the effect of a change in the estimateyof the outcome of a
contract, is accounted for as a change in accounting estimate (see Accounting
Standard (AS) 5, Net Profit or Loss for the PeriodsgPrior Reriod Items and
Changes in Accounting Policies). The changed “estimates are used in
determination of the amount of revenue , and expenses recognized in the
statement of profit and loss in the period intwhich the change is made and in
subsequent periods.

Disclosure

38.

39.

40.

41.

42.

42

An enterprise should disclose:

A. the amount ©f) contraetirevenue recognised as revenue in the
period;

B. the methods used to/determine the contract revenue recognized
in the period; and

C. the [ methods gused tQ determine the stage of completion of
contracts in progress.

An enterprise should disclose the following for contracts in progress at

the reporting date:

A. the aggregate amount of costs incurred and recognised profits
(less recognised losses) upto the reporting date;

B. the amount of advances received; and

C. the amount of retentions.

Retentions are amounts of progress billings which are not paid until the

satisfaction of conditions specified in the contract for the payment of such

amounts or until defects have been rectified. Progress billings are amounts

billed for work performed on a contract whether or not they have been paid by

the customer. Advances are amounts received by the contractor before the

related work is performed.

An enterprise should present:

A. the gross amount due from customers for contract work as an
asset; and

B. the gross amount due to customers for contract work as a liability.

The gross amount due from customers for contract work is the net amount of:

A. costs incurred plus recognised profits; less
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B. the sum of recognised losses and progress billings for all contracts in
progress for which costs incurred plus recognised profits (less recognised
losses) exceeds progress billings.

The gross amount due to customers for contract work is the net amount of:

A. the sum of recognised losses and progress billings; less

B. costs incurred plus recognised profits for all contracts in progress for
which progress billings exceed costs incurred plus recognised profits (less
recognised losses).

An enterprise discloses any contingencies in accordance with Accounting

Standard (AS) 4, Contingencies and Events Occurring After the Balance Sheet

Date. Contingencies may arise from such items as warranty costs, penalties or
possible losses.
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Accounting Standard - 8,

Accounting for Research and Development
(revised in 2002)

(Accounting Standard 8, Accounting for Research and Development, is removed; and
the contents of same is now added in AS 26, Intangible Assets, becoming mandatory
for respective enterprises.)
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Accounting Standard - 9,

Revenue Recognition
(issued in 1985)

(This Accounting Standard includes paragraphs 10-14 set in bold italic type and
paragraphs 1-9 set in plain type, which have equal authority. Paragraphs in bold
italic type indicate the main principles. This Accounting Standard should be read in
the context of the Preface to the Statements of Accounting Standards.)

The following is the text of the Accounting Standard (AS) 9 issued by the Institute of
Chartered Accountants of India on Revenue Recognition?

In the initial years, this accounting standard will be recommendatory in character.
During this period, this standard is recommended for use by companies listed on a
recognised stock exchange and other large commercialy, industrial and business
enterprises in the public and private sectors.

Introduction

1. This Statement deals with the bases for \fecegnitionfof revenue in the statement
of profit and loss of an enterprise. The Statement is concerned with the
recognition of revenue arising in the course, of the ordinary activities of the
enterprise from:

A. the sale of goods,
B. the rendering of services, and
C. the use by others of enterprise resources yielding interest, royaltiesand
dividends.
2. This Statement doesfnot deal with the fellewing aspects of revenue recognition
to which special considerationstapply:
A. Revenue arising fromycaonstruction contracts;
B. Revenue arising from-hire-purchase, lease agreements;
C. Revenue arising ffom government grants and other similar subsidies;
D. Revenue of insurancefecompanies arising from insurance contracts.
3. Examples of'items notiincluded within the definition of “fevenue”Tor the purpose
of this Statement are:
A. Realised gains, resulting from the disposal of, and unrealised gains

resulting from the holding of, non-current assets e.g. appreciation in the
value of fixed assets;

B. Unrealised holding gains resulting from the change in value of current
assets, and the natural increases in herds and agricultural and forest
products;

C. Realised or unrealised gains resulting from changes in foreign exchange

rates and adjustments arising on the translation of foreign currency
financial statements;

D. Realised gains resulting from the discharge of an obligation at less than its
carrying amount;
E. Unrealised gains resulting from the restatement of the carrying amount of

an obligation.

Definitions
4. The following terms are used in this Statement with the meanings
specified:
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Revenue is the gross inflow of cash, receivables or other consideration
arising in the course of the ordinary activities of an enterprise from the
sale of goods, from the rendering of services, and from the use by
others of enterprise resources yielding interest, royalties and dividends.
Revenue is measured by the charges made to customers or clients for
goods supplied and services rendered to them and by the charges and
rewards arising from the use of resources by them. In an agency
relationship, the revenue is the amount of commission and not the gross
inflow of cash, receivables or other consideration.

Completed service contract method is a method of accounting which
recognises revenue in the statement of profit and loss only when the
rendering of services under a contract is completed or substantially
completed.

Proportionate completion method is a method of accounting which
recognises revenue in the statement of profit and loss proportionately
with the degree of completion of services under a eontract.

Explanation

5.

46

Revenue recognition is mainly concerped with thegtiming of recognition of
revenue in the statement of profit and{loss of an enterprise. The amount of
revenue arising on a transaction is usually_determined by agreement between
the parties involved in the transaction. Whemyuncertainties exist regarding the
determination of the amount, or its associated eosts, these uncertainties may
influence the timing of revenue recognitionk

Sale of Goods

6.1 A key criteriony for determining, when to recognise revenue from a
transaction involving the' sale ‘of“goods is that the seller has transferred
the property in theigeods to the buyer for a consideration. The transfer of
property in goods, inimost cases, results in or coincides with the transfer
of significant risks and_rewards of ownership to the buyer. However,
there may be situations “where transfer of property in goods does not
coingide with theftransfer of significant risks and rewards of ownership.
Revenue<in, such situations is recognised at the time of transfer of
significant ‘risks and rewards of ownership to the buyer. Such cases may
arise where ‘delivery has been delayed through the fault of either the
buyer or the seller and the goods are at the risk of the party at fault as
regards any loss which might not have occurred but for such fault.
Further, sometimes the parties may agree that the risk will pass at a time
different from the time when ownership passes.

6.2 At certain stages in specific industries, such as when agricultural crops
have been harvested or mineral ores have been extracted, performance
may be substantially complete prior to the execution of the transaction
generating revenue. In such cases when sale is assured under a forward
contract or a government guarantee or where market exists and there is a
negligible risk of failure to sell, the goods involved are often valued at net
realisable value. Such amounts, while not revenue as defined in this
Statement, are sometimes recognised in the statement of profit and loss
and appropriately described.
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Rendering of Services

Revenue from service transactions is usually recognised as the service is
performed, either by the proportionate completion method or by the completed
service contract method.

A.

Proportionate completion method—Performance consists of the execution
of more than one act. Revenue is recognized proportionately by reference
to the performance of each act. The revenue recognised under this
method would be determined on the basis of contract value, associated
costs, number of acts or other suitable basis. For practical purposes,
when services are provided by an indeterminate number of acts over a
specific period of time, revenue is recognised on a straight line basis over
the specific period unless there is evidence that some other method better
represents the pattern of performance.

Completed service contract method—Performance consists of the
execution of a single act. Alternatively, services are performed in more
than a single act, and the services yet to be performed are so significant
in relation to the transaction taken as a whole that performance cannot be
deemed to have been completed until the exeeution of those acts. The
completed service contract method is relevant ito these patterns of
performance and accordingly revenue is recognised when the sole or final
act takes place and the service becomes chargeable:

The Use by Others of Enterprise_ Resources Yielding Interest,

Rovalties and Dividends

8.1

8.2

8.3

8.4

8.5

The use by others of such enterprise resources gives rise to:

A. interest—charges for the usejof cash, resources or amounts due to
the enterprise;

B. royalties— charges for thefuse ofjsuch assets as know-how, patents,
trade marks and copyrights;

C. dividends—rewardsgfrom the holding of investments in shares.

Interest accrues,“inhmost circumstances, on the time basis determined by
the amount outstanding and the rate applicable. Usually, discountor
premium on debt securities held is treated as though it were accruing over
the period to maturity.

Royalties, accrue_iafaccordance with the terms of the relevant agreement
and are usually recognised on that basis unless, having regard to the
substance“ofithe trafnsactions, it is more appropriate to recognise revenue
on some other systematic and rational basis.

Dividends fromiinvestments in shares are not recognised in the statement
of profit and loss until a right to receive payment is established.

When interest, royalties and dividends from foreign countries require
exchange permission and uncertainty in remittance is anticipated, revenue
recognition may need to be postponed.

Effect of Uncertainties on Revenue Recognition

9.1

9.2

Recognition of revenue requires that revenue is measurable and that at
the time of sale or the rendering of the service it would na be
unreasonable to expect ultimate collection.

Where the ability to assess the ultimate collection with reasonable
certainty is lacking at the time of raising any claim, e.g., for escalation of
price, export incentives, interest etc., revenue recognition is postponed to
the extent of uncertainty involved. In such cases, it may be appropriate
to recognise revenue only when it is reasonably certain that the ultimate
collection will be made. Where there is no uncertainty as to ultimate
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collection, revenue is recognised at the time of sale or rendering of service
even though payments are made by instalments.

9.3 When the uncertainty relating to collectability arises subsequent to the
time of sale or the rendering of the service, it is more appropriate to make
a separate provision to reflect the uncertainty rather than to adjust the
amount of revenue originally recorded.

9.4 An essential criterion for the recognition of revenue is that the
consideration receivable for the sale of goods, the rendering of services or
from the use by others of enterprise resources is reasonably
determinable.  When such consideration is not determinable within
reasonable limits, the recognition of revenue is postponed.

9.5 When recognition of revenue is postponed due to the effect of
uncertainties, it is considered as revenue of the period in which it is
properly recognised.

Accounting Standard

10.

11.

12.

13.
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Revenue from sales or service transactions should be recognized when
the requirements as to performance set out in paragraphs 11 and 12 are
satisfied, provided that at the time of performance it is not
unreasonable to expect ultimate collection. If at the“time of raising of
any claim it is unreasonable to expect ultimaté collection, revenue
recognition should be postponed.

In a transaction involving the sale of \goods, performance should be

regarded as being achieved when the following conditions have been

fulfilled:

A. the seller of goods has transferred to the buyer the property in the
goods for a price or all significant risks and rewards of ownership
have been transferred to the buyer and the seller retains no
effective congtrol of the goods transferred to a degree usually
associated with'ewnership;and

B. no significant uneertainty” exists regarding the amount of the
consideration that'will be derived from the sale of the goods.

In a transaction involving the rendering of services, performance should
be measured either under the completed service contract method or
under the proportiomate completion method, whichever relates the
revenue to “the work accomplished. Such performance should be
regarded as beihg ac¢hieved when no significant uncertainty exists
regarding the amount of the consideration that will be derived from
rendering the service.

Revenue arising from the use by others of enterprise resources yielding

interest, royalties and dividends should only be recognised when no

significant uncertainty as to measurability or collectability exists. These
revenues are recognised on the following bases:

A. Interest : on a time proportion basis taking into

account the amount outstanding and the
rate applicable.

B. Royalties : on an accrual basis in accordance with the
terms of the relevant agreement.
C. Dividends from : when the owner % right to receive payment
investments in is established.
shares
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Disclosure

14.

In addition to the disclosures required by Accounting Standard 1 on
Disclosure of Accounting Policies” (AS 1), an enterprise should also
disclose the circumstances in which revenue recognition has been
postponed pending the resolution of significant uncertainties.
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Accounting Standard - 10,

Accounting for Fixed Assets
(issued in 1985)

(This Accounting Standard includes paragraphs 18-39 set in bold italic type and
paragraphs 1-17 set in plain type, which have equal authority. Paragraphs in bold
italic type indicate the main principles. This Accounting Standard should be read in
the context of the Preface to the Statements of Accounting Standards.)

The following is the text of the Accounting Standard (AS) 10 issued by the Institute of
Chartered Accountants of India on Accounting for Fixed Assets?

In the initial years, this accounting standard will be recommendatory in character.
During this period, this standard is recommended for use by companies listed on a
recognised stock exchange and other large commercial), industrial and business
enterprises in the public and private sectors.

Introduction

1. Financial statements disclose certain informationgrelating to fixed assets. In
many enterprises these assets are grouped Into various categories, such as land,
buildings, plant and machinery, vehicles, furniture and fittings, goodwill, patents,
trade marks and designs. This statement deals with accounting for such fixed
assets except as described in paragraphs 2 to 5 below.

2. This statement does not deal with the specialised aspects of accounting for fixed
assets that arise under a comprehgnsive. system reflecting the effects of
changing prices but applies to financial statements prepared on historical cost

basis.

3. This statement does nothdeal avith accounting for the following items to which
special considerations apply:

A. forests, plantations and similar regenerative natural resources;

B. wasting assets including mineral rights, expenditure on the exploration for
and [extraction ©f minerals, oil, natural gas and similar non-regenerative
resources;

C. expenditureyon real estate development; and

D livestock.

Expenditure on individual items of fixed assets used to develop or maintain the
activities covered in Al to D. above, but separable from those activities, are to
be accounted for in accordance with this Statement.

4. This statement does not cover the allocation of the depreciable amount of fixed
assets to future periods since this subject is dealt with in Accounting Standard 6
on Depreciation Accounting”

5. This statement does not deal with the treatment of government grants and
subsidies, and assets under leasing rights. It makes only a brief reference to the
capitalisation of borrowing costs and to assets acquired in an amalgamation or
merger. These subjects require more extensive consideration than can be given
within this Statement.

Definitions
6. The following terms are used in this Statement with the meanings
specified:
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Fixed asset is an asset held with the intention of being used for the

purpose of producing or providing goods or services and is not held for
sale in the normal course of business.

Fair market value is the price that would be agreed to in an open and

unrestricted market between knowledgeable and willing parties dealing
at arm3% length who are fully informed and are not under any
compulsion to transact.

Gross book value of a fixed asset is its historical cost or other amount
substituted for historical cost in the books of account or financial
statements. When this amount is shown net of accumulated
depreciation, it is termed as net book value.

Explanation

7.

Fixed assets often comprise a significant portiongof the total assets of an
enterprise, and therefore are important in the presentation of financial position.
Furthermore, the determination of whether an expenditure represents an asset
or an expense can have a material effect on an enterprise% reported results of
operations.

Identification of Fixed Assets

8.1 The definition in paragraph 6.1 gives, criteria for determining whether
items are to be classified as fixed assets. Judgement is required in
applying the criteria to specific circumstances or specific types of
enterprises. It may be appropriate/to aggregate individually insignificant
items, and to apply the criteria te thelaggregate value. An enterprise may
decide to expense an item whi¢h could otherwise have been included as
fixed asset, because the amount of thé expenditure is not material.

8.2 Stand-by equipment and servicing equipment are normally capitalised.
Machinery spares are, usually charged to the profit and loss statement as
and when consumed.) However, if such spares can be used only in
connection with an itemyof fixed asset and their use is expected to be
irregular, it may be_appropriate to allocate the total cost on a systematic
basis‘aver a perieod not exceeding the useful life of the principal item.

8.3 In certain circumstanges, the accounting for an item of fixed asset may be
improved if_the total expenditure thereon is allocated to its component
parts, provided they are in practice separable, and estimates are made of
the useful livestof these components. For example, rather than treat an
aircraft and its engines as one unit, it may be better to treat the engines
as a separate unit if it is likely that their useful life is shorter than that of
the aircraft as a whole.

Components of Cost
9.1 The cost of an item of fixed asset comprises its purchase price, including

import duties and other non-refundable taxes or levies and any directly
attributable cost of bringing the asset to its working condition for its
intended use; any trade discounts and rebates are deducted in arriving at
the purchase price. Examples of directly attributable costs are:

site preparation;

initial delivery and handling costs;

installation cost, such as special foundations for plant; and
professional fees, for example fees of architects and engineers.

oowp
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9.2

9.3

9.4

9.5
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The cost of a fixed asset may undergo changes subsequent to its
acquisition or construction on account of exchange fluctuations, price
adjustments, changes in duties or similar factors.
Financing costs relating to deferred credits or to borrowed funds
attributable to construction or acquisition of fixed assets for the period up
to the completion of construction or acquisition of fixed assets are also
sometimes included in the gross book value of the asset to which they
relate. However, financing costs (including interest) on fixed assets
purchased on a deferred credit basis or on monies borrowed for
construction or acquisition of fixed assets are not capitdised to the extent
that such costs relate to periods after such assets are ready to be put to
use.
Administration and other general overhead expenses are usually excluded
from the cost of fixed assets because they do not relate to a specific fixed
asset. However, in some circumstances, such expenses as are specifically
attributable to construction of a project or to the acquisition of a fixed
asset or bringing it to its working condition,/ may be included as part of
the cost of the construction project or as a partof the cost of the fixed
asset.
The expenditure incurred on start-up and commissigring of the project,
including the expenditure incurred on test runss and experimental
production, is usually capitalised astangindiréct element of the construction
cost. However, the expenditure<incurred after the plant has begun
commercial production, i.e., productien intended for sale or captive
consumption, is not capitalized and is<treated as revenue expenditure
even though the contract may stipulate that'the plant will not be finally
taken over until after the satisfactefyseompletion of the guarantee period.
If the interval between the date “a project is ready to commence
commercial production and the date at which commercial production
actually begins is, prolongeds.all expéenses incurred during this period are
charged to the profit and loss ‘statement. However, the expenditure
incurred during this_perniod is also sometimes treated as deferred revenue
expenditure to be amortised over a period not exceeding 3 to 5 years
aftempithe commencement of commercial production.

Self-constructed Fixed Assets

In arriving at the \gross jJbook value of self-constructed fixed assets, the same
principles apply as those described in paragraphs 9.1 to 9.5. Included in the
gross book value are costs of construction that relate directly to the specific
asset and costs, that are attributable to the construction activity in general and
can be allocated to the specific asset. Any internal profits are eliminated in
arriving at such costs.

Non-monetary Consideration

11.1 When a fixed asset is acquired in exchange for another asset, its cost is

usually determined by reference to the fair market value of the
consideration given. It may be appropriate to consider also the fair
market value of the asset acquired if this is more clearly evident. An
alternative accounting treatment that is sometimes used for an exchange
of assets, particularly when the assets exchanged are similar, is to record
the asset acquired at the net book value of the asset given up; in each
case an adjustment is made for any balancing receipt or payment of cash
or other consideration.
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When a fixed asset is acquired in exchange for shares or other securities
in the enterprise, it is usually recorded at its far market value, or the fair
market value of the securities issued, whichever is more clearly evident.

Improvements and Repairs

12.1

12.2

Frequently, it is difficult to determine whether subsequent expenditure
related to fixed asset represents improvements that ought to be added to
the gross book value or repairs that ought to be charged to the profit and
loss statement. Only expenditure that increases the future benefits from
the existing asset beyond its previously assessed standard of performance
is included in the gross book value, e.g., an increase in capacity.

The cost of an addition or extension to an existing asset which is of a
capital nature and which becomes an integral part of the existing asset is
usually added to its gross book value. Any addition or extension, which
has a separate identity and is capable of being used after the existing
asset is disposed of, is accounted for separately.

Amount Substituted for Historical Cost

13.1

13.2

13.3

13.4

13.5

13.6

13.7

Sometimes financial statements that are otherwise prepared on a
historical cost basis include part or all of fixed assets at a valuation in
substitution for historical costs anRd depreciationgis#€alculated accordingly.
Such financial statements are| to be distinguished from financial
statements prepared on a basis intended to reflect comprehensively the
effects of changing prices.

A commonly accepted and preferred method of restating fixed assets is by
appraisal, normally undertaken by,competent valuers. Other methods
sometimes used are indexationgand weference to current prices which
when applied are cross checked /periodically by appraisal method.

The revalued jamounts of fixed assets are presented in financial
statements eithenby restating,both the gross book value and accumulated
depreciation sO as ito give a‘net book value equal to the net revalued
amount or by restating the net book value by adding therein the net
increase on account ‘@fyrevaluation. An upward revaluation does not
provide a basis for_crediting to the profit and loss statement the
accumulated depreciation existing at the date of revaluation.

Different bases of valuation are sometimes used in the same financial
statements to, determine the book value of the separate items within each
of the categories of fixed assets or for the different categories of fixed
assets. In sueh cases, it is necessary to disclose the gross book value
included on each basis.

Selective revaluation of assets can lead to unrepresentative amounts
being reported in financial statements. Accordingly, when revaluaions do
not cover all the assets of a given class, it is appropriate that the selection
of assets to be revalued be made on a systematic basis. For example, an
enterprise may revalue a whole class of assets within a unit.

It is not appropriate for the revaluation of a class of assets to result in the
net book value of that class being greater than the recoverable amount of
the assets of that class.

An increase in net book value arising on revaluation of fixed assets is
normally credited directly to owner3 interests under the heading of
revaluation reserves and is regarded as not available for distribution. A
decrease in net book value arising on revaluation of fixed assets is
charged to profit and loss statement except that, to the extent that such a
decrease is considered to be related to a previous increase on revaluation
that is included in revaluation reserve, it is sometimes charged against
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that earlier increase. It sometimes happens that an increase to be
recorded is a reversal of a previous decrease arising on revaluation which
has been charged to profit and loss statement in which case the increase
is credited to profit and loss statement to the extent that it offsets the
previously recorded decrease.

Retirements and Disposals

14.1 An item of fixed asset is eliminated from the financial statements on
disposal.

14.2 Items of fixed assets that have been retired from active use and are held
for disposal are stated at the lower of their net book value and net
realisable value and are shown separately in the financial statements.
Any expected loss is recognised immediately in the profit and loss
statement.

14.3 In historical cost financial statements, gains or losses arising on disposal
are generally recognised in the profit and loss_statemernt.

14.4 On disposal of a previously revalued item of fixed asset, the difference
between net disposal proceeds and the net book'walue is normally charged
or credited to the profit and loss statement exceptthat, to the extent such
a loss is related to an increase which was previously‘recorded as a credit
to revaluation reserve and which_has not been_subsequently reversed or
utilised, it is charged directly to thatvaccount. The“amount standing in
revaluation reserve following the retirement or disposal of an asset which
relates to that asset may be transferredito general reserve.

Valuation of Fixed Assets in SpeciakhCases
15.1 In the case of fixed assets acquired onthirefpurchase terms, although legal

ownership does not vest in the enterprise, such assets are recorded at
their cash valug, which, if not readily/available, is calculated by assuming
an appropriate rate of interést, “They are shown in the balance sheet with
an appropriate narration to mdicate that the enterprise does not have full
ownership thereof.

15.2 Where an enterprise owns fixed assets jointly with others (otherwise than
as a partner inga“firm),“the extent of its share in such assets, and the
proportien in the ariginal cost, accumulated depreciation and written down
value are stated in the balance sheet. Alternatively, the pro rata cost of
such jointly 'ewnedgfassets is grouped together with similar fully owned
assets. Detalls, of such jointly owned assets are indicated separately in
the fixed assets register.

15.3 Where several assets are purchased for a consolidated price, the
consideration is apportioned to the various assets on a fair basis as
determined by competent valuers.

Fixed Assets of Special Types

16.1 Goodwill, in general, is recorded in the books only when some
consideration in money or money 3 worth has been paid for it. Whenever
a business is acquired for a price (payable either in cash or in shares or
otherwise) which is in excess of the value of the net assets of the business
taken over, the excess is termed as Yoodwill? Goodwill arises from
business connections, trade name or reputation of an enterprise or from
other intangible benefits enjoyed by an enterprise.

16.2 As a matter of financial prudence, goodwill is written off over a period.
However, many enterprises do not write off goodwill and retain it as an
asset.




17.

Feedback : ishan_padia@yahoo.co.in
16.3 Patents are normally acquired in two ways: (i) by purchase, in which case
patents are valued at the purchase cost including incidental expenses,
stamp duty, etc. and (ii) by development within the entermrise, in which
case identifiable costs incurred in developing the patents are capitalised.
Patents are normally written off over their legal term of validity or over
their working life, whichever is shorter.
16.4 Know-how in general is recorded in the books only when some
consideration in money or money 3 worth has been paid for it. Knowhow
is generally of two types:

A. relating to manufacturing processes; and
B. relating to plans, designs and drawings of buildings or plant and
machinery.

16.5 Know-how related to plans, designs and drawings of buildings or plant and
machinery is capitalised under the relevant asset heads. In such cases
depreciation is calculated on the total cost of those assets, including the
cost of the know-how capitalised. Know-how related to manufacturing
processes is usually expensed in the year in which it is incurred.

16.6 Where the amount paid for know-how is a composite sum in respect of
both the types mentioned in paragraph 16.4;<such consideration is
apportioned amongst them on a reasonable basis.

16.7 Where the consideration for the supply of know-how is a series of
recurring annual payments as| royaities; technical \assistance fees,
contribution to research, etc., such payments are charged to the profit
and loss statement each year.

Disclosure
17.1 Certain specific disclosures on accounting for fixed assets are already
required by Accounting Standard 1 on< Disclosure of Accounting Policies~”
and Accounting Standard 6 on Depreciation Accounting ~
17.2 Further disclosures thatgare, sometimes made in financial statements
include:
A. gross and net book values of fixed assets at the beginning and end
of an accountingyperiod showing additions, disposals, acquisitions
and othergmovements;

B. expendituregincurred on account of fixed assets in the course of
construction or acquisition; and
C. revalued ameunts substituted for historical costs of fixed assets, the

methad ‘adopted to compute the revalued amounts, the nature of
any indices used, the year of any appraisal made, and whether an
external valuer was involved, in case where fixed assets are stated
at revalued amounts.

Accounting Standard

18.

19.

20.

The items determined in accordance with the definition in paragraph 6.1
of this Statement should be included under fixed assets in financial
statements.

The gross book value of a fixed asset should be either historical cost or
a revaluation computed in accordance with this Standard. The method
of accounting for fixed assets included at historical cost is set out in
paragraphs 20 to 26; the method of accounting of revalued assets is set
out in paragraphs 27 to 32.

The cost of a fixed asset should comprise its purchase price and any
attributable cost of bringing the asset to its working condition for its
intended use. The cost of a fixed asset should comprise its purchase
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price and any attributable cost of bringing the asset to its working
condition for its intended use. Financing costs relating to deferred
credits or to borrowed funds attributable to construction or acquisition
of fixed assets for the period up to the completion of construction or
acquisition of fixed assets should also be included in the gross book
value of the asset to which they relate. However, the financing costs
(including interest) on fixed assets purchased on a deferred credit basis
or on monies borrowed for construction or acquisition of fixed assets
should not be capitalised to the extent that such costs relate to periods
after such assets are ready to be put to use.

The cost of a self-constructed fixed asset should comprise those costs
that relate directly to the specific asset and those that are attributable
to the construction activity in general and can be allocated to the
specific asset.

When a fixed asset is acquired in exchange or in part exchange for
another asset, the cost of the asset acquired should be recorded either
at fair market value or at the net book value),of the asset given up,
adjusted for any balancing payment or receipt of cash or other
consideration. For these purposes fair market valugymay be determined
by reference either to the asset given up or to the asset acquired,
whichever is more clearly evident. Fixed asset acquikred.in exchange for
shares or other securities in the enterprisesshould be recorded at its fair
market value, or the fair market“value “of the securities issued,
whichever is more clearly evident.

Subsequent expenditures related to an item of fixed asset should be
added to its book value only if they increase‘the future benefits from the
existing asset beyond its previously assessed standard of performance.
Material items retired from activefuseand held for disposal should be
stated at the lower of their net book value and net realisable value and
shown separately inthe financial statements.

Fixed asset should be eliminated “from the financial statements on
disposal or when no“further benefit is expected from its use and
disposal.

Losses arising fromf the fretirement or gains or losses arising from
disposal of fixed assetawhich' is carried at cost should be recognised in
the profit'and loss statement.

When a fixed asset is revalued in financial statements, an entire class of
assets should be kevalued, or the selection of assets for revaluation
should be made ona systematic basis. This basis should be disclosed.
The revaluation in financial statements of a class of assets should not
result in the net book value of that class being greater than the
recoverable amount of assets of that class.

When a fixed asset is revalued upwards, any accumulated depreciation
existing at the date of the revaluation should not be credited to the
profit and loss statement.

An increase in net book value arising on revaluation of fixed assets
should be credited directly to owners?” interests under the head of
revaluation reserve, except that, to the extent that such increase is
related to and not greater than a decrease arising on revaluation
previously recorded as a charge to the profit and loss statement, it may
be credited to the profit and loss statement. A decrease in net book
value arising on revaluation of fixed asset should be charged directly to
the profit and loss statement except that to the extent that such a
decrease is related to an increase which was previously recorded as a



31.

32.

33.

34.

35.

36.

37.

38.

Feedback : ishan_padia@yahoo.co.in
credit to revaluation reserve and which has not been subsequently
reversed or utilised, it may be charged directly to that account.

The provisions of paragraphs 23, 24 and 25 are also applicable to fixed
assets included in financial statements at a revaluation.

On disposal of a previously revalued item of fixed asset, the difference
between net disposal proceeds and the net book value should be
charged or credited to the profit and loss statement except that to the
extent that such a loss is related to an increase which was previously
recorded as a credit to revaluation reserve and which has not been
subsequently reversed or utilised, it may be charged directly to that
account.

Fixed assets acquired on hire purchase terms should be recorded at
their cash value, which, if not readily available, should be calculated by
assuming an appropriate rate of interest. They should be shown in the
balance sheet with an appropriate narration to indicate that the
enterprise does not have full ownership thereof.

In the case of fixed assets owned by the enterprise jointly with others,
the extent of the enterprise S share in such assets)and the proportion of
the original cost, accumulated depreciation and“written down value
should be stated in the balance sheet. Alternatively, the pro rata cost of
such jointly owned assets may be grouped togetherswith similar fully
owned assets with an appropriate discClesurerthereof.

Where several fixed assets are purchasedfor a consolidated price, the
consideration should be apportioned to the various assets on a fair basis
as determined by competent valuers.

Goodwill should be recorded in the books onlygwhen some consideration
in money or money 3 worth has beengpaid for It. Whenever a business is
acquired for a price (payable in cash or‘in shares or otherwise) which is
in excess of the value of the net assets/of the business taken over, the
excess should be termed as geedwilhz

The direct costs incurred in/developing the patents should be capitalized
and written off over theinplegal terim of validity or over their working life,
whichever is shorter.

Amount paid for know-how{or the plans, layout and designs of buildings
and/or design of the machinery should be capitalised under the relevant
asset heads; such as buildings, plants and machinery, etc. Depreciation
should be calculated on.the total cost of those assets, including the cost
of the know-how capitalised. Where the amount paid for know-how is a
composite sum in‘respect of both the manufacturing process as well as
plans, drawings and'designs for buildings, plant and machinery, etc., the
management should apportion such consideration into two parts on a
reasonable basis.

Disclosure

39.

The following information should be disclosed in the financial

statements:

A. gross and net book values of fixed assets at the beginning and end
of an accounting period showing additions, disposals, acquisitions
and other movements;

B. expenditure incurred on account of fixed assets in the course of
construction or acquisition; and
C. revalued amounts substituted for historical costs of fixed assets,

the method adopted to compute the revalued amounts, the nature
of indices used, the year of any appraisal made, and whether an
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Accounting Standard — 11,

The Effects of Changes in Foreign Exchange Rates

(issued in 1994; revised in 2003)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

Accounting Standard (AS) 11, The Effects of Changes in Foreign Exchange Rates
(revised 2003), issued by the Council of the Institute of Chartered Accountants of
India, comes into effect in respect of accounting periods commencing on or after 1-4-
2004 and is mandatory in nature from that date. The revised Standard supersedes
Accounting Standard (AS) 11, Accounting for the Effects of Changes in Foreign
Exchange Rates (1994), except that in respect of accountingyfor transactions in foreign
currencies entered into by the reporting enterprise itself or threugh its branches before
the date this Standard comes into effect, AS 11 (1994) will continue to be applicable.
The following is the text of the revised Accounting Standard.

Objective

An enterprise may carry on activities involving foreign exchange in two ways. It may
have transactions in foreign currencies or it may haveyforeign operations. In order to
include foreign currency transactions and foreign operations in the financial statements
of an enterprise, transactions must be expressed in, thesenterprise 3 reporting currency
and the financial statements of foreign g@perations must be translated into the
enterprise 3 reporting currency.

The principal issues in aceounting/ for foreign currency transactions and foreign
operations are to decide which exchange rate to use and how to recognise in the
financial statements the financial effect of changes in exchange rates.

Scope

1. This Statement should be/applied:
A. in accounting forn transactions in foreign currencies; and
B. in translating the financial statements of foreign operations.

2. This Statement also deals with accounting for foreign currency transactions in
the nature of forward exchange contracts.

3. This Statement does not specify the currency in which an enterprise presents its

financial statements. However, an enterprise normally uses the currency of the
country in which it is domiciled. If it uses a different currency, this Statement
requires disclosure of the reason for using that currency. This Statement also
requires disclosure of the reason for any change in the reporting currency.

4. This Statement does not deal with the restatement of an enterprise 3 financial
statements from its reporting currency into another currency for the convenience
of users accustomed to that currency or for similar purposes.

5. This Statement does not deal with the presentation in a cash flow statement of
cash flows arising from transactions in a foreign currency and the translation of
cash flows of a foreign operation (see AS 3, Cash Flow Statements).

6. This Statement does not deal with exchange differences arising from foreign
currency borrowings to the extent that they are regarded as an adjustment to
interest costs (see paragraph 4(e) of AS 16, Borrowing Costs).
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Definitions
7. The following terms are used in this Statement with the meanings
specified:

Average rate is the mean of the exchange rates in force during a period.

Closing rate is the exchange rate at the balance sheet date.

Exchange difference is the difference resulting from reporting the same
number of units of a foreign currency in the reporting currency at
different exchange rates.

Exchange rate is the ratio for exchange of two currencies.
Fair value is the amount for which an asset could be exchanged, or a
liability settled, between knowledgeable, willing parties in an arm3%

length transaction.

Foreign currency is a currency other than the reperting currency of an
enterprise.

Foreign operation is a subsidiary, associate, jointswenture or branch of
the reporting enterprise, the activities of which are based or conducted
in a country other than the country of the reporting enterprise.

Forward exchange contract means an agreement to exchange different
currencies at a forward rate.

Forward rate is the specified eXchange rate for exchange of two
currencies at a specified future date.

Integral foreign operation is a foreign operation, the activities of which
are an integral part of those of thelreporting enterprise.

Monetary_items are gmoney held and assets and liabilities to be received
or paid in{fixed or determinable amounts of money.

Net investment in a mon-integral foreign operation is the reporting
enterprise & share in the net assets of that operation.

Non-integral foreign operation is a foreign operation that is not an
integral foreign operation.

Non-monetary items are assets and liabilities other than monetary
items.

Reporting currency is the currency used in presenting the financial
statements.

Foreign Currency Transactions

Initial Recognition

8. A foreign currency transaction is a transaction which is denominated in or
requires settlement in a foreign currency, including transactions arising when an
enterprise either:
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A. buys or sells goods or services whose price is denominated in a foreign
currency;

B. borrows or lends funds when the amounts payable or receivable are
denominated in a foreign currency;

C. becomes a party to an unperformed forward exchange contract; or

D. otherwise acquires or disposes of assets, or incurs or settles liabilities,

denominated in a foreign currency.

A foreign currency transaction should be recorded, on initial recognition
in the reporting currency, by applying to the foreign currency amount
the exchange rate between the reporting currency and the foreign
currency at the date of the transaction.

For practical reasons, a rate that approximates the actual rate at the date of the
transaction is often used, for example, an average rate for a week or a month
might be used for all transactions in each foreign currency occurring during that
period. However, if exchange rates fluctuate significantly, the use of the
average rate for a period is unreliable.

Reporting at Subsequent Balance Sheet Dates

11.

12.

At each balance sheet date:

A. foreign currency monetary items should be reported using the
closing rate. However, in certain circumstanees, the closing rate
may not reflect with reasonable aceuracy the 'amount in reporting
currency that is likely to be realised from, or required to disburse,
a foreign currency monetary item*at the balance sheet date, e.g.,
where there are restrictions on remittances or where the closing
rate is unrealistic and it is not possible to effect an exchange of
currencies at that rate at the '‘balance sheet date. In such
circumstances, the relevant y/monetary item should be reported in
the reporting currency at the,amount which is likely to be realised
from, or required to disburse, such item at the balance sheet date;

B. non-monetary“items which are carried in terms of historical cost
denominated in a fereign currency should be reported using the
exchange rate at_the date of the transaction; and

C. non-meonetary items which are carried at fair value or other similar
valuation,denominated in a foreign currency should be reported
using the exchan@e rates that existed when the values were
determined.

Cash, receivables, and payables are examples of monetary items. Fixed assets,
inventories, and investments in equity shares are examples of non-monetary
items. The carrying amount of an item is determined in accordance with the
relevant Accounting Standards. For example, certain assets may be measured
at fair value or other similar valuation (e.g., net realisable value) or at historical
cost. Whether the carrying amount is determined based on fair value or other
similar valuation or at historical cost, the amounts so determined for foreign
currency items are then reported in the reporting currency in accordance with
this Statement. The contingent liability denominated in foreign currency at the
balance sheet date is disclosed by using the closing rate.

Recognition of Exchange Differences

13.

Exchange differences arising on the settlement of monetary items or on
reporting an enterprise 3 monetary items at rates different from those
at which they were initially recorded during the period, or reported in
previous financial statements, should be recognised as income or as
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expenses in the period in which they arise, with the exception of
exchange differences dealt with in accordance with paragraph 15.
An exchange difference results when there is a change in the exchange rate
between the transaction date and the date of settlement of any monetary items
arising from a foreign currency transaction. When the transaction is settled
within the same accounting period as that in which it occurred, allthe exchange
difference is recognised in that period. However, when the transaction is
settled in a subsequent accounting period, the exchange difference recognised in
each intervening period up to the period of settlement is determined by the
change in exchange rates during that period.

Net Investment in a Non-integral Foreign Operation

15.

16.

Exchange differences arising on a monetary item that, in substance,
forms part of an enterprise3 net investment in a non-integral foreign
operation should be accumulated in a foreign currency translation
reserve in the enterprise 3 financial statements until the disposal of the
net investment, at which time they should be recognized as income or
as expenses in accordance with paragraph 31.

An enterprise may have a monetary item that is receivahle from, or payable to,
a non-integral foreign operation. An item for which settlement is neither
planned nor likely to occur in the foreseeable futuregis, in substance, an
extension to, or deduction from, the enterprisé s net investment in that non
integral foreign operation. Such monetary “ftems may include longterm
receivables or loans but do not include tradereceivables or trade payables.

Financial Statements of Foreign Operations
Classification of Foreign Operations

17.

18.

19.

20.
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The method used to translate the financial/ statements of a foreign operation
depends on the wayhin which it_is {fihaneed and operates in relation to the
reporting enterprise. [Fonthis purpose, fareign operations are classified as either
“fntegral foreign operations?’or “hon-mtegral foreign operations”’

A foreign operation that is“integral to the operations of the reporting enterprise
carries onts businessgas if it were an extension of the reporting enterprise 3
operations. hFor examplegmsuch a foreign operation might only sell goods
imported from the reperting enterprise and remit the proceeds to the reporting
enterprise. In‘such cases, & change in the exchange rate between the reporting
currency and the currenecy in the country of foreign operation has an almost
immediate effect on |the reporting enterprise3 cash flow from operations.
Therefore, the change'in the exchange rate affects the individual monetary items
held by the foreign operation rather than the reporting enterprise3 net
investment in that operation.

In contrast, a non-integral foreign operation accumulates cash and other
monetary items, incurs expenses, generates income and perhaps arranges
borrowings, all substantially in its local currency. It may also enter into
transactions in foreign currencies, including transactions in the reporting
currency. When there is a change in the exchange rate between the reporting
currency and the local currency, there is little or no direct effect on the present
and future cash flows from operations of either the non-integral foreign
operation or the reporting enterprise. The change in the exchange rate affects
the reporting enterprise 3 net investment in the non-integral foreign operation
rather than the individual monetary and non-monetary items held by the non-
integral foreign operation.

The following are indications that a foreign operation is a non-integral foreign
operation rather than an integral foreign operation:
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A. while the reporting enterprise may control the foreign operation, the
activities of the foreign operation are carried out with a significant degree

of autonomy from those of the reporting enterprise;

B. transactions with the reporting enterprise are not a high proportion of the
foreign operation 3 activities;

C. the activities of the foreign operation are financed mainly from its own
operations or local borrowings rather than from the reporting enterprise;

D. costs of labour, material and other components of the foreign operation3

products or services are primarily paid or settled in the local currency
rather than in the reporting currency;

E. the foreign operation3 sales are mainly in currencies other than the
reporting currency;
F. cash flows of the reporting enterprise are insulated from the day-to-day

activities of the foreign operation rather than being directly affected by
the activities of the foreign operation;

G. sales prices for the foreign operation3 products are not primarily
responsive on a short-term basis to changesiin exchange rates but are
determined more by local competition or local'gavernment regulation; and

H. there is an active local sales market for the foreigh, operation 3 products,
although there also might be significant amounts of exports.

The appropriate classification for each opératiengcan, in principle, be established
from factual information related to the indicators listed above. In some cases,
the classification of a foreign operation as either a non-integral foreign operation
or an integral foreign operation of the reporting enterprise may not be clear, and
judgement is necessary to determine the appropriaté classification.

Integral Foreign Operations
21. The financial statements of an jintegral foreign operation should be

translated using the principlesgand procedures in paragraphs 8 to 16 as
if the transactions“af)the/ foreign operation had been those of the
reporting enterprise itself.

22. The individual items in _the financial statements of the foreign opemtion are
translated fas if all its transactions had been entered into by the reporting
enterprise litself. Thelfcost'and depreciation of tangible fixed assets is translated
using the exchange rate at the date of purchase of the asset or, if the asset is
carried at fair value, or other similar valuation, using the rate that existed on the
date of the valuationa, The cost of inventories is translated at the exchange rates
that existed when ‘those costs were incurred. The recoverable amount or
realisable value of an asset is translated using the exchange rate that existed
when the recoverable amount or net realizable value was determined. For
example, when the net realisable value of an item of inventory is determined in
a foreign currency, that value is translated using the exchange rate at the date
as at which the net realisable value is determined. The rate used is therefore
usually the closing rate. An adjustment may be required to reduce the carrying
amount of an asset in the financial statements of the reporting enterprise to its
recoverable amount or net realisable value even when no such adjustment is
necessary in the financial statements of the foreign operation. Alternatively, an
adjustment in the financial statements of the foreign operation may need to be
reversed in the financial statements of the reporting enterprise.

23. For practical reasons, a rate that approximates the actual rate at the date of the
transaction is often used, for example, an average rate for a week or a month
might be used for all transactions in each foreign currency occurring during that
period. However, if exchange rates fluctuate significantly, the use of the
average rate for a period is unreliable.
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Non-integral Foreign Operations

24.

25.

26.

27.

28.

29.

30.

In translating the financial statements of a non-integral foreign
operation for incorporation in its financial statements, the reporting
enterprise should use the following procedures:

A. the assets and liabilities, both monetary and non-monetary, of the
non-integral foreign operation should be translated at the closing
rate;

B. income and expense items of the non-integral foreign operation

should be translated at exchange rates at the dates of the
transactions; and

C. all resulting exchange differences should be accumulated in a
foreign currency translation reserve until the disposal of the net
investment.

For practical reasons, a rate that approximates the actual exchange rates, for
example an average rate for the period, is often used to translate income and
expense items of a foreign operation.

The translation of the financial statements of a nomintegral foreign operation
results in the recognition of exchange differences arisingy,from:

A. translating income and expense items at the exchange rates at the dates
of transactions and assets and liabilities at the closing rate;
B. translating the opening net investment in the non-integral foreign

operation at an exchange rate differéntsfrom that at'which it was

previously reported; and
C. other changes to equity in the non-integral foreign operation.
These exchange differences are not recognisedyas income or expenses for the
period because the changes in the exchange ratesthave little or no direct effect
on the present and future cash flows frem oeperations of either the non-integral
foreign operation or the reporting eénterprise. When a non-integral foreign
operation is consolidated but is nat wholly owned, accumulated exchange
differences arising from translation, andgattributable to minority interests are
allocated to, and reported as /part of, the minority interest in the consolidated
balance sheet.
Any goodwill or capital _reserve arising on the acquisition of a nonintegral
foreign opexation is translatediat the closing rate in accordance with paragraph
24.
A contingentliability, disclosed in the financial statements of a non-integral
foreign operationis translated at the closing rate for its disclosure in the
financial statements of the reporting enterprise.
The incorporation of‘the financial statements of a non-integral foreign operation
in those of the reporting enterprise follows normal consolidation procedures,
such as the elimination of intra-group balances and intra-group transactions of a
subsidiary (see AS 21, Consolidated Financial Statements, and AS 27, Financial
Reporting of Interests in Joint Ventures). However, an exchange difference
arising on an intra-group monetary item, whether short-term or long-term,
cannot be eliminated against a corresponding amount arising on other intra-
group balances because the monetary item represents a commitment to convert
one currency into another and exposes the reporting enterprise to a gain or loss
through currency fluctuations. Accordingly, in the consolidated financial
statements of the reporting enterprise, such an exchange difference continues to
be recognised as income or an expense or, if it arises from the circumstances
described in paragraph 15, it is accumulated in a foreign currency translation
reserve until the disposal of the net investment.
When the financial statements of a non-integral foreign operation are drawn up
to a different reporting date from that of the reporting enterprise, the non-
integral foreign operation often prepares, for purposes of incorporation in the
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financial statements of the reporting enterprise, statements as at the same date
as the reporting enterprise. When it is impracticable to do this, AS 21,
Consolidated Financial Statements, allows the use of financial statements drawn
up to a different reporting date provided that the difference is no greater than
six months and adjustments are made for the effects of any significant
transactions or other events that occur between the different reporting dates. In
such a case, the assets and liabilities of the non-integral foreign operation are
translated at the exchange rate at the balance sheet date of the non-integral
foreign operation and adjustments are made when appropriate for significant
movements in exchange rates up to the balance sheet date of the reporting
enterprises in accordance with AS 21. The same approach is used in applying
the equity method to associates and in applying proportionate consolidation to
joint ventures in accordance with AS 23, Accounting for Investments in
Associates in Consolidated Financial Statements and AS 27, Finarcial Reporting
of Interests in Joint Ventures.

Disposal of a Non-integral Foreign Operation

31. On the disposal of a non-integral foreign operation, the cumulative
amount of the exchange differences which have been deferred and
which relate to that operation should be recognisedjyas income or as
expenses in the same period in which the gain_orgleoss on disposal is
recognised.

32. An enterprise may dispose of its interest tna non-integral foreign operation
through sale, liquidation, repayment of sharejcapita, or abandonment of all, or
part of, that operation. The payment of a dividend forms part of a disposal only
when it constitutes a return of the investment. In the case of a partial disposal,
only the proportionate share of the relatéd accumulated exchange differences is
included in the gain or loss. A writef'downaf the carrying amount of a non
integral foreign operation does not constitute a partial disposal. Accordingly, no
part of the deferred fforeign exchange gainm or loss is recognised at the time of a
write-down.

Change in the Classification of a Foreign Operation

33. When there is a change in the classification of a foreign operation, the
translation proceduresfapplicable to the revised classification should be
applied from‘the date of the change in the classification.

34. The consistency" principlef requires that foreign operation once classified as
integral or non-integral is continued to be so classified. However, a change in
the way in which a fareign operation is financed and operates in relaion to the
reporting enterprise may lead to a change in the classification of that foreign
operation. When a foreign operation that is integral to the operations of the
reporting enterprise is reclassified as a non-integral foreign operation, exchange
differences arising on the translation of non-monetary assets at the date of the
reclassification are accumulated in a foreign currency translation reserve. When
a non-integral foreign operation is reclassified as an integral foreign operation,
the translated amounts for non-monetary items at the date of the change are
treated as the historical cost for those items in the period of change and
subsequent periods. Exchange differences which have been deferred are not
recognised as income or expenses until the disposal of the operation.

All Changes in Foreign Exchange Rates

Tax Effects of Exchange Differences
35. Gains and losses on foreign currency transactions and exchange differences
arising on the translation of the financial statements of foreign operatiors may
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have associated tax effects which are accounted for in accordance with AS 22,
Accounting for Taxes on Income.

Forward Exchange Contracts

36.

37.

38.

39.

An enterprise may enter into a forward exchange contract or another
financial instrument that is in substance a forward exchange contract,
which is not intended for trading or speculation purposes, to establish
the amount of the reporting currency required or available at the
settlement date of a transaction. The premium or discount arising at the
inception of such a forward exchange contract should be amortised as
expense or income over the life of the contract. Exchange differences
on such a contract should be recognised in the statement of profit and
loss in the reporting period in which the exchange rates change. Any
profit or loss arising on cancellation or renewal of such a forward
exchange contract should be recognized as income or as expense for the
period.

The risks associated with changes in exchange rates may be mitigated by
entering into forward exchange contracts. Any premitum, or discount arising at
the inception of a forward exchange contract is accounted, for separately from
the exchange differences on the forward exchange contracty The premium or
discount that arises on entering into the,contract isgmeasured by the difference
between the exchange rate at the date aof the inception of the forward exchange
contract and the forward rate specified in theycontract. Exchange difference on a
forward exchange contract is the difference“between (a) the foreign currency
amount of the contract translated at the exchange rate at the reporting date, or
the settlement date where the transactiondis settled during the reporting period,
and (b) the same foreign currency amount translated at the latter of the date of
inception of the forward exchange contract and“the last reporting date.

A gain or loss on a,forward exchamnge «contract to which paragraph 36
does not apply should, be computed by multiplying the foreign currency
amount of the forward exchange contract by the difference between the
forward rate available at the reporting date for the remaining maturity
of the contract and the contracted forward rate (or the forward rate last
used to measure a gain_er 1oss on that contract for an earlier period).
The gain or loess so cemputed should be recognised in the statement of
profit and loss for the period. The premium or discount on the forward
exchange contract,is not recognised separately.

In recording a forward exchange contract intended for trading or speculation
purposes, the premium or discount on the contract is ignored and at each
balance sheet date, the value of the contract is marked to its current market
value and the gain or loss on the contract is recognised.

Disclosure

40.

41.
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An enterprise should disclose:

A. the amount of exchange differences included in the net profit or
loss for the period; and

B. net exchange differences accumulated in foreign currency
translation reserve as a separate component of shareholders~”
funds, and a reconciliation of the amount of such exchange
differences at the beginning and end of the period.

When the reporting currency is different from the currency of the

country in which the enterprise is domiciled, the reason for using a

different currency should be disclosed. The reason for any change in the

reporting currency should also be disclosed.
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42. When there is a change in the classification of a significant foreign
operation, an enterprise should disclose:

A. the nature of the change in classification;

B. the reason for the change;

C. the impact of the change in classification on shareholders ”funds;
and

D. the impact on net profit or loss for each prior period presented had

the change in classification occurred at the beginning of the
earliest period presented.

43. The effect on foreign currency monetary items or on the financial
statements of a foreign operation of a change in exchange rates
occurring after the balance sheet date is disclosed in accordance with
AS 4, Contingencies and Events Occurring After the Balance Sheet Date.

44. Disclosure is also encouraged of an enterprise3 foreign currency risk
management policy.

Transitional Provisions

45. On the first time application of this Statement, “if,a foreign branch is
classified as a non-integral foreign operation in aceordance with the
requirements of this Statement, the accounting treatment prescribed in
paragraphs 33 and 34 of the Statement in_krespect of change in the
classification of a foreign operation should be applied.
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Accounting Standard - 12,

Accounting for Government Grants
(issued in 1991)

(This Accounting Standard includes paragraphs 13-23 set in bold italic type and
paragraphs 1-12 set in plain type, which have equal authority. Paragraphs in bold
italic type indicate the main principles. This Accounting Standard should be read in
the context of the Preface to the Statements of Accounting Standards.)

The following is the text of the Accounting Standard (AS) 12 issued by the Council of
the Institute of Chartered Accountants of India on Accounting for Government Grants 7

The Standard comes into effect in respect of accounting periods commencing on or
after 1.4.1992 and will be recommendatory in nature for an initial period of two years.
Accordingly, the Guidance Note on Accounting for Capital|Based Grants ”issued by the
Institute in 1981 shall stand withdrawn from this date. ' This, Standard will become
mandatory in respect of accounts for periods commencing on orafter 1.4.1994.

Introduction
1. This Statement deals with accounting for government grants. Government
grants are sometimes called by other names such as subsidies, cash incentives,
duty drawbacks, etc.
2. This Statement does not deal with:
A. the special problems arising in_@aceounting. for government grants in
financial statements reflecting/the“effects of changing prices or in
supplementary information of a/Similar/nature;

B. government asSistance other thamingdhe form of government grants;
C. government participation in the ownership of the enterprise.
Definitions
3. The following term§& are, used in this Statement with the meanings
specified:

Government “refers' to government, government agencies and similar
bodies whether local, mational or international.

Government grantsiare assistance by government in cash or kind to an
enterprise for past or future compliance with certain conditions. They
exclude those forms of government assistance which cannot reasonably
have a value placed upon them and transactions with government which
cannot be distinguished from the normal trading transactions of the
enterprise.

Explanation

4. The receipt of government grants by an enterprise is significant for preparation
of the financial statements for two reasons. Firstly, if a government grant has
been received, an appropriate method of accounting there for is necessary.
Secondly, it is desirable to give an indication of the extent to which the
enterprise has benefited from such grant during the reporting period. This
facilitates comparison of an enterprise 3 financial statements with those of prior
periods and with those of other enterprises.
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Accounting Treatment of Government Grants

5. Capital Approach versus Income Approach

51

Two broad approaches may be followed for the accounting treatment of
government grants: the tapital approach? under which a grant is treated
as part of shareholders "funds, and the fncome approach? under which a
grant is taken to income over one or more periods.

5.2 Those in support of the tapital approach *argue as follows:

A. Many government grants are in the nature of promoters~
contribution, i.e., they are given with reference to the total
investment in an undertaking or by way of contribution towards its
total capital outlay and no repayment is ordinarily expected in the
case of such grants. These should, therefore, be credited directly
to shareholders *funds.

B. It is inappropriate to recognise government grants in the profit and
loss statement, since they are not earned but represent an
incentive provided by government without related costs.

5.3 arguments in support of the fnhcome approach Tare as follows:

A. Government grants are rarely gratuitous:, The enterprise earns
them through compliance with their conditiens and meeting the
envisaged obligations. They should therefore“be taken to income
and matched with the assaociated costs whichgthe grant is intended
to compensate.

B. As income tax and other taxes are charges against income, it is
logical to deal also with government grants, which are an extension
of fiscal policies, in the profit and l@ss statement.

C. In case grants are credited to, shareholders *funds, no correlation is
done between the accountingptreatment of the grant and the
accounting treatment of the expenditure to which the grant relates.

5.4 It is generally considered appropriate that accounting for government
grant should be based ongthe,nature of the relevant grant. Grants which
have the characteristics/similar\to those of promoters ”contribution should
be treated as part of shareholders funds. Income approach may be more
appropriate in the case of other grants.

5.5 It isifundamental”to the fncome approach”that government grants be
recognised in the_profit and loss statement on a systematic and rational
basis oven, the (periods necessary to match them with the related costs.
Income recognitiopgdf government grants on a receipts basis is not in
accordance “with the accrual accounting assumption (see Accounting
Standard (AS)"1, Disclosure of Accounting Policies).

5.6 In most cases, the periods over which an enterprise recognises the costs
or expenses related to a government grant are readily ascertainable and
thus grants in recognition of specific expenses are taken to income in the
same period as the relevant expenses.

6. Recognition of Government Grants

6.1 Government grants available to the enterprise are considered for inclusion
in accounts:

A. where there is reasonable assurance that the enterprise will comply
with the conditions attached to them; and

B. where such benefits have been earned by the enterprise and it is
reasonably certain that the ultimate collection will be made.

Mere receipt of a grant is not necessarily a conclusive evidence that

conditions attaching to the grant have been or will be fulfilled.

6.2 An appropriate amount in respect of such earned benefits, estimated on a

prudent basis, is credited to income for the year even though the actual
69
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6.3

6.4

6.5
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amount of such benefits may be finally settled and received after the end
of the relevant accounting period.

A contingency related to a government grant, arising after the grant has
been recognised, is treated in accordance with Accounting Standard (AS)
4, Contingencies and Events Occurring After the Balance Sheet Date.

In certain circumstances, a government grant is awarded for the purpose
of giving immediate financial support to an enterprise rather than as an
incentive to undertake specific expenditure. Such grants may be confined
to an individual enterprise and may not be available to a whole class of
enterprises. These circumstances may warrant taking the grant to income
in the period in which the enterprise qualifies to receive it as an
extraordinary item if appropriate (see Accounting Standard (AS) 5, Prior
Period and Extraordinary Items and Changes in Accounting Policies).
Government grants may become receivable by an enterprise as
compensation for expenses or losses incurred in a previous accounting
period. Such a grant is recognised in the income statement of the period
in which it becomes receivable, as an extraokdinary item if appropriate
(see Accounting Standard (AS) 5, Prior Period 'and Extraordinary ltems
and Changes in Accounting Policies).

Non-monetary Government Grants

Government grants may take the form of nonEmonetary assets, such as land or
other resources, given at concessional rates. “In"these circumstances, it is usual
to account for such assets at their acquisitionicost. Non-monetary assets given
free of cost are recorded at a nominal value.

Presentation of Grants Related to Specific Fixed Assets

8.1

8.2

8.3

8.4

Grants relatedgto specific fixed, assets are government grants whose
primary condition, is that an“enterprise qualifying for them should
purchase, constructyor /otherwise acquire such assets. Other conditions
may also be attached xestricting the type or location of the assets or the
periods during whieh they, are to be acquired or held.

Two! methods of presentation in financial statements of grants (or the
appropriate portiens of grants) related to specific fixed assets are
regarded as acceptable alternatives.

Under one method§ the grant is shown as a deduction from the gross
value of the“asset concerned in arriving at its book value. The grant is
thus recognised in the profit and loss statement over the useful life of a
depreciable asset by way of a reduced depreciation charge. Where the
grant equals the whole, or virtually the whole, of the cost of the asset, the
asset is shown in the balance sheet at a nominal value.

Under the other method, grants related to depreciable assets are treated
as deferred income which is recognised in the profit and loss statement on
a systematic and rational basis over the useful life of the asset. Such
allocation to income is usually made over the periods and in the
proportions in which depreciation on related assets is charged. Grants
related to non-depreciable assets are credited to capital reserve under this
method, as there is usually no charge to income in respect of such assets.
However, if a grant related to a non-depreciable asset requires the
fulfillment of certain obligations, the grant is credited to income over the
same period over which the cost of meeting such obligations is charged to
income. The deferred income is suitably disclosed in the balance sheet
pending its apportionment to profit and loss account. For example, in the
case of a company, it is shown after Reserves and Surplus”but before
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Secured Loans”with a suitable description, e.g., Deferred government
grants?

8.5 The purchase of assets and the receipt of related grants can cause major
movements in the cash flow of an enterprise. For this reason and in order
to show the gross investment in assets, such movements are often
disclosed as separate items in the statement of changes in financial
position regardless of whether or not the grant is deducted from the
related asset for the purpose of balance sheet presentation.

o. Presentation of Grants Related to Revenue

9.1 Grants related to revenue are sometimes presented as a credit in the
profit and loss statement, either separately or under a general heading
such as Other Income? Alternatively, they are deducted in reporting the
related expense.

9.2  Supporters of the first method claim that it is inappropriate to net income
and expense items and that separation of the grant from the expense
facilitates comparison with other expenses not,affected by a grant. For
the second method, it is argued that the expense might well not have
been incurred by the enterprise if the grant had“net been available and
presentation of the expense without offsetting the grant may therefore be
misleading.

10. Presentation of Grants of the nature of Promoters “contribution
Where the government grants are of the nature of promoters ”contribution, i.e.,
they are given with reference to the total investment in an undertaking or by
way of contribution towards its total eapital “outlay (for example, central
investment subsidy scheme) and no repayment. s ordinarily expected in respect
thereof, the grants are treated as/ capitalreserve which can be neither
distributed as dividend nor considered as deferred income.

11. Refund of Government Grants

11.1 Government grantsi sometimes become refundable because certain
conditions are notgfulfilled. A government grant that becomes refundable
is treated as anfextraerdimary item (see Accounting Standard (AS) 5, Prior
Perigd and Extraerdinary Items and Changes in Accounting Policies).

11.2 The amount refundable in respect of a government grant related to
revenue istapplied[first against any unamortised deferred credit remaining
in respect of‘the grant. To the extent that the amount refundable exceeds
any such deferred credit, or where no deferred credit exists, the amount is
charged immediately to profit and loss statement.

11.3 The amount refundable in respect of a government grant related to a
specific fixed asset is recorded by increasing the book value of the asset
or by reducing the capital reserve or the deferred income balance, as
appropriate, by the amount refundable. In the first alternative, i.e.,
where the book value of the asset is increased, depreciation on the
revised book value is provided prospectively over the residual useful life of
the asset.

11.4 Where a grant which is in the nature of promoters ”contribution becomes
refundable, in part or in full, to the government on non-fulfillment of some
specified conditions, the relevant amount recoverable by the government
is reduced from the capital reserve.

Disclosure
12. The following disclosures are appropriate:
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12.1 the accounting policy adopted for government grants, including the
methods of presentation in the financial statements;
12.2 the nature and extent of government grants recognised in the financial
statements, including grants of non-monetary assets given at a
concessional rate or free of cost.

Accounting Standard

13.

14.

15.

16.

17.

18.

19.

20.

21.

72

Government grants should not be recognised until there is reasonable
assurance that (i) the enterprise will comply with the conditions
attached to them, and (ii) the grants will be received.

Government grants related to specific fixed assets should be presented
in the balance sheet by showing the grant as a deduction from the gross
value of the assets concerned in arriving at their book value. Where the
grant related to a specific fixed asset equals the whole, or virtually the
whole, of the cost of the asset, the asset should be shown in the balance
sheet at a nominal value. Alternatively, goveknment grants related to
depreciable fixed assets may be treated as deferred income which
should be recognised in the profit and loss statement on a systematic
and rational basis over the useful life of the asset, i.e., such grants
should be allocated to income over the periods and in‘“the proportions in
which depreciation on those assetsyis chargedmGrants related to non-
depreciable assets should be credited to capital reserve under this
method. However, if a grant related to'a non-depreciable asset requires
the fulfillment of certain obligations, the,grant should be credited to
income over the same period over whichythe cost of meeting such
obligations is charged to income. The deferred income balance should
be separately disclosed in the finangial statements.

Government grants related to revenue “should be recognised on a
systematic basis in, the profit and loss statement over the periods
necessary to match them with the related costs which they are intended
to compensate. Suchigrants should either be shown separately under
‘Dther income "or deducted'in reporting the related expense.
Government grants offthe nature of promoters ~contribution should be
credited to eapital reserve and treated as a part of shareholders "funds.
Government grantsin the form of non-monetary assets, given at a
concessional“rate, should be accounted for on the basis of their
acquisition cost. iln case a non-monetary asset is given free of cost, it
should be recorded at a nominal value.

Government grantsithat are receivable as compensation for expenses or
losses incurred in a previous accounting period or for the purpose of
giving immediate financial support to the enterprise with no further
related costs, should be recognised and disclosed in the profit and loss
statement of the period in which they are receivable, as an
extraordinary item if appropriate (see Accounting Standard (AS) 5, Prior
Period and Extraordinary Items and Changes in Accounting Policies).

A contingency related to a government grant, arising after the grant has
been recognised, should be treated in accordance with Accounting
Standard (AS) 4, Contingencies and Events Occurring After the Balance
Sheet Date.

Government grants that become refundable should be accounted for as
an extraordinary item (see Accounting Standard (AS) 5, Prior Period and
Extraordinary lItems and Changes in Accounting Policies).

The amount refundable in respect of a grant related to revenue should
be applied first against any unamortised deferred credit remaining in
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respect of the grant. To the extent that the amount refundable exceeds
any such deferred credit, or where no deferred credit exists, the amount
should be charged to profit and loss statement. The amount refundable
in respect of a grant related to a specific fixed asset should be recorded
by increasing the book value of the asset or by reducing the capital
reserve or the deferred income balance, as appropriate, by the amount
refundable. In the first alternative, i.e., where the book value of the
asset is increased, depreciation on the revised book value should be
provided prospectively over the residual useful life of the asset.
Government grants in the nature of promoters “contribution that become
refundable should be reduced from the capital reserve.

Disclosure

23.

The following should be disclosed:

A. the accounting policy adopted for government grants, including
the methods of presentation in the financial statements;

B. the nature and extent of government grants recognised in the
financial statements, including grants of “non-monetary assets
given at a concessional rate or free of cost.
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Accounting Standard - 13,

Accounting for Investments
(issued in 1993)

(This Accounting Standard includes paragraphs 26-35 set in bold italic type and
paragraphs 1-25 set in plain type, which have equal authority. Paragraphs in bold
italic type indicate the main principles. This Accounting Standard should be read in
the context of the Preface to the Statements of Accounting Standards.)

The following is the text of Accounting Standard (AS) 13, Accounting for Investments?
issued by the Council of the Institute of Chartered Accountants of India.

Introduction

1. This Statement deals with accounting for investments,in the financial statements
of enterprises and related disclosure requirements.

2. This Statement does not deal with:
A. the bases for recognition of interest, dividends andy rentals earned on

investments which are covered by Accounting Standard 9 on Revenue
Recognition;

B. operating or finance leases;

C. investments of retirement benefit plans and life insurance enterprises;
and

D. mutual funds and venture capital funds and/or the related asset

management companies, banks @ndypublic financial institutions formed
under a Central or State Government Act or so declared under the
Companies Act, 1956.

Definitions
3. The following terms arejused in this Statement with the meanings
assignhed:

Investments are assets held by an enterprise for earning income by way
of dividends, ‘interest, and rentals, for capital appreciation, or for other
benefits to thetinvesting enterprise. Assets held as stock-in-trade are
not

investments

Current investment is an investment that is by its nature readily
realisable and is intended to be held for not more than one year from
the date on which such investment is made.

Long term investment is an investment other than a current investment.

Investment property is an investment in land or buildings that are not
intended to be occupied substantially for use by, or in the operations of,
the investing enterprise.

Fair value is the amount for which an asset could be exchanged between
a knowledgeable, willing buyer and a knowledgeable, willing seller in an
arm 3 length transaction. Under appropriate circumstances, market
value or net realisable value provides an evidence of fair value.
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Market value is the amount obtainable from the sale of an investment in
an open market, net of expenses necessarily to be incurred on or before
disposal.

Explanation
Forms of Investments

4.

Enterprises hold investments for diverse reasons. For some enterprises,
investment activity is a significant element of operations, and assessment of the
performance of the enterprise may largely, or solely, depend on the reported
results of this activity.

Some investments have no physical existence and are represented merely by
certificates or similar documents (e.g., shares) while others exist in a physical
form (e.g., buildings). The nature of an investment may be that of a debt, other
than a short or long term loan or a trade debt, representing a monetary amount
owing to the holder and usually bearing interest; alternatively, it may be a stake
in the results and net assets of an enterprise suchypas an equity share. Most
investments represent financial rights, but some aretangible, such as certain
investments in land or buildings.

For some investments, an active market exists from whichya market value can
be established. For such investments, market value generally, provides the best
evidence of fair value. For other investments, anjactiVe market does not exist
and other means are used to determine fair value.

Classification of Investments

7.

Enterprises present financial statements that classify fixed assets, investments
and current assets into separate categories: Investments are classified as long
term investments and current investments. Current investments are in the
nature of current assets, although the'common practice may be to include them
in investments.

Investments other {than, current investments are classified as long term
investments, even though they may be readily marketable.

Cost of Investments

9.

10.

11.

12.

The cost of an investmentfincludes acquisition charges such as brokerage, fees
and duties.

If an investment IS, acquired, or partly acquired, by the issue of shares or other
securities, the acquisition“cost is the fair value of the securities issued (which, in
appropriate cases, may be indicated by the issue price as determined by
statutory authorities)." The fair value may not necessarily be equal to the
nominal or par value of the securities issued.

If an investment is acquired in exchange, or part exchange, for another asset,
the acquisition cost of the investment is determined by reference to the fair
value of the asset given up. It may be appropriate to consider the fair value of
the investment acquired if it is more clearly evident.

Interest, dividends and rentals receivables in connection with an investment are
generally regarded as income, being the return on the investment. However, in
some circumstances, such inflows represent a recovery of cost and do not form
part of income. For example, when unpaid interest has accrued before the
acquisition of an interest-bearing investment and is therefore included in the
price paid for the investment, the subsequent receipt of interest is allocated
between pre-acquisition and post-acquisition periods; the pre-acquisition portion
is deducted from cost. When dividends on equity are declared from pre-
acquisition profits, a similar treatment may apply. If it is difficult to make such
an allocation except on an arbitrary basis, the cost of investment is normally
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reduced by dividends receivable only if they clearly represent a recovery of a
part of the cost.
When right shares offered are subscribed for, the cost of the right shares is
added to the carrying amount of the original holding. If rights are not
subscribed for but are sold in the market, the sale proceeds are taken to the
profit and loss statement. However, where the investments are acquired on
cum-right basis and the market value of investments immediately after their
becoming ex-right is lower than the cost for which they were acquired, it may be
appropriate to apply the sale proceeds of rights to reduce the carrying amount of
such investments to the market value.

Carrving Amount of Investments

Current Investments

14.

15.

16.

The carrying amount for current investments is the lower of cost and fair value.
In respect of investments for which an active market exists, market value
generally provides the best evidence of fair value, The valuation of current
investments at lower of cost and fair value provides a prudent method of
determining the carrying amount to be stated in the'balance sheet.

Valuation of current investments on overall (or global) "Basis is not considered
appropriate. Sometimes, the concern of an enterprise may be,with the value of a
category of related current investments and not with_eaehgindividual investment,
and accordingly the investments may be carried at the“lower of cost and fair
value computed category wise (i.e. equity ‘shares, preference shares, convertible
debentures, etc.). However, the more prudent and appropriate method is to
carry investments individually at the lower of cost and fair value.

For current investments, any reduction to, fair value and any reversals of such
reductions are included in the profit anddoss statement.

Long-term Investments

17.

18.

19.

Long-term investmentshare usuallyearried at cost. However, when there is a
decline, other than temperany, in“the value of a long term investment, the
carrying amount is reduced to recognise the decline. Indicators of the value of
an investment are obtained by reference to its market value, the investee3
assets and results and'the_expected cash flows from the investment. The type
and extent of the investors stake in the investee are also taken into account.
Restrictions on distributions/by the investee or on disposal by the investor may
affect the value attributedfto the investment.

Long-term investments are usually of individual importance to the investing
enterprise. The carrying amount of long-term investments is therefore
determined on an individual investment basis.

Where there is a decline, other than temporary, in the carrying amounts of long
term investments, the resultant reduction in the carrying amount is charged to
the profit and loss statement. The reduction in carrying amount is reversed
when there is a rise in the value of the investment, or if the reasons for the
reduction no longer exist.

Investment Properties

20.

76

The cost of any shares in a co-operative society or a company, the holding of
which is directly related to the right to hold the investment property, is added to
the carrying amount of the investment property.
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Disposal of Investments
21. On disposal of an investment, the difference between the carrying amount and

the disposal proceeds, net of expenses, is recognised in the profit and loss
statement.

22. When disposing of a part of the holding of an individual investment, the carrying
amount to be allocated to that part is to be determined on the basis of the
average carrying amount of the total holding of the investment.

Reclassification of Investments

23. Where long-term investments are reclassified as current investments, transfers
are made at the lower of cost and carrying amount at the date of transfer.

24. Where investments are reclassified from current to long-term, transfers are
made at the lower of cost and fair value at the date of transfer.

Disclosure
25. The following disclosures in financial statements ingrelation to investments are
appropriate:—

A. the accounting policies for the determinationtef carrying amount of
investments;

B. the amounts included in profit and loss statement for:
a. interest, dividends (showing,separatelygdividends from subsidiary

companies), and rentals on investments showing separately such
income from long term and “current investments. Gross income
should be stated, the amount ‘@fiincome tax deducted at source
being included under Advance Taxes\Paid;

b. profits and losses on disposal, of current investments and changes
in carrying amount of suchdnvestments;
C. profits and losses on dispgsal of loeng term investments and changes
in the cakrying amount of such investments;
C. significant restrietions gon ‘the  right of ownership, realisability of
investments or the remittance of income and proceeds of disposal;
D. the aggregate amount'of quoted and unquoted investments, giving the
aggregate marketwalue ef quoted investments;
E. other disclosures as specifically required by the relevant statute governing

the enterprise.

Accounting Standard

Classification of Investments

26. An enterprise should disclose current investments and long term
investments distinctly in its financial statements.

27. Further classification of current and long-term investments should be as
specified in the statute governing the enterprise. In the absence of a
statutory requirement, such further classification should disclose, where
applicable, investments in:

Government or Trust securities

Shares, debentures or bonds

Investment properties

Others—specifying nature.

Cow>

Cost of Investments

28. The cost of an investment should include acquisition charges such as
brokerage, fees and duties.

29. If an investment is acquired, or partly acquired, by the issue of shares
or other securities, the acquisition cost should be the fair value of the
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securities issued (which in appropriate cases may be indicated by the
issue price as determined by statutory authorities). The fair value may
not necessarily be equal to the nominal or par value of the securities
issued. If an investment is acquired in exchange for another asset, the
acquisition cost of the investment should be determined by reference to
the fair value of the asset given up. Alternatively, the acquisition cost of
the investment may be determined with reference to the fair value of
the investment acquired if it is more clearly evident.

Investment Properties
30. An enterprise holding investment properties should account for them as
long term investments.

Carrving Amount of Investments

31. Investments classified as current investments should be carried in the
financial statements at the lower of cost and fair value determined
either on an individual investment basis or by eategory of investment,
but not on an overall (or global) basis.

32. Investments classified as long term investments should be carried in the
financial statements at cost. However, provision for diminution shall be
made to recognise a decline, other than temporaryi'in the value of the
investments, such reduction being determined “and made for each
investment individually.

Changes in Carrying Amounts of Investments

33. Any reduction in the carrying amount and any reversals of such
reductions should be charged orx ‘credited to the profit and loss
statement.

Disposal of Investments
34. On disposal of an investment,“the difference between the carrying

amount and net disposal proceeds should be charged or credited to the
profit and_loss statement.

Disclosure
35. The following hinformation should be disclosed in the financial

statements:

A. the accounting policies for determination of carrying amount of
investments;

B. classification of investments as specified in paragraphs 26 and 27
above;

C. the amounts included in profit and loss statement for:
a. interest, dividends (showing separately dividends from

subsidiary companies), and rentals on investments showing
separately such income from Ilong term and current
investments. Gross income should be stated, the amount of
income tax deducted at source being included under
Advance Taxes Paid; (ii) profits and losses on disposal of
current investments and changes in the carrying amount of
such investments; and

b. profits and losses on disposal of long term investments and
changes in the carrying amount of such investments;
D. significant restrictions on the right of ownership, realisability of

investments or the remittance of income and proceeds of disposal;
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E. the aggregate amount of quoted and unquoted investments, giving
the aggregate market value of quoted investments;
F. other disclosures as specifically required by the relevant statute

governing the enterprise.

Effective Date

36. This Accounting Standard comes into effect for financial statements
covering periods commencing on or after April 1, 1995.
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Accounting Standard - 14,

Accounting for Amalgamations
(issued in 1994)

(This Accounting Standard includes paragraphs 28-46 set in bold italic type and
paragraphs 1-27 set in plain type, which have equal authority. Paragraphs in bold
italic type indicate the main principles. This Accounting Standard should be read in
the context of the Preface to the Statements of Accounting Standards.)

The following is the text of Accounting Standard (AS) 14, #Accounting for
Amalgamations’ issued by the Council of the Institute of Chartered Accountants of
India.

This standard will come into effect in respect of accounting periods commencing on or
after 1.4.1995 and will be mandatory in nature. The Guidane® Note on Accounting
Treatment of Reserves in Amalgamations issued by the "Institute in 1983 will stand
withdrawn from the aforesaid date.

Introduction

1. This statement deals with accounting for amalgamations and the treatment of
any resultant goodwill or reserves. This“statement is directed principally to
companies although some of its requirementsialso apply to financial statements
of other enterprises.

2. This statement does not deal with cases offacquisitions which arise when there is
a purchase by one company (referred té as‘theéracquiring company) of the whole
or part of the shares, or the whole or part/of the assets, of another company
(referred to as the acgquired company) in,consideration for payment in cash or by
issue of shares or other securitiés in the‘acquiring company or partly in one form
and partly in the other.“The distinguishing feature of an acquisition is that the
acquired company is not disselved and its separate entity continues to exist.

Definitions

3. The following sterms "are used in this statement with the meanings
specified:
A. Amalgamation means an amalgamation pursuant to the provisions

of the Companies Act, 1956 or any other statute which may be
applicable to companies.

B. Transferor company means the company which is amalgamated
into another company.

C. Transferee company means the company into which a transferor
company is amalgamated.

D. Reserve means the portion of earnings, receipts or other surplus

of an enterprise (whether capital or revenue) appropriated by the
management for a general or a specific purpose other than a
provision for depreciation or diminution in the value of assets or
for a known liability.

E. Amalgamation in the nature of merger is an amalgamation which
satisfies all the following conditions.
a. All the assets and liabilities of the transferor company

become, after amalgamation, the assets and liabilities of
the transferee company.

80



Feedback : ishan_padia@yahoo.co.in

b. Shareholders holding not less than 90%c0f the face value of
the equity shares of the transferor company (other than
the equity shares already held therein, immediately before
the amalgamation, by the transferee company or its
subsidiaries or their nominees) become equity
shareholders of the transferee company by virtue of the
amalgamation.

C. The consideration for the amalgamation receivable by
those equity shareholders of the transferor company who
agree to become equity shareholders of the transferee
company is discharged by the transferee company wholly
by the issue of equity shares in the transferee company,
except that cash may be paid in respect of any fractional

shares.

d. The business of the transferor company is intended to be
carried on, after the amalgamation, by the transferee
company.

e. No adjustment is intended to be made, to the book values of

the assets and liabilities of the transferor company when
they are incorporated in the financial“statements of the
transferee company except to ensure. uniformity of
accounting policies.

F. Amalgamation in the nature of purchase1s an amalgamation which
does not satisfy any one or moreyof the conditions specified in
sub-paragraph E. above.

G. Consideration for the amalgamation means the aggregate of the
shares and other securities isstied _and the payment made in the
form of cash or other asset§ by“the transferee company to the
shareholders of the transferor company.

H. Fair value is [the amount,for which an asset could be exchanged
between a knowledgeable,\ willing buyer and a knowledgeable,
willing seller in an arm 3 length transaction.

l. Pooling of interests is a method of accounting for amalgamations
the @bject of which Is to account for the amalgamation as if the
separate businesses ‘of the amalgamating companies were
intendedyto befcontinued by the transferee company. Accordingly,
only minimal chamges are made in aggregating the individual
financial statements of the amalgamating companies.

Explanation
Tvpes of Amalgamations

4.

Generally speaking, amalgamations fall into two broad categories. In the first
category are those amalgamations where there is a genuine pooling not merely
of the assets and liabilities of the amalgamating companies but also of the
shareholders” interests and of the businesses of these companies. Such
amalgamations are amalgamations which are in the nature of Tmerger~and the
accounting treatment of such amalgamations should ensure that the resultant
figures of assets, liabilities, capital and reserves more or less represent the sum
of the relevant figures of the amalgamating companies. In the second category
are those amalgamations which are in effect a mode by which one company
acquires another company and, as a consequence, the shareholders of the
company which is acquired normally do not continue to have a proportionate
share in the equity of the combined company, or the business of the company
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which is acquired is not intended to be continued. Such amalgamations are
amalgamations in the nature of purchase?

An amalgamation is classified as an ‘amalgamation in the nature of merger~”
when all the conditions listed in paragraph 3E. are satisfied. There are,
however, differing views regarding the nature of any further conditions that may
apply. Some believe that, in addition to an exchange of equity shares, it is
necessary that the shareholders of the transferor company obtain a substantial
share in the transferee company even to the extent that it should not be possible
to identify any one party as dominant therein. This belief is based in part on the
view that the exchange of control of one company for an insignificant share in a
larger company does not amount to a mutual sharing of risks and benefits.
Others believe that the substance of an amalgamation in the nature of merger is
evidenced by meeting certain criteria regarding the relationship of the parties,
such as the former independence of the amalgamating companies, the manner
of their amalgamation, the absence of planned transactions that would
undermine the effect of the amalgamation, and the continuing participation by
the management of the transferor company inathe management of the
transferee company after the amalgamation.

Methods of Accounting for Amalgamations

7.

There are two main methods of accounting for amalgamations:

A. the pooling of interests method; and

B. the purchase method.

The use of the pooling of interests method™is, confined to circumstances which
meet the criteria referred to in paragraph 3 E. fapan amalgamation in the nature
of merger.

The object of the purchase method isftopaccoeunt for the amalgamation by
applying the same principles as are appliedin the normal purchase of assets.
This method is used in accounting for @malgamations in the nature of purchase.

The Pooling of Interests"Method

10.

11.

Under the pooling of interests method, the assets, liabilities and reserves of the
transferor company aregecarded by the transferee company at their existing
carrying amoeunts (after'making the adjustments required in paragraph 11).

If, at the timeef the amalgamation, the transferor and the transferee companies
have conflicting yaccaunting’ policies, a uniform set of accounting policies is
adopted following the amalgamation. The effects on the financial statements of
any changes in aceounting policies are reported in accordance with Accounting
Standard (AS) 5, ®rior Period and Extraordinary Items and Changes in
Accounting Policies~

The Purchase Method

12.

13.
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Under the purchase method, the transferee company accounts for the
amalgamation either by incorporating the assets and liabilities at their existing
carrying amounts or by allocating the consideration to individual identifiable
assets and liabilities of the transferor company on the basis of their fir values at
the date of amalgamation. The identifiable assets and liabilities may include
assets and liabilities not recorded in the financial statements of the transferor
company.

Where assets and liabilities are restated on the basis of their fair vales, the
determination of fair values may be influenced by the intentions of the
transferee company. For example, the transferee company may have a
specialised use for an asset, which is not available to other potential buyers.
The transferee company may intend to effect changes in the activities of the
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transferor company which necessitate the creation of specific provisions for the
expected costs, e.g. planned employee termination and plant relocation costs.

Consideration

14.

15.

The consideration for the amalgamation may consist of securities, cash or other
assets. In determining the value of the consideration, an assessment is made of
the fair value of its elements. A variety of techniques is applied in arriving at
fair value. For example, when the consideration includes securities, the value
fixed by the statutory authorities may be taken to be the fair value. In case of
other assets, the fair value may be determined by reference to the market value
of the assets given up. Where the market value of the assets given up cannot
be reliably assessed, such assets may be valued at their respective net book
values.

Many amalgamations recognise that adjustments may have to be made to the
consideration in the light of one or more future events. When the additional
payment is probable and can reasonably be estimated at the date of
amalgamation, it is included in the calculation of theconsideration. In all other
cases, the adjustment is recognised as soon as the amount is determinable [see
Accounting Standard (AS) 4, Contingencies and Eventsy Occurring After the
Balance Sheet Date].

Treatment of Reserves on Amalgamation

16.

17.

18.

If the amalgamation is an amalgamation In the nature of merger 7 the identity of
the reserves is preserved and they appeartin, the financial statements of the
transferee company in the same form in whichythey appeared in the financial
statements of the transferor company. Thus, foriexample, the General Reserve
of the transferor company becomes tghe General Reserve of the transferee
company, the Capital Reserve of the/transferor company becomes the Capital
Reserve of the transferee company, and/ the Revaluation Reserve of the
transferor company | becomesgithe, Revaluation Reserve of the transferee
company. As a result'of preservingthe identity, reserves whidh are available for
distribution as dividend befere the amalgamation would also be available for
distribution as dividend_after the amalgamation. The difference between the
amount recorded as share capital issued (plus any additional consideration in the
form of cash ok other assets) and the amount of share capital of the transferor
company is adjustediin reserves in the financial statements of the transferee
company.

If the amalgamation Is an amalgamation in the nature of purchase 7 the identity
of the reserves, other than the statutory reserves dealt with in paragraph 18, is
not preserved. The amount of the consideration is deducted from the value of
the net assets of the transferor company acquired by the transferee company.
If the result of the computation is negative, the difference is debited to goodwill
arising on amalgamation and dealt with in the manner stated in paragraphs 19
20. If the result of the computation is positive, the difference is credited to
Capital Reserve.

Certain reserves may have been created by the transferor company pursuant to
the requirements of, or to avail of the benefits under, the Income Tax Act, 1961;
for example, Development Allowance Reserve, or Investment Allowance
Reserve. The Act requires that the identity of the reserves should be preserved
for a specified period. Likewise, certain other reserves may have been created
in the financial statements of the transferor company in terms of the
requirements of other statutes. Though, normally, in an amalgamation in the
nature of purchase, the identity of reserves is not preserved, an exception is
made in respect of reserves of the aforesaid nature (referred to hereinafter as
Statutory reserves?’) and such reserves retain their identity in the financial
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statements of the transferee company in the same form in which they appeared
in the financial statements of the transferor company, so long as their identity is
required to be maintained to comply with the relevant statute. This exception is
made only in those amalgamations where the requirements of the relevant
statute for recording the statutory reserves in the books of the transferee
company are complied with. In such cases the statutory reserves are recorded
in the financial statements of the transferee company by a comesponding debit
to a suitable account head (e.g., Amalgamation Adjustment Account?) which is
disclosed as a part of Miscellaneous expenditure or other similar category in the
balance sheet. When the identity of the statutory reserves is no longer required
to be maintained, both the reserves and the aforesaid account are reversed.

Treatment of Goodwill Arising on Amalgamation

19.

20.

Goodwill arising on amalgamation represents a payment made in anticipation of

future income and it is appropriate to treat it as an asset to be amortised to

income on a systematic basis over its useful life. Due to the nature of goodwill, it

is frequently difficult to estimate its useful life with reasonable certainty. Such

estimation is, therefore, made on a prudent basis. "Accerdingly, it is considered

appropriate to amortise goodwill over a period not exceeding five years unless a

somewhat longer period can be justified.

Factors which may be considered in estimating the usefulglife of goodwill arising

on amalgamation include:

A. the foreseeable life of the business or industry;

B. the effects of product obsolescence,hchanges in demand and other
economic factors;

C. the service life expectancies of key individuals or groups of employees;

D. expected actions by competitors of potential competitors; and

E legal, regulatory or contractual provisions affecting the useful life.

Balance of Profit and Loss Account

21.

22.

In the case of an amalgamation A _the nature of merger’ the balance of the
Profit and Loss Account appearing in\the financial statements of the transferor
company is aggregated withthe corresponding balance appearingin the financial
statements ef the transferee ecompany. Alternatively, it is transferred to the
General Reserve, if any.

In the case ofian, ‘amalgamation in the nature of purchase?’ the balance of the
Profit and Loss ‘Account @ppearing in the financial statements of the transferor
company, whether‘debit or credit, loses its identity.

Treatment of Reserves Specified in A Scheme of Amalgamation

23.

The scheme of amalgamation sanctioned under the provisions of the Companies
Act, 1956 or any other statute may prescribe the treatment to be given to the
reserves of the transferor company after its amalgamation. Where the
treatment is so prescribed, the same is followed. In some cases, the scheme of
amalgamation sanctioned under a statute may prescribe a different treatment to
be given to the reserves of the transferor company after amalgamation as
compared to the requirements of this Statement that would have been followed
had no treatment been prescribed by the scheme. In such cases, the following
disclosures are made in the first financial statements following the
amalgamation:

A. A description of the accounting treatment given to the reserves and the
reasons for following the treatment different from that prescribed in this
Statement.
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B. Deviations in the accounting treatment given to the reserves as prescribed
by the scheme of amalgamation sanctioned under the statute as
compared to the requirements of this Statement that would have been
followed had no treatment been prescribed by the scheme.
C. The financial effect, if any, arising due to such deviation.

Disclosure

24.

25.

26.

For all amalgamations, the following disclosures are considered appropriate in

the first financial statements following the amalgamation:

names and general nature of business of the amalgamating companies;

effective date of amalgamation for accounting purposes;

the method of accounting used to reflect the amalgamation; and

particulars of the scheme sanctioned under a statute.

For amalgamations accounted for under the pooling of interests method, the

following additional disclosures are considered appropriate in the first financial

statements following the amalgamation:

description and number of shares issued, together \with the percentage of each
company 3 equity shares exchanged to effect the;iamalgamation;

the amount of any difference between the considerationyand the value of net
identifiable assets acquired, and the treatment thereof}

For amalgamations accounted for under the purchasegmeéthod, the following

additional disclosures are considered appropriaté in the firstfinancial statements

following the amalgamation:

A. consideration for the amalgamation andya description of the consideration
paid or contingently payable; and
B. the amount of any difference between the“consideration and the value of

net identifiable assets acquired, and ithe treatment thereof including the
period of amortisation of any goodwill"arising on amalgamation.

Amalgamation after the BalancesSheet Date

27.

When an amalgamationtis,effected after the balance sheet date but before the
issuance of the financiall statements of either party to the amalgamation,
disclosure is made in accerdanee with AS 4, Tontingencies and Events Occurring
After the Balance Shegt'Date 7 but the amalgamation is not incorporated in the
financial statements. In_eértain circumstances, the amalgamation ay also provide
additional information “affecting the financial statements themselves, for
instance, by allowing thepg®ing concern assumption to be maintained.

Accounting Standard

28.

29.

An amalgamation may be either —

A. an amalgamation in the nature of merger, or

B. an amalgamation in the nature of purchase.

An amalgamation should be considered to be an amalgamation in the

nature of merger when all the following conditions are satisfied:

A. All the assets and liabilities of the transferor company become,
after amalgamation, the assets and liabilities of the transferee
company.

B. Shareholders holding not less than 90% of the face value of the
equity shares of the transferor company (other than the equity
shares already held therein, immediately before the
amalgamation, by the transferee company or its subsidiaries or
their nominees) become equity shareholders of the transferee
company by virtue of the amalgamation.
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C. The consideration for the amalgamation receivable by those equity
shareholders of the transferor company who agree to become
equity shareholders of the transferee company is discharged by
the transferee company wholly by the issue of equity shares in the
transferee company, except that cash may be paid in respect of

any fractional shares.

D. The business of the transferor company is intended to be arried
on, after the amalgamation, by the transferee company.
E. No adjustment is intended to be made to the book values of the

assets and liabilities of the transferor company when they are
incorporated in the financial statements of the transferee
company except to ensure uniformity of accounting policies.
An amalgamation should be considered to be an amalgamation in the
nature of purchase, when any one or more of the conditions specified in
paragraph 29 is not satisfied.
When an amalgamation is considered to be an amalgamation in the
nature of merger, it should be accounted for under the pooling of
interests method described in paragraphs 33—35:
When an amalgamation is considered to be an amalgamation in the
nature of purchase, it should be accounted for under the purchase
method described in paragraphs 36—39.

The Pooling of Interests Method

33.

34.

35.

In preparing the transferee company 3 financial statements, the assets,
liabilities and reserves (whether capitalyor revenue or arising on
revaluation) of the transferor company should be recorded at their
existing carrying amounts and in the samedform as at the date of the
amalgamation. The balance of the Profit and Loss Account of the
transferor company should be [aggregated with the corresponding
balance of the transferee ompanys or transferred to the General
Reserve, if any.

If, at the time of the amalgamation, the transferor and the transferee
companies have conflicting accounting policies, a uniform set of
accounting,policies should be adopted following the amalgamation. The
effects on the financialgStatements of any changes in accounting policies
should be reperted In accordance with Accounting Standard (AS) 5
Prior Period “and Extraordinary Items and Changes in Accounting
Policies

The difference between the amount recorded as share capital issued
(plus any additional consideration in the form of cash or other assets)
and the amount of share capital of the transferor company should be
adjusted in reserves.

The Purchase Method

36.

37.
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In preparing the transferee company 3 financial statements, the assets
and liabilities of the transferor company should be incorporated at their
existing carrying amounts or, alternatively, the consideration should be
allocated to individual identifiable assets and liabilities on the basis of
their fair values at the date of amalgamation. The reserves (whether
capital or revenue or arising on revaluation) of the transferor company,
other than the statutory reserves, should not be included in the financial
statements of the transferee company except as stated in paragraph 39.
Any excess of the amount of the consideration over the value of the net
assets of the transferor company acquired by the transferee company
should be recognised in the transferee company 3 financial statements
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as goodwill arising on amalgamation. If the amount of the
consideration is lower than the value of the net assets acquired, the
difference should be treated as Capital Reserve.

The goodwill arising on amalgamation should be amortised to income on
a systematic basis over its useful life. The amortization period should
not exceed five years unless a somewhat longer period can be justified.
Where the requirements of the relevant statute for recording the
statutory reserves in the books of the transferee company are complied
with, statutory reserves of the transferor company should be recorded
in the financial statements of the transferee company. The
corresponding debit should be given to a suitable account head (e.g.,
Amalgamation Adjustment Account? which should be disclosed as a
part of Mmiscellaneous expenditure” or other similar category in the
balance sheet. When the identity of the statutory reserves is no longer
required to be maintained, both the reserves and the aforesaid account
should be reversed.

Common Procedures

40.

41.

The consideration for the amalgamation should in€Clude any non cash
element at fair value. In case of issue of securities,the value fixed by
the statutory authorities may be taken to be the_fairfvalue. In case of
other assets, the fair value may be determined by reference to the
market value of the assets given up.. Where the market value of the
assets given up cannot be reliably assessed, such assets may be valued
at their respective net book values.

Where the scheme of amalgamation provides for an adjustment to the
consideration contingent on one orgmore, future events, the amount of
the additional payment should be included in the consideration if
payment is probable and a reasonable /estimate of the amount can be
made. In all other cases, thegadjustment should be recognised as soon
as the amount is“determinable [see Accounting Standard (AS) 4,
Contingencies and EventsyQccurring After the Balance Sheet Date].

Treatment of Reserves Specified in A Scheme of Amalgamation

42.

Where the 'scheme 4f amalgamation sanctioned under a statute
prescribes the treatment/to be given to the reserves of the transferor
company after‘amalgamation, the same should be followed. Where the
scheme of amalgamation sanctioned under a statute prescribes a
different treatment to be given to the reserves of the transferor
company after amalgamation as compared to the requirements of this
Statement that would have been followed had no treatment been
prescribed by the scheme, the following disclosures should be made in
the first financial statements following the amalgamation:

A. A description of the accounting treatment given to the reserves
and the reasons for following the treatment different from that
prescribed in this Statement.

B. Deviations in the accounting treatment given to the reserves as
prescribed by the scheme of amalgamation sanctioned under the
statute as compared to the requirements of this Statement that
would have been followed had no treatment been prescribed by
the scheme.

C. The financial effect, if any, arising due to such deviation.
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Disclosure

43.

44,

45.

For all amalgamations, the following disclosures should be made in the
first financial statements following the amalgamation:

A. names and general nature of business of the amalgamating
companies;

B. effective date of amalgamation for accounting purposes;

C. the method of accounting used to reflect the amalgamation; and

D. particulars of the scheme sanctioned under a statute.

For amalgamations accounted for under the pooling of interests method,

the following additional disclosures should be made in the first financial

statements following the amalgamation:

A. description and number of shares issued, together with the
percentage of each company 3% equity shares exchanged to effect
the amalgamation;

B. the amount of any difference between the consideration and the
value of net identifiable assets acquired, and the treatment
thereof.

For amalgamations accounted for under the “purchase method, the
following additional disclosures should be made “in, the first financial
statements following the amalgamation:

A. consideration for the amalgamation and__agdescription of the
consideration paid or contingentlyspayable; and
B. the amount of any difference between the consideration and the

value of net identifiable assetsacquired, and the treatment
thereof including the period of amortisation of any goodwill
arising on amalgamation.

Amalgamation after the Balance Sheet Date

46.
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When an amalgamation is effected after the balance sheet date but
before the issuance ef the financial 'Sstatements of either party to the
amalgamation, disclesure should be made in accordance with AS 4,
Tontingencies and Events Occurring After the Balance Sheet Date 7 but
the amalgamation should, not be incorporated in the financial
statements. In cergain circumstances, the amalgamation may also
provide additional/ imformation affecting the financial statements
themselves, for, instance, by allowing the going concern assumption to
be maintained.
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Accounting Standard - 15,
Accounting for Retirement Benefits in the Financial

Statements of Employers
(issued in 1995)

(This Accounting Standard includes paragraphs 27-31 set in bold italic type and
paragraphs 1-26 set in plain type, which have equal authority. Paragraphs in bold
italic type indicate the main principles. This Accounting Standard should be read in
the context of the Preface to the Statements of Accounting Standards.)

The following is the text of Accounting Standard (AS) 15, Accounting for Retirement
Benefits in the Financial Statements of Employers? issued by the Council of the
Institute of Chartered Accountants of India.

The Standard will come into effect in respect of accounting periods commencing on or
after 1.4.1995 and will be mandatory in nature. The Statement,on the Treatment of
Retirement Gratuity in Accounts ”issued by the Institute will stand withdrawn from the
aforesaid date.

Introduction

1. This Statement deals with accounting for retirement benefits in the financial
statements of employers.
2. Retirement benefits usually consist of:
A. Provident fund
B. Superannuation/pension
C. Gratuity
D. Leave encashment benefit on‘retirement
E. Post-retirement healthhand welfare schemes

F. Other retirement benefits:

This Statement appliegs toretirement benefits in the form of provident fund,
superannuation/pensiongand gratuity provided by an employer to employees,
whether in pursuance‘of requirements of any law or otherwise. It also applies to
retirement benefitsiin the form of leave encashment benefit, health and welfare
schemes and other_ retirement benefits, if the predominant characteristics of
these benefits are théisame as those of provident fund, superannuation/pension
or gratuity benefit, i.e. if such a retirement benefit s in the nature of either a
defined contribution scheme or a defined benefit scheme as described in this
Statement. This Statement does not apply to those retirement benefits for which
the employer 3 obligation cannot be reasonably estimated, e.g., ad hoc ex-gratia
payments made to employees on retirement.

Definitions
3. The following terms are used in this Statement with the meanings
specified:

Retirement benefit schemes are arrangements to provide provident
fund, superannuation or pension, gratuity, or other benefits to
employees on leaving service or retiring or, after an employee % death,
to his or her dependants.
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Contribution schemes are retirement benefit schemes under which
amounts to be paid as retirement benefits are determined by
contributions to a fund together with earnings thereon.

Benefit schemes are retirement benefit schemes under which amounts
to be paid as retirement benefits are determinable usually by reference
to employee % earnings and/or years of service.

Actuary means an actuary within the meaning of sub-section (1) of
section (2) of the Insurance Act, 1938.

Actuarial valuation is the process used by an actuary to estimate the
present value of benefits to be paid under a retirement benefit scheme
and the present values of the scheme assets and, sometimes, of future
contributions.

Pay-as-you-go is a method of recognising the cost of retirement benefits
only at the time payments are made to employees on, or after, their
retirement.

Explanation

4.

90

Retirement benefit schemes are normally significant elements of an employer3

remuneration package for employees. It is;(therefore, important that retirement

benefits are properly accounted for and that“appropriate disclosures in respect
thereof are made in the financial statements of amemployer.

Provident fund benefit normally involveseither creation of a separate trust to

which contributions of both employeesfand employer are made periodically or

remittance of such contributions to the employees ”provident fund, administered
by the Central Government.

Superannuation/pensionybenefit (hereinafter referred to as Superannuation

benefit?) is basically of two types.

A. The first type of benefit is known as defined contribution scheme. Under
this type of benefit, the employer makes a contribution once a year (or
more frequently’in seme cases) towards a separately created trust fund or
to a'scheme administered by an insurer. These contributions earn interest
and the ‘accumulatedgbalance of contributions and interest is used to pay
the retirement, benefit to the employee. Superannuation available under
defined contribution scheme has relevance to only total of accumulated
contributions and interest and bears no relationship, whatsoever, with the
final salary or number of years of service put in by an employee. The
defined contribution scheme for superannuation/ pension is, in most
respects, similar to the provident fund, so far as the accounting treatment
is concerned. It also presupposes payment of contributions every year,
either once in a year or more frequently.

B. The second type of superannuation scheme is the defined benefit scheme.
Under this scheme, the benefit payable to the employee is determined
with reference to factors such as a percentage of final salary (e.g. the
average of one, three or five years”salary), number of years of service
and the grade of the employee. The contribution required to finance such
a scheme is actuarially determined and is generally expressed as a
percentage of salary for the entire group of employees covered by the
scheme. For defined benefit superannuation/pension schemes, a trust
fund can be created or an arrangement can be negotiated with an insurer
so that the annual contributions, calculated actuarially, can be made each
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year. In such a case, benefits to employees on entitlement would be paid
by the trust fund or by the insurer. Alternatively, the superannuation
benefit can be paid by the employer as and when an employee leaves.

Gratuity benefit is in the nature of a defined benefit. Gratuity can be paid by the
employer as and when an employee leaves. Alternatively, a trust fund can be
created, or an arrangement can be negotiated with an insurer so that the annual
contributions, calculated actuarially, can be made each year. Benefits to
employees on entitlement would in such a case be paid by the trust fund or by
the insurer.

In certain cases, a retirement benefit scheme may stipulate the basis of
contributions on which the benefits are determined and, because of this, may
appear to be a defined contribution scheme. However, the provisions of the
scheme may also result in the employer being responsible for specified benefits
or a specified level of benefits. In this case, the scheme is, in substance, a
defined benefit scheme and should be accounted for accordingly.

While provident fund schemes are generally contributory schemes from the point
of view of employees, gratuity schemes are ynon-contributory. The
superannuation schemes, on the other hand,” ean be contributory or
noncontributory.

Defined benefit schemes, especially those that promise“ benefits related to
remuneration at or near retirement,, present significant difficulties in the
determination of periodic charge to the statement of profit-and'loss. The extent
of an employer 3 obligation under such schemes’is usually uncertain and requires
estimation. In estimating the obligation, assumptions may need to be made
regarding future conditions and events which are, largely outside the employer3
control.

As a result of various factors that fréquentlyg€enter into the computation of
retirement benefits under defined bengefit schemes and the length of the period
over which the benefits are earned, allocation problems arise in determining how
the costs of the retirement beneéfits. should be recognised in the financial
statements of the emplayer. Furthermore, long-term uncertainties may give rise
to adjustments of estimates' of earlier years that can be very significant in
relation to current service cost.

The cost af xetirement ‘benefits to an employer results from receiving services
from the empleyees whe are entitled to receive such benefits. Consequently,
the cost of retirement benefits is accounted for in the period during which these
services are rendered. pfAccounting for retirement benefit cost only when
employees retire “Qryreceive benefit payments (i.e., as per pay-as-you-go
method) does not achieve the objective of allocation of those costs to the
periods in which the services were rendered.

Funding

13.

14.

When there is a separate retirement benefit fund, it is sometimes assumed that
the amount paid by an employer to the fund during an accounting period
provides an appropriate charge to the statement of profit and loss. While, in
many cases, the amount funded may provide a reasonable approximation of the
amount to be charged to the statement of profit and loss, there is a vital
distinction between the periodic funding of retirement benefits and the allocation
of the cost of providing these benefits.

The objective of funding is to make available amounts to meet future oblgations
for the payment of retirement benefits. Funding is a financing procedure and in
determining the periodical amounts to be funded, the employer may be
influenced by such factors as the availability of money and tax considerations.
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On the other hand, the objective of accounting for the cost of a retirement
benefit scheme is to ensure that the cost of benefits is allocated to accounting
periods on a systematic basis related to the receipt of the employees ”services.

Accounting

16.

17.
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In respect of retirement benefits in the form of provident fund and other defined
contribution schemes, the contribution payable by the employer for a year is
charged to the statement of profit and loss for the year. Thus, besides the
amount of contribution paid, a shortfall of the amount of contribution paid
compared to the amount payable for the year is also charged to the statement of
profit and loss for the year. On the other hand, if contribution paid is in excess
of the amount payable for the year, the excess is treated as a pre-payment.

In respect of gratuity benefit and other defined benefit schemes, the accounting

treatment depends on the type of arrangement which the employer has chosen

to make.

A. If the employer has chosen to make payment for retirement benefits out
of his own funds, an appropriate charge to the statement of profit and loss
for the year is made through a provision for thejyaccruing liability. The
accruing liability is calculated according to actuarialyaluation. However,
many enterprises which employ only a few persons‘de not calculate the
accrued liability by using actuarial_methods, _Fhey calculate the accrued
liability by reference to some other rational method e.g."a method based
on the assumption that such benefits are payable to all employees at the
end of the accounting year.

B. In case the liability for retirement benefitsis funded through creation of a
trust, the cost incurred for the year is determined actuarially. Many
employers undertake such valuations every year while others undertake
them less frequently, usually once in“every three years. If actuarial
valuations are ,conducted everyyyeapr, the annual accrual of retirement
benefit cost cany be easSilymdetermined. If, however, the actuarial
valuations are not eonducted“annually, the actuary 3 report specifies the
contributions to be“made by the employer on annual basis during the
inter-valuation pegiod.“This annual contribution (which is in addition to the
contribution that 'may_be required to finance unfunded past service cost)
reflects proper/acerual of retirement benefit cost for each of the years
during thesinter-valuation period and is charged to the statement of profit
and loss for each such year. Where the contribution paid during a year is
lower than the amount required to be contributed during the year to meet
the accrued liahility as certified by the actuary, the shortfall is charged to
the statement of profit and loss for the year. Where the contribution paid
during a year is in excess of the amount required to be contributed during
the year to meet the accrued liability as certified by the actuary, the
excess is treated as a prepayment.

C. In case the liability for retirement benefits is funded through a scheme
administered by an insurer, it is usually considered necessary to obtain an
actuarial certificate or a confirmation from the insurer that the
contribution payable to the insurer is the appropriate accrual of the
liability for the year. Where the contribution paid during a year is lower
than the amount required to be contributed during the year to meet the
accrued liability as certified by the actuary or confirmed by the insurer, as
the case may be, the shortfall is charged to the statement of profit and
loss for the year. Where the contribution paid during a year is in excess
of the amount required to be contributed during the year to meet the
accrued liability as certified by the actuary or confirmed by the insurer, as
the case may be, the excess is treated as a pre-payment.
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Actuarial Principles

18.

19.

20.

A number of actuarial valuation methods have been developed by the actuarial
profession to estimate employer3 obligations under defined benefit schemes.
While these methods are primarily designed to calculate funding requirements,
they are also frequently used to determine retirement benefit costs for
accounting purposes.

The actuarial method selected for determining accrual of liability and the
assumptions made can have a significant effect on the expense to be recorded in
each accounting period. Therefore, in carrying out a periodical valuation, an
actuary chooses a suitable valuation method and, in consultation with the
employer, makes appropriate assumptions about the variable elements affecting
the computations.

The assumptions relate to the expected inflow from future contributions and
from investments as well as to the expected outgo for benefits. The uncertainty
inherent in projecting future trends in rates of inflation, salary levels and
earnings on investments are taken into consideration by the actuary in the
actuarial valuations by using a set of compatible @ssumptions. Usually, these
projections are extended until the expected date of death,of the last pensioner in
case of a superannuation scheme, expected date of death etc. of the beneficiary
in case of family pension, and expected service in case “of, gratuity and are,
accordingly, long-term.

Past Service Cost and Review of Actuarial Assumptions

21.

22.

23.

An actuarially determined past service costarises on the introduction of a
retirement benefit scheme for existing employees or on the making of
improvements to an existing scheme, etc.A, This coest gives employees credit for
benefits for services rendered before the“occurrence of one or more of these
events.

Views differ as to howyto account for this cost. One view is that this cost should
be recognised as soonas it has been determined. Others believe that the
entitlement giving rise ‘O, past service cost is in return for services to be
rendered by employees in“future and' therefore this cost ought to be allocated
over the periods during which‘the services are to be rendered.

In making|anyactuarialvaluation, the actuary may sometimes effect a change in
the actuariallmethodused or in the assumptions adopted for determining the
retirement benefit, costs. JAny alterations in the retirement benefit costs so
arising are charged or credited to the statement of profit and loss for the year
or, alternatively, spread over a period not more than the expected remaining
working lives of the participating employees. A change in the actuarial method
used for determining the retirement benefit costs constitutes a change in an
accounting policy and is disclosed accordingly.

Retired Employees

24,

When a retirement benefit scheme for retired employees is amended, due to
inflation or for other reasons, to provide additional benefits to retired employees,
any additional costs are charged to the statement of profit and loss of the year.

Disclosures

25.

26.

In view of the diversity of practices used for accounting of retirement benefits
costs, adequate disclosure of method followed in accounting for them is essential
for an understanding of the significance of such costs to an employer.
Retirement benefit costs are sometimes disclosed separately for statutory
compliance. In other cases, they are considered to be an element of employee
remuneration and their separate disclosure is not usually made.
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Accounting Standard

27.

28.

29.
94

In respect of retirement benefits in the form of provident fund and other
defined contribution schemes, the contribution payable by the employer
for a year should be charged to the statement of profit and loss for the
year. Thus, besides the amount of contribution paid, a shortfall of the
amount of contribution paid compared to the amount payable for the
year should also be charged to the statement of profit and loss for the
year. On the other hand, if contribution paid is in excess of the amount
payable for the year, the excess should be treated as a pre-payment.

In respect of gratuity benefit and other defined benefit schemes, the

accounting treatment will depend on the type of arrangement which the

employer has chosen to make.

A. If the employer has chosen to make payment for retirement
benefits out of his own funds, an appropriate charge to the
statement of profit and loss for the year should be made through a
provision for the accruing liability. The aecruing liability should be
calculated according to actuarial valuation. However, those
enterprises which employ only a few persens may calculate the
accrued liability by reference to any other ratienal method e.g. a
method based on the assumption that such benefits are payable to
all employees at the end of the,accounting.year.

B. In case the liability for retirement benefits is funded through
creation of a trust, the cost incurred for the year should be
determined actuarially. Such actuakial valuation should normally
be conducted at least once in every three years. However, where
the actuarial valuations are notconducted annually, the actuary 3
report should specify the gcontributions to be made by the
employer on annual basis during the inter-valuation period. This
annual contripution (which {is,in addition to the contribution that
may be required to fimance ‘unfunded past service cost) reflects
proper accrual™ofyretirement benefit cost for each of the years
during the inter-valuation period and should be charged to the
statement of profittand loss for each such year. Where the
contribution paid during a year is lower than the amount required
to be contributed during the year to meet the accrued liability as
certified by the actuary, the shortfall should be charged to the
statement of profit and loss for the year. Where the contribution
paid during & year is in excess of the amount required to be
contributed during the year to meet the accrued liability as
certified by the actuary, the excess should be treated as a pre-
payment.

C. In case the liability for retirement benefits is funded through a
scheme administered by an insurer, an actuarial certificate or a
confirmation from the insurer should be obtained that the
contribution payable to the insurer is the appropriate accrual of
the liability for the year. Where the contribution paid during a
year is lower than amount required to be contributed during the
year to meet the accrued liability as certified by the actuary or
confirmed by the insurer, as the case may be, the shortfall should
be charged to the statement of profit and loss for the year. Where
the contribution paid during a year is in excess of the amount
required to be contributed during the year to meet the accrued
liability as certified by the actuary or confirmed by the insurer, as
the case may be, the excess should be treated as a pre-payment.

Any alterations in the retirement benefit costs arising from:
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A. introduction of a retirement benefit scheme for existing employees

or making of improvements to an existing scheme, or

B. changes in the actuarial method used or assumptions adopted,
should be charged or credited to the statement of profit and loss
as they arise in accordance with Accounting Standard (AS) 5,
Prior Period and Extraordinary lItems and Changes in Accounting
Policies” Additionally, a change in the actuarial method used
should be treated as a change in an accounting policy and
disclosed in accordance with Accounting Standard (AS) 5, Prior
Period and Extraordinary Items and Changes in Accounting
Policies

30. When a retirement benefit scheme is amended with the result that
additional benefits are provided to retired employees, the cost of the
additional benefits should be accounted for in accordance with
paragraph 29.

Disclosures

31. The financial statements should disclose the) method by which

retirement benefit costs for the period have been determined. In case
the costs related to gratuity and other defined benefit schemes are
based on an actuarial valuation, the, financialgstatements should also
disclose whether the actuarial valuation was made at the end of the
period or at an earlier date. In the latter case, the date of the actuarial
valuation should be specified and the method by which the accrual for
the period has been determined should alsgo,be briefly described, if the
same is not based on the report of the/actuary.
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Accounting Standard — 15(revised),

Employee Benefits
(revised in 2005)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

Accounting Standard (AS) 15, Employee Benefits (revised 2005), issued by the Council
of the Institute of Chartered Accountants of India, comes into effect in respect of
accounting periods commencing on or after April 1, 2006 and is mandatory in nature
from that date:

A. in its entirety, for the enterprises which fall in any one or more of the following
categories, at any time during the accounting period:

a. Enterprises whose equity or debt securities are listed whether in India or

outside India.

b. Enterprises which are in the process of listing@their equity or debt
securities as evidenced by the board of directors “resolution in this regard.
Banks including co-operative banks.

Financial institutions.

Enterprises carrying on insurance business:

All commercial, industrial and business “reporting enterprises, whose

turnover for the immediately precedinggaecounting period on the basis of

audited financial statements exceeds |Rs. 50 crore. Turnover does not

include ®ther income?~

g. All commercial, yindustrial® and" business reporting enterprises having
borrowings, including public“deposits, in excess of Rs. 10 crore at any
time during the accounting period.

D Qo

h. Holding and subsidiary. enterprises of any one of the above at any time
during, the accounting_period.
B. in its entirety, except thedfollowing, for enterprises which do not fall in any of the

categories in A. above and whose average number of persons employed during

the year is 50 orimore.

a. paragraphs 11, to 16 of the standard to the extent they deal with
recognition and measurement of short-term accumulating compensated
absences which are non-vesting (i.e., short-term accumulating
compensated absences in respect of which employees are not entitled to
cash payment for unused entitlement on leaving);

b. paragraphs 46 and 138 of the Standard which deal with discounting of
amounts that fall due more than 12 months after the balance sheet date;
and

C. recognition and measurement principles laid down in paragraphs 50 to

115 and presentation and disclosure requirements laid down in

paragraphs 116 to 122 of the Standard in respect of accounting for

defined benefit plans. However, such enterprises should actuarially

determine and provide for the accrued liability in respect of defined

benefit plans as follows:

& The method used for actuarial valuation should be the Projected
Unit Credit Method.
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& The discount rate used should be determined by reference to
market yields at the balance sheet date on government bonds as
per paragraph 77 of the Standard.
& Such enterprises should disclose actuarial assumptions as per
paragraph 119 I. of the Standard.

d. recognition and measurement principles laid down in paragraphs 128 to
130 of the Standard in respect of accounting for other long-term
employee benefits. However, such enterprises should actuarially
determine and provide for the accrued liability in respect of other long
term employee benefits as follows:

The method used for actuarial valuation should be the Projected Unit
Credit Method.

The discount rate used should be determined by reference to market
yields at the balance sheet date on government bonds as per paragraph
77 of the Standard.

in its entirety, except the following, for enterprises which do not fall in any of the

categories in A. above and whose average number| of persons employed during

the year is less than 50.

a. paragraphs 11 to 16 of the standard to the “extent they deal with
recognition and measurement of short-term accumulating compensated
absences which are non-vesting (i.e., short-term accumulating
compensated absences in respect| ofswhichfémployees are not entitled to
cash payment for unused entitlement on‘leaving);

b. paragraphs 46 and 138 of the Standard which deal with discounting of
amounts that fall due more than 12 months after the balance sheet date;
C. recognition and measurement principles 1aid down in paragraphs 50 to

116 and presentation and dis€losure Jrequirements laid down in
paragraphs 116 to 122 of thel"Standard in respect of accounting for
defined benefit plans. Such enterprises may calculate and account for the
accrued liabilityaunder thegdefinedgbenefit plans by reference to some
other rational method, €.g., a method based on the assumption that such
benefits are payable to/all employees at the end of the accounting year;
and

d. recognition and gmeasurement principles laid down in paragraphs 128 to
130 ofy, the Standard in respect of accounting for other long-term
employeeybenefits.” Such enterprises may calculate and account for the
accrued hability 'under the other long-term employee benefits by reference
to some othenyrational method, e.g., a method based on the assumption
that such benefits are payable to all employees at the end of the
accounting year.

Where an enterprise has been covered in any one or more of the categories in A.
above and subsequently, ceases to be so covered, the enterprise will not qualify
for exemptions specified in B. above, until the enterprise ceases to be covered in
any of the categories in A. above for two consecutive years.

Where an enterprise did not qualify for the exemptions specified in C. above and
subsequently, qualifies, the enterprise will not qualify for exemptions as per C.
above, until it continues to be so qualified for two consecutive years.

Where an enterprise has previously qualified for exemptions inB. or C. above, as
the case may be, but no longer qualifies for exemptions in B. or

C. above, as the cases may be, in the current accounting period, this standard
becomes applicable, in its entirety or, in its entirety except exemptions in B.
above, as the case may be, from the current period. However, the
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corresponding previous period figures in respect of the relevant disclosures need
not be provided.

An enterprise, which, pursuant to the above provisions, avails exemptions
specified in B. or C. above, as the cases may be, should disclose the fact. An
enterprise which avails exemptions specified in C. above should also disclose the
method used to calculate and provide for the accrued liability.

The following is the text of the revised Accounting Standard.

Objective
The objective of this Statement is to prescribe the accounting and disclosure for
employee benefits. The Statement requires an enterprise to recognise:

A.

B.

a liability when an employee has provided service in exchange for employee
benefits to be paid in the future; and

an expense when the enterprise consumes the ecenomic benefit arising from
service provided by an employee in exchange for empleyee benefits.

Scope

1.

2.
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This Statement should be applied by an_employer in accounting for all employee

benefits, except employee share-based payments:

This Statement does not deal with accounting and reporting by employee benefit

plans.

The employee benefits to which this Statementiapplies include those provided:
A. under formal plans or other formal agreements between an enterprise and
individual employees, groups of employees/rtheir representatives;

B. under legislative requirements,” or<.through industry arrangements,
whereby enterprises are required to contribute to state, industry or other
multi-employer plans; or

C. by those informalypractices that give rise to an obligation. Informal
practices give rise topan obligation where the enterprise has no realistic
alternative but to, pay, employee benefits. An example of such an
obligation is where a chamge in the enterprise 3 informal practices would
cause unacceptableg@@damage to its relationship with employees.

Employee benefits include:

A. short-term employeefbenefits, such as wages, salaries and social security
contributions (e.g.; contribution to an insurance company by an employer
to pay for medical care of its employees), paid annual leave, profit
sharing and bonuses (if payable within twelve months of the end of the
period) and non-monetary benefits (such as medical care, housing, cars
and free or subsidised goods or services) for current employees;

B. post-employment benefits such as gratuity, pension, other retirement
benefits, post-employment life insurance and post-employment medical
care;

C. other long-term employee benefits, including long-service leave or

sabbatical leave, jubilee or other long-service benefits, long-term
disability benefits and, if they are not payable wholly within twelve
months after the end of the period, profit-sharing, bonuses and deferred
compensation; and

D. termination benefits.

Because each category identified in A. to D. above has different characteristics,

this Statement establishes separate requirements for each category.
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Employee benefits include benefits provided to either employees or their
spouses, children or other dependants and may be settled by payments (or the
provision of goods or services) made either:
A. directly to the employees, to their spouses, children or other dependants,

or to their legal heirs or nominees; or
B. to others, such as trusts, insurance companies.
An employee may provide services to an enterprise on a full-time, part-time,
permanent, casual or temporary basis. For the purpose of this Statement,
employees include whole-time directors and other management personnel.

Definitions

7.

The following terms are used in this Statement with the meanings
specified:

Employee benefits are all forms of consideration given by an enterprise
in exchange for service rendered by employees.

Short-term employee benefits are employee ybenefits (other than
termination benefits) which fall due wholly withinytwelve months after
the end of the period in which the employees renderithe related service.

Post-employment benefits are \employee gbenefits. (other than
termination benefits) which are |payable after the completion of
employment.

Post-employment benefit plans are formalyor informal arrangements
under which an enterprise provides post-employment benefits for one or
more employees.

Defined contribution plans are post-employment benefit plans under
which an enterprise, pays fixed contribuitions into a separate entity (a
fund) and will have no, obligatiomto pay further contributions if the fund
does not hold sufficient,assets tQ pay all employee benefits relating to
employee service in the'eurrent and prior periods.

Defined benefit plans are post-employment benefit plans other than
defined contribution plans.

Multi-employertiplans @re defined contribution plans (other than state
plans) or defined'benefit plans (other than state plans) that:

A. pool the assets contributed by various enterprises that are not
under common control; and
B. use those assets to provide benefits to employees of more than

one enterprise, on the basis that contribution and benefit levels
are determined without regard to the identity of the enterprise
that employs the employees concerned.

Other long-term employee benefits are employee benefits (other than
post-employment benefits and termination benefits) which do not fall

due wholly within twelve months after the end of the period in which
the employees render the related service.

Termination benefits are employee benefits payable as a result of either:
A. an enterprise 3 decision to terminate an employee 3 employment
before the normal retirement date; or
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B. an employee% decision to accept voluntary redundancy in
exchange for those benefits (voluntary retirement).

Vested employee benefits are employee benefits that are not conditional
on future employment.

The present value of a defined benefit obligation is the present value,
without deducting any plan assets, of expected future payments

required to settle the obligation resulting from employee service in the
current and prior periods.

Current service cost is the increase in the present value of the defined
benefit obligation resulting from employee service in the current period.

Interest cost is the increase during a period in the present value of a
defined benefit obligation which arises because the benefits are one
period closer to settlement.

Plan assets comprise:

A. assets held by a long-term employee benefit fund; and

B. qualifying insurance policies.

Assets held by a long-term employee benefitifund are assets (other than
non-transferable financial instruments ™ “issued by the reporting

enterprise) that:

A. are held by an entity (a fund) that)is legally separate from the
reporting enterprise and exists solely o pay or fund employee
benefits; and

B. are available to be used only g0 pay or fund employee benefits, are
not available to the reporting entgrprise 3 own creditors (even in
bankruptcy), [@and cannotgbe returned to the reporting enterprise,
unless either:

a. the remaining, assets ‘of the fund are sufficient to meet all
the related employee benefit obligations of the plan or the
reportingenterprise; or

b. the assetsgare returned to the reporting enterprise to
reimburse it for employee benefits already paid.

A qualifying insurance'policy is an insurance policy issued by an insurer
that is not a related party (as defined in AS 18 Related Party
Disclosures) of the reporting enterprise, if the proceeds of the policy:

A. can be used only to pay or fund employee benefits under a defined
benefit plan; and
B. are not available to the reporting enterprise 3 own creditors (even

in bankruptcy) and cannot be paid to the reporting enterprise,

unless either:

a. the proceeds represent surplus assets that are not needed
for the policy to meet all the related employee benefit
obligations; or

b. the proceeds are returned to the reporting enterprise to
reimburse it for employee benefits already paid.

Fair value is the amount for which an asset could be exchanged or a
liability settled between knowledgeable, willing parties in an arm3%
length transaction.
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The return on plan assets is interest, dividends and other revenue
derived from the plan assets, together with realised and unrealised
gains or losses on the plan assets, less any costs of administering the
plan and less any tax payable by the plan itself.

Actuarial gains and losses comprise:

A. experience adjustments (the effects of differences between the
previous actuarial assumptions and what has actually occurred);
and

B. the effects of changes in actuarial assumptions.

Past service cost is the change in the present value of the defined
benefit obligation for employee service in prior periods, resulting in the
current period from the introduction of, or changes to, post-employment
benefits or other long-term employee benefits. Past service cost may be
either positive (where benefits are introduced or improved) or negative
(where existing benefits are reduced).

Short-term Employee Benefits

8.

Short-term employee benefits include items such as:

A. wages, salaries and social securitygcontributionss;

B. short-term compensated absences (such as paid annual leave)where the
absences are expected to occur withimytwelve months after the end of the
period in which the employees render the,related employee service;

C. profit-sharing and bonuses payable withinitwelve months after the end of
the period in which the employees render the related service; and
D. non-monetary benefits (such asgmedicalg€are, housing, cars and free or

subsidised goods or services) for current'employees.
Accounting for shogt-term employee, bepefits is generally straightforward
because no actuarial /@assumptions are required to measure the obligation or the
cost and there is no possibility of any actuarial gain or loss. Moreover, short-
term employee benefit obligations are measured on an undiscounted basis.

Recognition andhMeasurement
All Short-termEmployeemBenefits

10.

When an employee has/rendered service to an enterprise during an
accounting periody, the enterprise should recognise the undiscounted
amount of short-term employee benefits expected to be paid in
exchange for that service:

A. as a liability (accrued expense), after deducting any amount
already paid. If the amount already paid exceeds the
undiscounted amount of the benefits, an enterprise should
recognise that excess as an asset (prepaid expense) to the extent
that the prepayment will lead to, for example, a reduction in
future payments or a cash refund; and

B. as an expense, unless another Accounting Standard requires or
permits the inclusion of the benefits in the cost of an asset (see,
for example, AS 10 Accounting for Fixed Assets).

Paragraphs 11, 14 and 17 explain how an enterprise should apply this
requirement to short-term employee benefits in the form of compensated
absences and profit-sharing and bonus plans.
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Short-term Compensated Absences

11.

12.

13.

14.

15.

16.

An enterprise should recognise the expected cost of short-term
employee benefits in the form of compensated absences under
paragraph 10 as follows:

A. in the case of accumulating compensated absences, when the
employees render service that increases their entitlement to
future compensated absences; and

B. in the case of non-accumulating compensated absences, when the
absences occur.

An enterprise may compensate employees for absence for various reasons
including vacation, sickness and short-term disability, and maternity or
paternity. Entitlement to compensated absences falls into two categories:
A. accumulating; and
B. non-accumulating.
Accumulating compensated absences are those that are carried forward and can
be used in future periods if the current period3 entitlement is not used in full.
Accumulating compensated absences may be either vesting (in other words,
employees are entitled to a cash payment for unused entitlement on leaving the
enterprise) or non-vesting (when employees are not entitled to a cash payment
for unused entitlement on leaving). An obligation arises“as employees render
service that increases their entitlement to future compensated absences. The
obligation exists, and is recognised, even ifithescompensated-absences are non-
vesting, although the possibility that employees may leave before they use an
accumulated non-vesting entitlement affeets the measurement of that
obligation.
An enterprise should measure the K expectéd cost of accumulating
compensated absences as the additional amount that the enterprise
expects to pay as a result offthe“unused entitlement that has
accumulated at the balance sheet date.
The method specified In the prewvious ‘paragraph measures the obligation at the
amount of the additionahpayments that are expected to arise solely from the
fact that the benefit accumulates. In many cases, an enterprise may not need
to make detailed computations to estimate that there is no material obligation
for unusedscompensatgd absences. For example, a leave obligation is likely to
be material only if there_isfa formal or informal understanding that unused leave
may be taken‘as,paidivacation.

Non-accumulating 'eompensated absences do not carry forward: they lapse if the

current period 3 entitiement is not used in full and do not entitle employees to a

cash payment for “unused entitlement on leaving the enterprise. This is

commonly the case for maternity or paternity leave. An enterprise recognises
no liability or expense until the time of the absence, because employee service
does not increase the amount of the benefit.

Profit-sharing and Bonus Plans

17.

18.
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An enterprise should recognise the expected cost of profit-sharing and
bonus payments under paragraph 10 when, and only when:

A. the enterprise has a present obligation to make such payments as
a result of past events; and
B. a reliable estimate of the obligation can be made.

A present obligation exists when, and only when, the enterprise has no
realistic alternative but to make the payments.

Under some profit-sharing plans, employees receive a share of the profit only if
they remain with the enterprise for a specified period. Such plans create an
obligation as employees render service that increases the amount to be paid if
they remain in service until the end of the specified period. The measurement of
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such obligations reflects the possibility that some employees may leave without
receiving profit sharing payments.

An enterprise may have no legal obligation to pay a bonus. Nevertheless, in
some cases, an enterprise has a practice of paying bonuses. In such cases also,
the enterprise has an obligation because the enterprise has no realistic
alternative but to pay the bonus. The measurement of the obligation reflects the
possibility that some employees may leave without receiving a bonus.

An enterprise can make a reliable estimate of its obligation under a profit
sharing or bonus plan when, and only when:

A. the formal terms of the plan contain a formula for determining the amount
of the benefit; or

B. the enterprise determines the amounts to be paid before the financial
statements are approved; or

C. past practice gives clear evidence of the amount of the enterprise3
obligation.

An obligation under profit-sharing and bonus plans results from employee
service and not from a transaction with the enterprise 3 owners. Therefore, an
enterprise recognises the cost of profit-sharing andybonus plans not as a
distribution of net profit but as an expense.

If profit-sharing and bonus payments are not due wholly "within twelve months
after the end of the period in which the employees rendersthe related service,
those payments are other long-term employeesbeénefits (see paragraphs 126-
131).

Disclosure

23.

Although this Statement does not require, specific disclosures about shortterm
employee benefits, other Accounting Standardsgdmay require disclosures. For
example, where required by AS 18 /Related Party Disclosures an enterprise
discloses information about employee [benefits for key management personnel.

Post-employment Benefits: Defined Contribution Plans and
Defined Benefit Plans

24,

25.

Post-emplayment benefits include:

A. retirement benefitsgfe.g., gratuity and pension; and

B. other “benefits, 'e.g;, post-employment life insurance and post-
employmentimedicalfcare.

Arrangements whereby '‘an enterprise provides post-employment benefits are

post-employment benefit plans. An enterprise applies this Statement to all such

arrangements whether or not they involve the establishment of a separate entity
to receive contributions and to pay benefits.

Post-employment benefit plans are classified as either defined contribution plans

or defined benefit plans, depending on the economic substance of the plan as

derived from its principal terms and conditions. Under defined contribution
plans:

A. the enterprise3 obligation is limited to the amount that it agrees to
contribute to the fund. Thus, the amount of the postemployment
benefits received by the employee is determined by the amount of
contributions paid by an enterprise (and also by the employee) to a post
employment benefit plan or to an insurance company, together with
investment returns arising from the contributions; and

B. in consequence, actuarial risk (that benefits will be less than expected)
and investment risk (that assets invested will be insufficient to meet
expected benefits) fall on the employee.
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Examples of cases where an enterprise 3 obligation is not limited to the amount
that it agrees to contribute to the fund are when the enterprise has an obligation
through:

A. a plan benefit formula that is not linked solely to the amount of
contributions; or

B. a guarantee, either indirectly through a plan or directly, of a specified
return on contributions; or

C. informal practices that give rise to an obligation, for example, an

obligation may arise where an enterprise has a history of increasing
benefits for former employees to keep pace with inflation even where
there is no legal obligation to do so.

Under defined benefit plans:

A. the enterprise 3 obligation is to provide the agreed benefits to currentand
former employees; and
B. actuarial risk (that benefits will cost more than expected) and investment

risk fall, in substance, on the enterprise. If actuarial or investment
experience are worse than expected, the enterprise 3 obligation may be
increased.
Paragraphs 29 to 43 below deal with defined contribution plans and defined
benefit plans in the context of multiremployer plans, state, plans and insured
benefits.

Multi-emplover Plans

29.

30.

31.
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An enterprise should classify a multizemployer plan as a defined
contribution plan or a defined benefit planiunder the terms of the plan
(including any obligation that goes beyond the formal terms). where a
multi-employer plan is a defined benéfitipland an enterprise should:

A. account for its proportionate share of the defined benefit
obligation, plan assets and|ecost associated with the plan in the
same way as fox any othendefined benefit plan; and

B. disclose the infoarmation‘required by paragraph 119.

When sufficient information is not available to use defined benefit

accounting for a multi-employer plan that is a defined benefit plan, an

enterpriséshould:

A. account for thegplan under paragraphs 45-47 as if it were a
defined centribution plan;

B. disclose:
a. the factithat the plan is a defined benefit plan; and
b. the reason why sufficient information is not available to

enable the enterprise to account for the plan as a defined
benefit plan; and

C. to the extent that a surplus or deficit in the plan may affect the
amount of future contributions, disclose in addition:
a. any available information about that surplus or deficit;
b. the basis used to determine that surplus or deficit; and
C. the implications, if any, for the enterprise.
One example of a defined benefit multiemployer plan is one where:
A. the plan is financed in a manner such that contributions are set at a lewel

that is expected to be sufficient to pay the benefits falling due in the same
period; and future benefits earned during the current period will be paid
out of future contributions; and

B. employees “benefits are determined by the length of their service ard the
participating enterprises have no realistic means of withdrawing from the
plan without paying a contribution for the benefits earned by employees
up to the date of withdrawal. Such a plan creates actuarial risk for the
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enterprise; if the ultimate cost of benefits already earned at the balance
sheet date is more than expected, the enterprise will have to either
increase its contributions or persuade employees to accept a reduction in
benefits. Therefore, such a plan is a defined benefit plan.

Where sufficient information is available about a multiemployer plan which is a
defined benefit plan, an enterprise accounts for its proportionate share of the
defined benefit obligation, plan assets and postemployment benefit cost
associated with the plan in the same way as for any other defined benefit plan.
However, in some cases, an enterprise may not be able to identify its share of
the underlying financial position and performance of the plan with sufficient
reliability for accounting purposes. This may occur if:

A. the enterprise does not have access to information about the plan that
satisfies the requirements of this Statement; or
B. the plan exposes the participating enterprises to actuarial risks associated

with the current and former employees of other enterprises, with the
result that there is no consistent and reliable basis for allocating the
obligation, plan assets and cost to individualenterprises participating in
the plan.

In those cases, an enterprise accounts for the plan as, if it were a defined
contribution plan and discloses the additional information reguired by paragraph
30.
Multi-employer plans are distinct from| greupgadministration \plans. A group
administration plan is merely an aggregation of'single employer plans combined
to allow participating employers to pool theiriassets for investment purposes and
reduce investment management and administkation costs, but the claims of
different employers are segregated for the sole henefit of their own employees.
Group administration plans pose no patftieular saccounting problems because
information is readily available to treat them in the same way as any other
single employer plan and because such plans do not expose the participating
enterprises to actuarial, risks asseeiatedwith the current and former employees
of other enterprises. i The, definitions\in“this Statement require an enterprise to
classify a group administration plan as a defined contribution plan or a defined
benefit plan in accordance ‘with the terms of the plan (including any obligation
that goes heyond the farmal terms).
Defined benefit plans that) share risks between various enterprises under
common control, for 'example, a parent and its subsidiaries, are not multk
employer plans.
In respect of suchi@a plan;”if there is a contractual agreement or stated policy for
charging the net defined benefit cost for the plan as a whole to individual group
enterprises, the enterprise recognises, in its separate financial statements, the
net defined benefit cost so charged. If there is no such agreement or policy, the
net defined benefit cost is recognised in the separate financial statements of the
group enterprise that is legally the sponsoring employer for the plan. The other
group enterprises recognise, in their separate financial statements, a cos equal
to their contribution payable for the period.

AS 29 Provisions, Contingent Liabilities and Contingent Assets requires an

enterprise to recognise, or disclose information about, certain contingent

liabilities. In the context of a multiremployer plan, a contingent liability may
arise from, for example:

A. actuarial losses relating to other participating enterprises because each
enterprise that participates in a multiremployer plan shares in the
actuarial risks of every other participating enterprise; or

B. any responsibility under the terms of a plan to finance any shortfall in the
plan if other enterprises cease to participate.

105



Feedback : ishan_padia@yahoo.co.in

State Plans

37.

38.

39.

An enterprise should account for a state plan in the same way as for a
multi-employer plan (see paragraphs 29 and 30).

State plans are established by legislation to cover all enterprises (or all
enterprises in a particular category, for example, a specific industry) and are
operated by national or local government or by another body (for example, an
autonomous agency created specifically for this purpose) which is not subject to
control or influence by the reporting enterprise. Some plans established by an
enterprise provide both compulsory benefits which substitute for benefits that
would otherwise be covered under a state plan and additional voluntary benefits.
Such plans are not state plans.

State plans are characterised as defined benefit or defined contribution in nature
based on the enterprise3 obligation under the plan. Many state plans are
funded in a manner such that contributions are set at a level that is expected to
be sufficient to pay the required benefits falling due in the same period; future
benefits earned during the current period will be paid out of future contributions.
Nevertheless, in most state plans, the enterprise hasyno obligation to pay those
future benefits: its only obligation is to pay the contributions as they fall due and
if the enterprise ceases to employ members of the state, plan, it will have no
obligation to pay the benefits earned by such employees inyprevious years. For
this reason, state plans are normally defined contributionplans. However, in the
rare cases when a state plan is a defined benefit'plan, an enterprise applies the
treatment prescribed in paragraphs 29 and 30:

Insured Benefits

40.

41.

42.

43.
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An enterprise may pay insurance premiums to fund a post-employment

benefit plan. The enterprise should treatf such a plan as a defined

contribution plan unless the enterprisecwill have (either directly, or

indirectly through the plan) an obligation to either:

A. pay the employee benefitsidirectly when they fall due; or

B. pay further "amounts “1f“the Insurer does not pay all future
employee benefits relating to employee service in the current and
prior periods.

If the enterprise retains sueh an obligation, the enterprise should treat

the plan as axdefined benefit plan.

The benefits “insured. by an insurance contract need not have a direct or

automatic relationship with the enterprise3 obligation for employee benefits.

Post-employment henefit plans involving insurance contracts are subject to the

same distinction between accounting and funding as other funded plans.

Where an enterprise funds a post-employment benefit obligation by contributing

to an insurance policy under which the enterprise (either directly, indirectly

through the plan, through the mechanism for setting future premiums or

through a related party relationship with the insurer) retains an obligation, the

payment of the premiums does not amount to a defined contribution

arrangement. It follows that the enterprise:

A. accounts for a qualifying insurance policy as a plan asset (see paragraph
7); and
B. recognises other insurance policies as reimbursement rights (if the policies

satisfy the criteria in paragraph 102).
Where an insurance policy is in the name of a specified plan participant or a
group of plan participants and the enterprise does not have any obligation to
cover any loss on the policy, the enterprise has no obligation to pay benefits to
the employees and the insurer has sole responsibility for paying the benefits.
The payment of fixed premiums under such contracts is, in substance, the
settlement of the employee benefit obligation, rather than an investment to
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meet the obligation. Consequently, the enterprise no longer has an asset or a
liability. Therefore, an enterprise treats such payments as contributions to a
defined contribution plan.

Post-employment Benefits: Defined Contribution Plans

44,

Accounting for defined contribution plans is straightforward because the
reporting enterprise 3 obligation for each period is determined by the amounts to
be contributed for that period. Consequently, no actuarial assumptions are
required to measure the obligation or the expense and there is no possibility of
any actuarial gain or loss. Moreover, the obligations are measured on an
undiscounted basis, except where they do not fall due wholly within twelve
months after the end of the period in which the employees render the related
service.

Recognition and Measurement

45.

46.

When an employee has rendered service topan enterprise during a
period, the enterprise should recognise the contribution payable to a
defined contribution plan in exchange for that serviee:

A. as a liability (accrued expense), after deducting any contribution
already paid. If the contribution already paid exceeds the
contribution due for service before thembalance sheet date, an
enterprise should recognise that excess as an asset (prepaid
expense) to the extent that the, prepayment will lead to, for
example, a reduction in future payments or a cash refund; and

B. as an expense, unless another Accounting Standard requires or
permits the inclusion of the contribution in the cost of an asset
(see, for example, AS 10, Accauntingifor Fixed Assets).

Where contributions to a defined contribution plan do not fall due wholly

within twelve months after the endef the period in which the employees

render the related service, they should be discounted using the discount
rate specified in paragraph/77.

Disclosure

47.

48.

An enterprise should diseclose the amount recognised as an expense for
defined contributiongplans.

Where required by AS 18/ Related Party Disclosures an enterprise discloses
information about ) contributions to defined contribution plans for Kkey
management personnel.

Post-employment Benefits: Defined Benefit Plans

49.

Accounting for defined benefit plans is complex because actuarial assumptions
are required to measure the obligation and the expense and there is a possibility
of actuarial gains and losses. Moreover, the obligations are measured on a
discounted basis because they may be settled many years after the employees
render the related service. While the Statement requires that it is the
responsibility of the reporting enterprise to measure the obligations under the
defined benefit plans, it is recognised that for doing so the enterprise would
normally use the services of a qualified actuary.

Recognition and Measurement

50.

Defined benefit plans may be unfunded, or they may be wholly or partly funded
by contributions by an enterprise, and sometimes its emplbyees, into an entity,
or fund, that is legally separate from the reporting enterprise and from which the
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employee benefits are paid. The payment of funded benefits when they fall due
depends not only on the financial position and the investment performarce of
the fund but also on an enterprise 3 ability to make good any shortfall in the
fund3 assets. Therefore, the enterprise is, in substance, underwriting the
actuarial and investment risks associated with the plan. Consequently, the
expense recognised for a defined benefit plan is not necessarily the amount of
the contribution due for the period.

Accounting by an enterprise for defined benefit plans involves the following

steps:

A. using actuarial techniques to make a reliable estimate of the amount of
benefit that employees have earned in return for their service in the
current and prior periods. This requires an enterprise to determine how
much benefit is attributable to the current and prior periods (see
paragraphs 67-71) and to make estimates (actuarial assumptions) about
demographic variables (such as employee turnover and mortality) and
financial variables (such as future increases in salaries and medical costs)
that will influence the cost of the benefit (see/paragraphs 72-90);

B. discounting that benefit using the Projected Unit €redit Method in order to
determine the present value of the defined benefit obligation and the
current service cost (see paragraphs 64-66);

C. determining the fair value of any plan assets (see patagraphs 99- 101);

D. determining the total amount | ofgpgactuarial gains and losses (see
paragraphs 91-92);

E. where a plan has been introduced oriehanged, determining the resulting
past service cost (see paragraphs 93-98);hand

F. where a plan has been curtailed or settled; @détermining the resulting gain

or loss (see paragraphs 109-115).
Where an enterprise has more than /one ‘defined benefit plan, the enterprise
applies these procedures for each material plan separately.
For measuring the amounts upnder, paragraph 51, in some cases, estimates,
averages and simplified eomputations may provide a reliable approximation of
the detailed computations.

Accounting forithe Obligation under a Defined Benefit Plan

53.

54.

An enterprise should account not only for its legal obligation under the
formal terms of a defined benefit plan, but also for any other obligation
that arises from the entérprise 3 informal practices. Informal practices
give rise to an ebligation where the enterprise has no realistic
alternative but to\ pay employee benefits. An example of such an
obligation is where a change in the enterprise% informal practices
would cause unacceptable damage to its relationship with employees.
The formal terms of a defined benefit plan may permit an enterprise to
terminate its obligation under the plan. Nevertheless, it is usually difficult for an
enterprise to cancel a plan if employees are to be retained. Therefore, in the
absence of evidence to the contrary, accounting for post-employment benefits
assumes that an enterprise which is currently promising such benefits will
continue to do so over the remaining working lives of employees.

Balance Sheet

55.
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The amount recognised as a defined benefit liability should be the net
total of the following amounts:

A. the present value of the defined benefit obligation at the balance
sheet date (see paragraph 64);

B. minus any past service cost not yet recognised (see paragraph
93);
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C. minus the fair value at the balance sheet date of plan assets (if
any) out of which the obligations are to be settled directly (see
paragraphs 99-101).
The present value of the defined benefit obligation is the gross obligation, before
deducting the fair value of any plan assets.
An enterprise should determine the present value of defined benefit
obligations and the fair value of any plan assets with sufficient
regularity that the amounts recognised in the financial statements do
not differ materially from the amounts that would be determined at the
balance sheet date.
The detailed actuarial valuation of the present value of defined benefit
obligations may be made at intervals not exceeding three years. However, with
a view that the amounts recognised in the financial statements do not differ
materially from the amounts that would be determined at the balance sheet
date, the most recent valuation is reviewed at the balance sheet date and
updated to reflect any material transactions and other material changes in
circumstances (including changes in interest rates) between the date of
valuation and the balance sheet date. The fair value of any plan assets is
determined at each balance sheet date.
The amount determined under paragraph 55 mayhbe negative (an
asset). An enterprise should measure the resultinggasset at the lower
of:
A. the amount determined under paragraph 55; and
B. the present value of any economicibenefits available in the form of
refunds from the plan or reductionsiin future contributions to the
plan. The present value of these eeconomic benefits should be
determined using the discountgate, specified in paragraph 77.
An asset may arise where a defined genefit plan has been over-funded or in
certain cases where actuarial gains arne recognised. An enterprise recognises an
asset in such cases because:

A. the enterprise icontrols a resource, which is the ability to use the surplus
to generate future benefits;

B. that control is a result of past events (contributions paid by the enterprise
and service rendered by‘the employee); and

C. future economic benéfits ‘are available to the enterprise in the form of a

reductiomyin futlire caontributions or a cash refund, either diredly to the
enterprise Ok indirectly to another plan in deficit.

Statement of Profit and Loss

61.

An enterprise should recognise the net total of the following amounts in
the statement of profit and loss, except to the extent that another
Accounting Standard requires or permits their inclusion in the cost of an
asset:

A. current service cost (see paragraphs 63-90);

B. interest cost (see paragraph 81);

C. the expected return on any plan assets (see paragraphs 106-108)
and on any reimbursement rights (see paragraph 102);

D. actuarial gains and losses (see paragraphs 91-92);

E. past service cost to the extent that paragraph 93 requires an
enterprise to recognise it;

F. the effect of any curtailments or settlements (see paragraphs 109

and 110); and

G. the effect of the limit in paragraph 59 B., i.e., the extent to which
the amount determined under paragraph 55 (if negative) exceeds
the amount determined under paragraph 59 B.
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62. Other Accounting Standards require the inclusion of certain employee benefit
costs within the cost of assets such as tangible fixed assets (see AS 10
Accounting for Fixed Assets). Any post-employment benefit costs included in the
cost of such assets include the appropriate proportion of the components listed

in paragraph 61.

Recognition and Measurement: Present Value of Defined Benefit

Obligations and Current Service Cost

63. The ultimate cost of a defined benefit plan may be influenced by many variables,
such as final salaries, employee turnover and mortality, medical cost trends and,
for a funded plan, the investment earnings on the plan assets. The ultimate cost
of the plan is uncertain and this uncertainty is likely to persist over a long period
of time. In order to measure the present value of the post-employment benefit
obligations and the related current service cost, it is necessary to:

A. apply an actuarial valuation method (see paragraphs 64-66);
B. attribute benefit to periods of service (see paragraphs 67-71); and
C. make actuarial assumptions (see paragraphs 72-90).

Actuarial Valuation Method

64. An enterprise should use the Projected Unit Credit Method to determine
the present value of its defined benefit obligatiens and the related
current service cost and, where applicable; past service cost.

65. The Projected Unit Credit Method (sometimes known as the accrued benefit
method pro-rated on service or as the “benefit/years of service method)
considers each period of service as giving rise to an additional unit of benefit
entitlement (see paragraphs 67-71) and measures each unit separately to build
up the final obligation (see paragraphs 72-90).

66. An enterprise discounts the whole of afpost-employment benefit obligation, even
if part of the obligation falls due withimitwelve months of the balance sheet date.

Attributing Benefit to Periods of Service

67. In determining the present value'of its defined benefit obligations and
the related current service cost and, where applicable, past service cost,
an enterprise should attribute benefit to periods of service under the
plan s benefit,formulad However, if an employee % service in later years
will lead to a materially higher level of benefit than in earlier years, an
enterprise shouldhattripute benefit on a straight-line basis from:

A. the date when service by the employee first leads to benefits
under the plan (whether or not the benefits are conditional on
further service); until

B. 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.

68. The Projected Unit Credit Method requires an enterprise to attribute benefit to
the current period (in order to determine current service cost) and the current
and prior periods (in order to determine the present value of defined benefit
obligations). An enterprise attributes benefit to periods in which the obligation
to provide post-employment benefits arises. That obligation arises as employees
render services in return for post-employment benefits which an enterprise
expects to pay in future reporting periods. Actuarial techniques allow an
enterprise to measure that obligation with sufficient reliability to justify
recognition of a liability.

69. Employee service gives rise to an obligation under a defined benefit plan even if
the benefits are conditional on future employment (in other words they are not
vested). Employee service before the vesting date gives rise to an obligation
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because, at each successive balance sheet date, the amount of future service
that an employee will have to render before becoming entitled to the benefit is
reduced. In measuring its defined benefit obligation, an enterprise considers the
probability that some employees may not satisfy any vesting requirements.
Similarly, although certain postemployment benefits, for example, post-
employment medical benefits, become payable only if a specified event occurs
when an employee is no longer employed, an obligation is created when the
employee renders service that will provide entitlement to the benefit if the
specified event occurs. The probability that the specified event will occur affects
the measurement of the obligation, but does not determine whether the
obligation exists.

The obligation increases until the date when further service by the employee will
lead to no material amount of further benefits. Therefore, all benefit is
attributed to periods ending on or before that date. Benefit is attributed to
individual accounting periods under the plan3 benefit formula. However, if an
employee § service in later years will lead to a materially higher level of benefit
than in earlier years, an enterprise attributes benefit en a straight-line basis until
the date when further service by the employee will leadito no material amount of
further benefits. That is because the employee 3 serviceythroughout the entire
period will ultimately lead to benefit at that higher level.

Where the amount of a benefit is a constant proportion_ofgfinal salary for each
year of service, future salary increases Willpaffect’the amount required to settle
the obligation that exists for service before the“balance sheet date, but do not
create an additional obligation. Therefore:

A. for the purpose of paragraph 67 B., salarypincreases do not lead to further
benefits, even though the amount of the“benefits is dependent on final
salary; and

B. the amount of benefit attributed/to each period is a constant proportion of

the salary to which the benefit is linked.

Actuarial Assumptions

72.

73.

Actuarial assumptions_ ycomprising demographic assumptions and

financial assumptions_ should be unbiased and mutually compatible.

Financial @assumptioms' should be based on market expectations, at the

balance sheet date/ forfthe period over which the obligations are to be

settled.

Actuarial assumptiens aregan enterprise3 best estimates of the variables that

will determine the hultimate cost of providing post-employment benefits.

Actuarial assumptions comprise:

A. demographic assumptions about the future characteristics of current and
former employees (and their dependants) who are eligible for benefits.
Demographic assumptions deal with matters such as:

a. mortality, both during and after employment;
b. rates of employee turnover, disability and early retirement;
C. the proportion of plan members with dependants who will be
eligible for benefits; and
d. claim rates under medical plans; and
B. financial assumptions, dealing with items such as:
a. the discount rate (see paragraphs 77-81);
b. future salary and benefit levels (see paragraphs 82-86);
C. in the case of medical benefits, future medical costs, including,

where material, the cost of administering claims and benefit
payments (see paragraphs 87-90); and

d. the expected rate of return on plan assets (see paragraphs 106-
108).
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Actuarial assumptions are unbiased if they are neither imprudent nor excessively
conservative.
Actuarial assumptions are mutually compatible if they reflect the economic
relationships between factors such as inflation, rates of salary increase, the
return on plan assets and discount rates. For example, all assumptions which
depend on a particular inflation level (such as assumptions about interest rates
and salary and benefit increases) in any given future period assume the same
inflation level in that period.
An enterprise determines the discount rate and other financial assumptions in
nominal (stated) terms, unless estimates in real (inflation adjusted) terms are
more reliable, for example, where the benefit is index linked and there is a deep
market in index-linked bonds of the same currency and term.

Actuarial Assumptions: Discount Rate

7.

78.

79.

80.

81.

The rate used to discount post-employment benefit obligations (both
funded and unfunded) should be determined_by reference to 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@bligations.

One actuarial assumption which has a material effect is theydiscount rate. The
discount rate reflects the time value of money butgnot the actuarial or
investment risk. Furthermore, the discountirate does not reflect the enterprise-
specific credit risk borne by the enterprise$ ereditors, nor does it reflect the risk
that future experience may differ from actuarial assumptions.

The discount rate reflects the estimated timing“of, benefit payments. In practice,
an enterprise often achieves this by applying a single weighted average discount
rate that reflects the estimated timing afnd amount of benefit payments and the
currency in which the benefits are to bg paid:

In some cases, there may be no government bonds with a sufficiently long
maturity to match the estimatedgmaturitysof all the benefit payments. In such
cases, an enterprise“uses current _market rates of the appropriate term to
discount shorter term payments, and estimates the discount rate for longer
maturities by extrapolating current market rates along the yield curve. The total
present value of a deéfined "Benefit obligation is unlikely to be particularly
sensitive to the discountgrate applied to the portion of benefits that is payable
beyond the finabmaturity of the available government bords.

Interest cost is computedqddy multiplying the discount rate as determined at the
start of the periad by “the present value of the defined benefit obligation
throughout that periad, taking account of any material changes in the obligation.
The present value of the obligation will differ from the liability recognised in the
balance sheet because the liability is recognised after deducting the fair value of
any plan assets and because some past service cost are not recognised
immediately.

Actuarial Assumptions: Salaries, Benefits and Medical Costs

82.

112

Post-employment benefit obligations should be measured on a basis
that reflects:

A. estimated future salary increases;

B. the benefits set out in the terms of the plan (or resulting from any
obligation that goes beyond those terms) at the balance sheet
date; and

C. estimated future changes in the level of any state benefits that

affect the benefits payable under a defined benefit plan, if, and
only if, either:
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a. those changes were enacted before the balance sheet date;
or
b. past history, or other reliable evidence, indicates that those

state benefits will change in some predictable manner, for
example, in line with future changes in general price levels
or general salary levels.

Estimates of future salary increases take account of inflation, seniority,

promotion and other relevant factors, such as supply and demand in the

employment market.

If the formal terms of a plan (or an obligation that goes beyond those terms)

require an enterprise to change benefits in future periods, the measurement of

the obligation reflects those changes. This is the case when, for example:

A. the enterprise has a past history of increasing benefits, for example, to
mitigate the effects of inflation, and there is no indication that this
practice will change in the future; or

B. actuarial gains have already been recognised in the financial statements
and the enterprise is obliged, by either the formal terms of a plan (or an
obligation that goes beyond those terms) or legislation, to use any
surplus in the plan for the benefit of plan participants (see paragraph
95C.).

Actuarial assumptions do not reflect future benefit changesgthat are not set out

in the formal terms of the plan (or an obligatiensthat goes beyond those terms)

at the balance sheet date. Such changes ‘will resultin:

A. past service cost, to the extent thaththey change benefits for service
before the change; and
B. current service cost for periods after the chahge, to the extent that they

change benefits for service after the ehange'.
Some post-employment benefits are linked to variables such as the level of state
retirement benefits or state medical €are. /The measurement of such benefits
reflects expected changes in sueh,Vvariables, based on past history and other
reliable evidence.
Assumptions about medical costs should take account of estimated
future changes in the cost of medical services, resulting from both
inflation and specific€hanges in medical costs.
Measurementhof postiemployment medical benefits requires assumptions about
the level andifrequency of future claims and the cost of meeting those claims.
An enterprise estimates futdre medical costs on the basis of historical data about
the enterprise 3 own, experience, supplemented where necessary by historical
data from other enterprises, insurance companies, medical providers or other
sources. Estimates of future medical costs consider the effect of technological
advances, changes in health care utilisation or delivery patterns and changes in
the health status of plan participants.
The level and frequency of claims is particularly sensitive to the age, health
status and sex of employees (and their dependants) and may be sensitive to
other factors such as geographical location. Therefore, historical data is
adjusted to the extent that the demographic mix of the population differs from
that of the population used as a basis for the historical data. It is also adjusted
where there is reliable evidence that historical trends will not continue.
Some post-employment health care plans require employees to contribute to the
medical costs covered by the plan. Estimates of future medical costs take
account of any such contributions, based on the terms of the plan at the balance
sheet date (or based on any obligation that goes beyond those terms). Changes
in those employee contributions result in past service cost or, where applicable,
curtailments. The cost of meeting claims may be reduced by benefits from state
or other medical providers (see paragraphs 82 C. and 86).
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Actuarial Gains and Losses

91.

92.

Actuarial gains and losses should be recognised immediately in the
statement of profit and loss as income or expense (see paragraph 61).
Actuarial gains and losses may result from increases or decreases in either the
present value of a defined benefit obligation or the fair value of any related plan
assets. Causes of actuarial gains and losses include, for example:

A. unexpectedly high or low rates of employee turnover, early retirement or
mortality or of increases in salaries, benefits (if the terms of a plan
provide for inflationary benefit increases) or medical costs;

B. the effect of changes in estimates of future employee turnover, early
retirement or mortality or of increases in salaries, benefits (if the terms of
a plan provide for inflationary benefit increases) or medical costs;

C. the effect of changes in the discount rate; and

D. differences between the actual return on plan assets and the expected
return on plan assets (see paragraphs 106-108).

Past Service Cost

93.

94.

95.

96.

114

In measuring its defined benefit liability under paragraph 55, an
enterprise should recognise past service cost as)an expense on a
straight line basis over the average period until theybenefits become
vested. To the extent that the benefits are alreadysvested immediately
following the introduction of, or changes to, a defined “benefit plan, an
enterprise should recognise past serviece cost immediately.
Past service cost arises when an enterprise mtroduces a defined benefit plan or
changes the benefits payable under an existing defined benefit plan. Such
changes are in return for employee service over the period until the benefits
concerned are vested. Therefore, past Service' cost is recognised over that
period, regardless of the fact that the ¢ost refers to employee service in previous
periods. Past service cost is measured as/the change in the liability resulting
from the amendment (See paragraph,64).

Past service cost excludes:

A. the effect of differenees between actual and previously assumed salary
increases on the obligatien to pay benefits for service in prior years (there
iS n@ypast servige ‘cost because actuarial assumptions allow for projected
salaries);

B. under and, over estimates of discretionary pension increases where an
enterprise’ has angabligation to grant such increases (there is no past
service cost'beecause actuarial assumptions allow for such increases);

C. estimates of benefit improvements that result from actuarial gains that
have already been recognised in the financial statements if the enterprise
is obliged, by either the formal terms of a plan (or an obligation that goes
beyond those terms) or legislation, to use any surplus in the plan for the
benefit of plan participants, even if the benefit increase has not yet been
formally awarded (the resulting increase in the obligation is an actuarial
loss and not past service cost, see paragraph 84 B.);

D. the increase in vested benefits (not on account of new or improved
benefits) when employees complete vesting requirements (there is no
past service cost because the estimated cost of benefits was recognised as
current service cost as the service was rendered); and

E. the effect of plan amendments that reduce benefits for future service (a
curtailment).

An enterprise establishes the amortisation schedule for past service cost when

the benefits are introduced or changed. It would be impracticable to maintain

the detailed records needed to identify and implement subsequent changes in
that amortisation schedule. Moreover, the effect is likely to be material only
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where there is a curtailment or settlement. Therefore, an enterprise amends the
amortisation schedule for past service cost only if there is a curtailment or
settlement.

Where an enterprise reduces benefits payable under an existing defined benefit
plan, the resulting reduction in the defined benefit lability is recognised as
(negative) past service cost over the average period until the reduced portion of
the benefits becomes vested.

Where an enterprise reduces certain benefits payable under an existing defined
benefit plan and, at the same time, increases other benefits payable under the
plan for the same employees, the enterprise treats the change as a single net
change.

Recognition and Measurement: Plan Assets

Fair Value of Plan Assets

99.

100.

101.

The fair value of any plan assets is deducted in determining the amount
recognised in the balance sheet under paragraph 55. When no market price is
available, the fair value of plan assets is estimated; fer example, by discounting
expected future cash flows using a discount rate'that, reflects both the risk
associated with the plan assets and the maturity or expected disposal date of
those assets (or, if they have no maturity, the expected period until the
settlement of the related obligation).

Plan assets exclude unpaid contributionsidue from the reportingenterprise to the
fund, as well as any non-transferable financial instruments issued by the
enterprise and held by the fund. Plan assets*@re reduced by any liabilities of the
fund that do not relate to employee benefits;,for example, trade and other
payables and liabilities resulting from derivative financial instruments.

Where plan assets include qualifying inSuramecepolicies that exactly match the
amount and timing of some or all of the benefits payable under the plan, the fair
value of those insurance policies isfdeemed to be the present value of the
related obligations, asydescribedmin ‘paragraph 55 (subject to any reduction
required if the amounts, receivable under the insurance policies are not
recoverable in full).

Reimbursements
102. When, and only when, it is virtually certain that another party will

103.

104.

reimburse some or all of the expenditure required to settle a defined
benefit obligation, an enterprise should recognise its right to
reimbursement as a separate asset. The enterprise should measure the
asset at fair value.“lIn all other respects, an enterprise should treat that
asset in the same way as plan assets. In the statement of profit and
loss, the expense relating to a defined benefit plan may be presented
net of the amount recognised for a reimbursement.

Sometimes, an enterprise is able to look to another party, such as an insurer, to
pay part or all of the expenditure required to settle a defined benefit obligation.
Qualifying insurance policies, as defined in paragraph 7, are plan assets. An
enterprise accounts for qualifying insurance policies in the same way as for all
other plan assets and paragraph 102 does not apply (see paragraphs 40-43 and
101).

When an insurance policy is not a qualifying insurance policy, that insurance
policy is not a plan asset. Paragraph 102 deals with such cases: the enterprise
recognises its right to reimbursement under the insurance policy as a separate
asset, rather than as a deduction in determining the defined benefit liability
recognised under paragraph 55; in all other respects, including for determination
of the fair value, the enterprise treats that asset in the same way as plan assets.
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Paragraph 119. F. c. requires the enterprise to disclose a brief description of the
link between the reimbursement right and the related obligation.
If the right to reimbursement arises under an insurance policy that exactly
matches the amount and timing of some or all of the benefits payable under a
defined benefit plan, the fair value of the reimbursement right is deemed to be
the present value of the related obligation, as described in paragraph 55 (subject
to any reduction required if the reimbursement is not recoverable in full).

Return on Plan Assets
106. The expected return on plan assets is a component of the expense

107.

108.

recognised in the statement of profit and loss. The difference between
the expected return on plan assets and the actual return on plan assets
is an actuarial gain or loss.

The expected return on plan assets is based on market expectations, at the
beginning of the period, for returns over the entire life of the related obligation.
The expected return on plan assets reflects changes in the fair value of plan
assets held during the period as a result of actual eontributions paid into the
fund and actual benefits paid out of the fund.

In determining the expected and actual return on planjassets, an enterprise
deducts expected administration costs, other than those included in the actuarial
assumptions used to measure the obligation.

Curtailments and Settlements

1009.

110.

111.

112.

116

An enterprise should recognise gains orlosses on the curtailment or
settlement of a defined benefit plan when“the curtailment or settlement
occurs. The gain or loss on a curtailment or settlement should
comprise:

A. any resulting change in the/present'value of the defined benefit
obligation;

B. any resulting change ingthefair value of the plan assets;

C. any related past service cost that, under paragraph 94, had not

previously been recoegnised.

Before determining the “effect of a curtailment or settlement, an

enterprise should remeasure the obligation (and the related plan assets,

if any) using, currentgactuarial assumptions (including current market
interest rates and other current market prices).

A curtailment oceurs whenfan enterprise either:

A. has a present)obligation, arising from the requirement of a statute/
regulator or otherwise, to make a material reduction in the number of
employees covered by a plan; or

B. amends the terms of a defined benefit plan such that a material element
of future service by current employees will no longer qualify for benefits,
or will qualify only for reduced benefits.

A curtailment may arise from an isolated event, such as the closing of a plant,

discontinuance of an operation or termination or suspension of a plan. An event

is material enough to qualify as a curtailment if the recognition of a curtailment
gain or loss would have a material effect on the financial statements.

Curtailments are often linked with a restructuring. Therefore, an enterprise

accounts for a curtailment at the same time as for a related restructuring.

A settlement occurs when an enterprise enters into a transaction that eliminates

all further obligations for part or all of the benefits provided under a defined

benefit plan, for example, when a lump-sum cash payment is made to, or on
behalf of, plan participants in exchange for their rights to receive specified post
employment benefits.
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In some cases, an enterprise acquires an insurance policy to fund some or all of
the employee benefits relating to employee service in the current and prior
periods. The acquisition of such a policy is not a settlement if the enterprise
retains an obligation (see paragraph 40) to pay further amounts if the insurer
does not pay the employee benefits specified in the insurance policy. Paragraphs
102-104 deal with the recognition and measurement of reimbursement rights
under insurance policies that are not plan assets.
A settlement occurs together with a curtailment if a plan is terminated such that
the obligation is settled and the plan ceases to exist. However, the termination
of a plan is not a curtailment or settlement if the plan is replaced by a new plan
that offers benefits that are, in substance, identical.
Where a curtailment relates to only some of the employees covered by a plan, or
where only part of an obligation is settled, the gain or loss includes a
proportionate share of the previously unrecognized past service cost. The
proportionate share is determined on the basis of the present value of the
obligations before and after the curtailment or settlement, unless another basis
is more rational in the circumstances.

Presentation

Offset

116.

An enterprise should offset an asset relating_tegone plan against a
liability relating to another plan when, and only when,“the enterprise:

A. has a legally enforceable right“t@ use a surplus in one plan to
settle obligations under the other plan; and
B. intends either to settle the obligations,on a net basis, or to realize

the surplus in one plan and settle its“obligation under the other
plan simultaneously.

Financial Components of Post-employment Benefit Costs

117.

This Statement does not specify whether an enterprise should present current
service cost, interest cost and the expected return on plan assets as components
of a single item of income“onexpenselon the face of the statement of profit and
loss.

Disclosure

118.

119.

An enterprise should'disclose information that enables users of financial
statements to evaluate the nature of its defined benefit plans and the
financial effects of changes in those plans during the period.

An enterprise should disclose the following information about defined
benefit plans:

A. the enterprise 3 accounting policy for recognising actuarial gains
and losses.

B. a general description of the type of plan.

C. a reconciliation of opening and closing balances of the present

value of the defined benefit obligation showing separately, if
applicable, the effects during the period attributable to each of the
following:

current service cost,

interest cost,

contributions by plan participants,

actuarial gains and losses,

foreign currency exchange rate changes on plans measured
in a currency different from the enterprise% reporting
currency,

oo T
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f. benefits paid,
g. past service cost,
h amalgamations,
i curtailments, and
j. settlements.
an analysis of the defined benefit obligation into amounts arising
from plans that are wholly unfunded and amounts arising from
plans that are wholly or partly funded.
a reconciliation of the opening and closing balances of the fair
value of plan assets and of the opening and closing balances of
any reimbursement right recognised as an asset in accordance
with paragraph 102 showing separately, if applicable, the effects
during the period attributable to each of the following:

a. expected return on plan assets,

b. actuarial gains and losses,

C. foreign currency exchange rate changes on plans measured
in a currency different from the) enterprise% reporting
currency,

d. contributions by the employer,

e. contributions by plan participants,

f. benefits paid,

g. amalgamations, and

h. settlements.

a reconciliation of the presenttwalue of the defined benefit
obligation in C. and the fair value ofythe plan assets in E. to the
assets and liabilities recognised in the bBalance sheet, showing at
least:

a. the past service cost nat yet'recognised in the balance sheet
(see paragraph 93);

b. any amount not reeegniseddas an asset, because of the limit
in paragraph 59/B.;

C. the fair wvalue at “the balance sheet date of any

reimbursement right recognised as an asset in accordance
with paragraph 102 (with a brief description of the link
between the, reimbursement right and the related
obligation); and
d. the other ameunts recognised in the balance sheet.
the total expenserecognised in the statement of profit and loss for
each of the“following, and the line item(s) of the statement of
profit and loss'in which they are included:

a. current service cost;

b. interest cost;

C. expected return on plan assets;

d. expected return on any reimbursement right recognised as
an asset in accordance with paragraph 102;

e. actuarial gains and losses;

f. past service cost;

g. the effect of any curtailment or settlement; and

h. the effect of the limit in paragraph 59 B., i.e., the extent to

which the amount determined in accordance with paragraph
55 (if negative) exceeds the amount determined in
accordance with paragraph 59 B.
for each major category of plan assets, which should include, but
is not limited to, equity instruments, debt instruments, property,
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and all other assets, the percentage or amount that each major
category constitutes of the fair value of the total plan assets.
the amounts included in the fair value of plan assets for:

a. each category of the enterprise 3 own financial instruments;
and
b. any property occupied by, or other assets used by, the

enterprise.
a narrative description of the basis used to determine the overall
expected rate of return on assets, including the effect of the major
categories of plan assets.
the actual return on plan assets, as well as the actual return on
any reimbursement right recognised as an asset in accordance
with paragraph 102.
the principal actuarial assumptions used as at the balance sheet
date, including, where applicable:

a. the discount rates;

b. the expected rates of return on fany plan assets for the
periods presented in the financial statements;

C. the expected rates of return for the perieds presented in the

financial statements on any reimbursement right recognized
as an asset in accordance with paragraph£402;
d. medical cost trend rates; and
e. any other material actuartal assumptions used.
An enterprise should disclose “each actuarial assumption in
absolute terms (for example, as an“absolute percentage) and not
just as a margin between different percentages or other variables.

Apart from the above actuarial assumptions, an enterprise should
include an assertion under the actuarial assumptions to the effect
that estimates)of futuregsalarygincreases, considered in actuarial
valuation, take account of inflation, seniority, promotion and other
relevant factors, stch as supply and demand in the employment
market.

the effect of anfincrease of one percentage point and the effect of
a decrease offonefpercentage point in the assumed medical cost
trend rates on:

a. the aggregaté of the current service cost and interest cost
components of net periodic post-employment medical costs;
and

b. the accumulated post-employment benefit obligation for

medical costs.

For the purposes of this disclosure, all other assumptions should
be held constant. For plans operating in a high inflation
environment, the disclosure should be the effect of a percentage
increase or decrease in the assumed medical cost trend rate of a
significance similar to one percentage point in a low inflation
environment.

the amounts for the current annual period and previous four
annual periods of:

a. the present value of the defined benefit obligation, the fair
value of the plan assets and the surplus or deficit in the
plan; and

b. the experience adjustments arising on:
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& the plan liabilities expressed either as (1) an amount
or (2) a percentage of the plan liabilities at the balance
sheet date, and
& the plan assets expressed either as (1) an amount or
(2) a percentage of the plan assets at the balance
sheet date.

O. the employer% best estimate, as soon as it can reasonably be
determined, of contributions expected to be paid to the plan
during the annual period beginning after the balance sheet date.

Paragraph 119 B. requires a general description of the type of plan. Such a
description distinguishes, for example, flat salary pension plansfrom final salary
pension plans and from post-employment medical plans. The description of the
plan should include informal practices that give rise to other obligations included
in the measurement of the defined benefit obligation in accordance with
paragraph 53. Further detail is not required.

When an enterprise has more than one defined benefit plan, disclosures may be

made in total, separately for each plan, or in suchigsoupings as are considered

to be the most useful. It may be useful to distinguish“groupings by criteria such
as the following:

A. the geographical location of the plans, for example, by distinguishing
domestic plans from foreign plans; or

B. whether plans are subject to materiallygdifferent risks, for example, by
distinguishing flat salary pension plansfromfinal salary pension plans and
from post-employment medical plansy, When an enterprise provides
disclosures in total for a grouping of plans, such disclosures are provided
in the form of weighted averages or of relatively narrow ranges.

Paragraph 30 requires additional disclosures about multiemployer defined

benefit plans that are treated as if they/were‘defined contribution plans.

Where required by AS 18 Related Party Disclosures an enterprise discloses

information about:

A. related party transactions with post-employment benefit plans; and

B. post-employment benefits for key management personnel.

Where required by AS 29 Pravisions, Contingent Liabilities and Contingent Assets

an enterprise disclosesdinformation about contingent liabilities arising from post

employment benefit obligations.

Other Long-term Empleyee Benefits

125.

126.

120

Other long-term empleyee benefits include, for example:

A. long-term compensated absences such as long-service or sabbatical
leave;

B. jubilee or other long-service benefits;

C. long-term disability benefits;

D. profit-sharing and bonuses payable twelve months or more after the end

of the period in which the employees render the related service; and
E. deferred compensation paid twelve months or more after the end of the
period in which it is earned.
In case of other long-term employee benefits, the introduction of, or changes to,
other long-term employee benefits rarely causes a material amount of past
service cost. For this reason, this Statement requires a simplified method of
accounting for other long-term employee benefits. This method differs from the
accounting required for post-employment benefits insofar as that all past service
cost is recognised immediately.
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Recognition and Measurement

127.

128.

129.

The amount recognised as a liability for other long-term employee
benefits should be the net total of the following amounts:

A. the present value of the defined benefit obligation at the balance
sheet date (see paragraph 64);
B. minus the fair value at the balance sheet date of plan assets (if

any) out of which the obligations are to be settled directly (see
paragraphs 99-101).
In measuring the liability, an enterprise should apply paragraphs 49-91,
excluding paragraphs 55 and 61. An enterprise should apply paragraph
102 in recognising and measuring any reimbursement right.
For other long-term employee benefits, an enterprise should recognise
the net total of the following amounts as expense or (subject to
paragraph 59) income, except to the extent that another Accounting
Standard requires or permits their inclusion in the cost of an asset:

A. current service cost (see paragraphs 63-90);
B. interest cost (see paragraph 81);
C. the expected return on any plan assets (seeyparagraphs 106-108)

and on any reimbursement right recognised, as an asset (see
paragraph 102);

D. actuarial gains and losses, which shouldgall \ be recognized
immediately;

E. past service cost, which should all be‘recognised immediately; and

F. the effect of any curtailments or settlements (see paragraphs 109
and 110).

One form of other long-term employee benefit istlong-term disability benefit. If
the level of benefit depends on the length of seryice, an obligation arises when
the service is rendered. Measurement/of that obligation reflects the probability
that payment will be required and the length of time for which payment is
expected to be madea, If the_dlevel "ofpbénefit is the same for any disabled
employee regardlesstof years /of 'service, the expected cost of those benefits is
recognised when an eventi@ecurs thaticauses a long-term disability.

Disclosure

130.

Although this Statementgdoes not require specific disclosures about other long
term employee benefits, other Accounting Standards may require disclosures,
for example, where the gexXpense resulting from such benefits is of such size,
nature or incidence that'its disclosure is relevant to explain the performance of
the enterprise for the period (see AS 5 Net Profit or Loss for the Period, Prior
Period Items and Changes in Accounting Policies). Where required by AS 18
Related Party Disclosures an enterprise discloses information about other long
term employee benefits for key management personnel.

Termination Benefits

131.

This Statement deals with termination benefits separately from other employee
benefits because the event which gives rise to an obligation is the termination
rather than employee service.

Recognition

132.

An enterprise should recognise termination benefits as a liability and an

expense when, and only when:

A. the enterprise has a present obligation as a result of a past event;

B. it is probable that an outflow of resources embodying economic
benefits will be required to settle the obligation; and
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C. a reliable estimate can be made of the amount of the obligation.
An enterprise may be committed, by legislation, by contractual or other
agreements with employees or their representatives or by an obligation based
on business practice, custom or a desire to act equitably, to make payments (or
provide other benefits) to employees when it terminates their employment. Such
payments are termination benefits. Termination benefits are typically lump-sum
payments, but sometimes also include:

A. enhancement of retirement benefits or of other post-employment benefits,
either indirectly through an employee benefit plan ordirectly; and
B. salary until the end of a specified notice period if the employee renders no

further service that provides economic benefits to the enterprise.
Some employee benefits are payable regardless of the reason for the employee 3
departure. The payment of such benefits is certain (subject to any vesting or
minimum service requirements) but the timing of their payment is uncertain.
Although such benefits may be described as termination indemnities, or
termination gratuities, they are postemployment benefits, rather than
termination benefits and an enterprise accounts farithem as post-employment
benefits. Some enterprises provide a lower leveltef benefit for voluntary
termination at the request of the employee (in substance, a post-employment
benefit) than for involuntary termination at the request ofithe enterprise. The
additional benefit payable on involuntary termination is a_termination benefit.
Termination benefits are recognised as an'expense’immediately.
Where an enterprise recognises termination benefits, the enterprise may also
have to account for a curtailment of retirement benefits or other employee
benefits (see paragraph 109).

Measurement

137.

Where termination benefits fall due more than 12 months after the
balance sheet date, they should be discounted using the discount rate
specified in paragraph 77.

Disclosure

138.

139.

140.

Where there is uncertainty abeut the number of employees who will accept an
offer of termination benefits, a‘contingent liability exists. As required by AS 29,
Provisions,| Contingent Liabilities and Contingent Assets an enterprise discloses
information about the contingent liability unless the possibility of an outflow in
settlement is remote.

As required by AS'5,Net Profit or Loss for the Period, Prior Period Items and
Changes in Accounting Policies an enterprise discloses the nature and amount of
an expense if it is of such size, nature or incidence that its disclosure is relevant
to explain the performance of the enterprise for the period. Termination benefits
may result in an expense needing disclosure in order to comply with this
requirement.

Where required by AS 18, Related Party Disclosures an enterprise discloses
information about termination benefits for key management personnel.

Transitional Provisions
Emplovee Benefits other than Defined Benefit Plans and Termination

Benefits

141.

122

Where an enterprise first adopts this Statement for employee benefits,
the difference (as adjusted by any related tax expense) between the
liability in respect of employee benefits other than defined benefit plans
and termination benefits, as per this Statement, existing on the date of
adopting this Statement and the liability that would have been
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recoghised at the same date, as per the pre-revised AS 15, should be
adjusted against opening balance of revenue reserves and surplus.

Defined Benefit Plans

142. On first adopting this Statement, an enterprise should determine its

143.

transitional liability for defined benefit plans at that date as:

A. the present value of the obligation (see paragraph 64) at the date
of adoption;

B. minus the fair value, at the date of adoption, of plan assets (if
any) out of which the obligations are to be settled directly (see
paragraphs 99-101);

C. minus any past service cost that, under paragraph 94, should be
recognised in later periods.

The difference (as adjusted by any related tax expense) between the

transitional liability and the liability that would have been recognized at

the same date, as per the pre-revised AS 15, should be adjusted
immediately, against opening balance of revenue, reserves and surplus.

Termination Benefits

144.

This Statement requires immediate expensing of expenditure on termination
benefits (including expenditure incurred on voluntary retirement scheme (VRS)).
However, where an enterprise incurs expenditure on termination benefits on or
before 31st March, 2009, the enterprise ‘may choose to follow the accounting
policy of deferring such expenditure over its, pay-back period. However, the
expenditure so deferred cannot be carried“forward to accounting periods
commencing on or after 1st April, 2010.
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Accounting Standard - 16,

Borrowing Costs
(issued in 2000)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

The following is the text of Accounting Standard (AS) 16, Borrowing Costs? issued by
the Council of the Institute of Chartered Accountants of India. This Standard comes
into effect in respect of accounting periods commencing on or after 1-4-2000 and is
mandatory in nature. Paragraph 9.2 and paragraph 20 (except the first sentence) of
Accounting Standard (AS) 10, Accounting for Fixed Assets 7 stand withdrawn from this
date.

Objective
The objective of this Statement is to prescribe the accounting treatment for borrowing
costs.

Scope
1. This Statement should be applied in accounting for borrowing costs.
2. This Statement does not deal with the actual or imputed cost of owners ”equity,

including preference share capital not classified as a‘liability.

Definitions
3. The following terms are uSed In “this Statement with the meanings
specified:

Borrowing costs are interest and other costs incurred by an enterprise
in connection with thefborrowing of funds.

A gualifying asset isgan asset that necessarily takes a substantial period
of time to getiready“for its intended use or sale.

4. Borrowing costs may,include:
A. interest and “‘commitment charges on bank borrowings and other short
term and long-term borrowings;
B. amortisation of discounts or premiums relating to borrowings;
C. amortisation of ancillary costs incurred in connection with the
arrangement of borrowings;
D. finance charges in respect of assets acquired under finance leases or
under other similar arrangements; and
E. exchange differences arising from foreign currency borrowings to the
extent that they are regarded as an adjustment to interest costs.
5. Examples of qualifying assets are manufacturing plants, power generation

facilities, inventories that require a substantial period of time tobring them to a
saleable condition, and investment properties. Other investments, and those
inventories that are routinely manufactured or otherwise produced in large
gquantities on a repetitive basis over a short period of time, are not qualifying
assets. Assets that are ready for their intended use or sale when acquired also
are not qualifying assets.
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Recognition

6.

Borrowing costs that are directly attributable to the acquisition,
construction or production of a qualifying asset should be capitalized as
part of the cost of that asset. The amount of borrowing costs eligible for
capitalisation should be determined in accordance with this Statement.
Other borrowing costs should be recognised as an expense in the period
in which they are incurred.

Borrowing costs are capitalised as part of the cost of a qualifying asset when it is
probable that they will result in future economic benefits to the enterprise and
the costs can be measured reliably. Other borrowing costs are recognised as an
expense in the period in which they are incurred.

Borrowing Costs Eligible for Capitalisation

8.

10.

11.

12.

The borrowing costs that are directly attributable to the acquisition, construction
or production of a qualifying asset are those borrowing costs that would have
been avoided if the expenditure on the qualifyingpasset had not been made.
When an enterprise borrows funds specifically for|the purpose of obtaining a
particular qualifying asset, the borrowing costs thatidirectly relate to that
qualifying asset can be readily identified.

It may be difficult to identify a direct relationship between pasticular borrowings
and a qualifying asset and to determine,the borrewings that could otherwise
have been avoided. Such a difficulty oceurs, for example, when the financing
activity of an enterprise is co-ordinated ‘centrally or when a range of debt
instruments are used to borrow funds at varying rates of interest and such
borrowings are not readily identifiable with a ‘spegific qualifying asset. As a
result, the determination of the amountdef borrewing costs that are directly
attributable to the acquisition, construction‘oriproduction of a qualifying asset is
often difficult and the exercise of judgement is required.

To the extent thatgfunds are borrewed specifically for the purpose of
obtaining a qualifyinghyassetf the amount of borrowing costs eligible for
capitalisation on that jyasset should be determined as the actual
borrowing costs incurred @n that borrowing during the period less any
income on the temporary investment of those borrowings.

The financing, arrangements,for a qualifying asset may result in an enterprise
obtaining borrowed fupds and incurring associated borrowing costs before some
or all of the funds are used for expenditure on the qualifying asset. In such
circumstances, they funds are often temporarily invested pending their
expenditure on thetqualifying asset. In determining the amount of borrowing
costs eligible for capitalisation during a period, any income earned on the
temporary investment of those borrowings is deducted from the borrowing costs
incurred.

To the extent that funds are borrowed generally and used for the
purpose of obtaining a qualifying asset, the amount of borrowing costs
eligible for capitalisation should be determined by applying a
capitalisation rate to the expenditure on that asset. The capitalization
rate should be the weighted average of the borrowing costs applicable
to the borrowings of the enterprise that are outstanding during the
period, other than borrowings made specifically for the purpose of
obtaining a qualifying asset. The amount of borrowing costs capitalised
during a period should not exceed the amount of borrowing costs
incurred during that period.
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Excess of the Carrving Amount of the Qualifying Asset over Recoverable
Amount

13.

When the carrying amount or the expected ultimate cost of the qualifying asset
exceeds its recoverable amount or net realisable value, the carrying amount is
written down or written off in accordance with the requirements of other
Accounting Standards. In certain circumstances, the amount of the write-down
or write-off is written back in accordance with those other Accounting Standards.

Commencement of Capitalisation

14.

15.

16.

The capitalisation of borrowing costs as part of the cost of a qualifying
asset should commence when all the following conditions are satisfied:

A. expenditure for the acquisition, construction or production of a
qualifying asset is being incurred;

B. borrowing costs are being incurred; and

C. activities that are necessary to prepare the asset for its intended

use or sale are in progress.

Expenditure on a qualifying asset includes only [such expenditure that has
resulted in payments of cash, transfers of other assets or the assumption of
interest-bearing liabilities. Expenditure is reduced by any progress payments
received and grants received in connection with the asset (see Accounting
Standard 12,Accounting for Government Grants). Thegaverage carrying amount
of the asset during a period, including borrowing costs previously capitalised, is
normally a reasonable approximation “@f, the expenditure to which the
capitalisation rate is applied in that period.

The activities necessary to prepare the assetyfor its intended use or sale
encompass more than the physical construction, of the asset. They include
technical and administrative work prior. top,the cCommencement o physical
construction, such as the activities associated“with obtaining permits prior tothe
commencement of the physical constructiom. However, such activities exclude
the holding of an asset,when @@ production or development that changes the
asset 3 condition is taking,place. For example, borrowing costs incurred while
land is under development are capitalised during the period in which activities
related to the developmenttare being undertaken. However, borrowing costs
incurred while land acguired_for building purposes is held without any associated
development activity domot qualify for capitalisation.

Suspension of Capitalisation

17.

18.

126

Capitalisation of Borrowing costs should be suspended during extended
periods in which active development is interrupted.

Borrowing costs may be incurred during an extended period in which the
activities necessary to prepare an asset for its intended use or sale are
interrupted. Such costs are costs of holding partially completed assets and do
not qualify for capitalisation. However, capitalisation of borrowing costs is not
normally suspended during a period when substantial technical and
administrative work is being carried out. Capitalisation of borrowing costs is also
not suspended when a temporary delay is a necessary part of the process of
getting an asset ready for its intended use or sale. For example, capitalisation
continues during the extended period needed for inventories to mature or the
extended period during which high water levels delay construction of a bridge, if
such high water levels are common during the construction period in the
geographic region involved.
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Cessation of Capitalisation

19.

20.

21.

22.

Capitalisation of borrowing costs should cease when substantially all the
activities necessary to prepare the qualifying asset for its intended use
or sale are complete.

An asset is normally ready for its intended use or sale when its physical
construction or production is complete even though routine administrative work
might still continue. If minor modifications, such as the decoration of a property
to the user3 specification, are all that are outstanding, this indicates that
substantially all the activities are complete.

When the construction of a qualifying asset is completed in parts and a
completed part is capable of being used while construction continues for
the other parts, capitalisation of borrowing costs in relation to a part
should cease when substantially all the activities necessary to prepare
that part for its intended use or sale are complete.

A business park comprising several buildings, each of which can be used
individually, is an example of a qualifying asset for which each part is capable of
being used while construction continues for the other parts. An example of a
qualifying asset that needs to be complete before ‘anyppart can be used is an
industrial plant involving several processes which are carried out in sequence at
different parts of the plant within the same site, such as a steelmill.

Disclosure

23.

The financial statements should disclose:
A. the accounting policy adopted for barrowing costs; and
B. the amount of borrowing costs capitalised during the period.
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Accounting Standard - 17,

Segment Reporting
(issued in 2000)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

Accounting Standard (AS) 17, Segment Reporting’ issued by the Council of the
Institute of Chartered Accountants of India, comes into effect in respect of accounting
periods commencing on or after 1.4.2001.

This Standard is mandatory in nature in respect of accounting periods commencing on
or after 1-4-2004 for the enterprises which fall in any one,or more of the following
categories, at any time during the accounting period:

A. Enterprises whose equity or debt securities are listed whether in India or outside
India.
B. Enterprises which are in the process of,listing their_equity or debt securities as

evidenced by the board of directors "resolution in this regard.

Banks including co-operative banks.

Financial institutions.

Enterprises carrying on insurance business.

All commercial, industrial and business reporting enterprises, whose turnover for

the immediately preceding accounting 4period,on the basis of audited financial

statements exceeds Rs. 50 crore. Turpover does not include dther income

G. All commercial, industrial and businessyreporting enterprises having borrowings,
including public deposits, in excess, of Rs. 10 crore at any time during the
accounting period.

H. Holding and subsidiary enterprises offany one of the above at any time during
the accounting period.

The enterprises which do not*fall_in“any of the above categories are not required to

apply this Standard.

Where an enterprise‘has been covered in any one or more of the above categories and

subsequently, ceases tQ be sopebvered, the enterprise will not qualify for exemptian

from application of this Stamdard, until the enterprise ceases to be covered in any of

the above categories for twa consecutive years.

Where an enterprise has previously qualified for exemption from application of this

Standard (being not covered by any of the above categories) but no longer qualifies for

exemption in the current accounting period, this Standard becomes applicable from the

current period. However, the corresponding previous period figures need not be

disclosed.

An enterprise, which, pursuant to the above provisions, does not disclose segment

information, should disclose the fact.

The following is the text of the Accounting Standard.

nmoo

Objective

The objective of this Statement is to establish principles for reporting financial
information, about the different types of products and services an enterprise produces
and the different geographical areas in which it operates. Such information helps users
of financial statements:

A. better understand the performance of the enterprise;
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B. better assess the risks and returns of the enterprise; and
C. make more informed judgements about the enterprise as a whole.
Many enterprises provide groups of products and services or operate in geographical
areas that are subject to differing rates of profitability, opportunities for growth, future
prospects, and risks. Information about different types of products and services of an
enterprise and its operations in different geographical areas - often called segment
information - is relevant to assessing the risks and returns of a diversified or multi-
locational enterprise but may not be determinable from the aggregated data.
Therefore, reporting of segment information is widely regarded as necessary for
meeting the needs of users of financial statements.

Scope

1. This Statement should be applied in presenting general purpose
financial statements.

2. The requirements of this Statement are also applicable in case of consolidated
financial statements.

3. An enterprise should comply with the requirements of this Statement
fully and not selectively.

4. If a single financial report contains both consolidated financial

statements and the separate financial statements)of the parent,
segment information need be presented onlyson the basis of the
consolidated financial statements. In the context of reporting of
segment information in consolidated financial statements, the
references in this Statement to any financial statement items should
construed to be the relevant item as appearing in the consolidated
financial statements.

Definitions
5. The following terms, are usedpin this Statement with the meanings
specified:

A business segment is a distinguishable component of an enterprise that

is engaged in providing anyindividual product or service or a group of

related preducts or sérvices and that is subject to risks and returns that

are different, from/these of' other business segments. Factors that

should be cansidered In determining whether products or services are

related include;

the nature‘ofithe'products or services;

the nature ofithe production processes;

the type or class of customers for the products or services;

the methods used to distribute the products or provide the

services; and

E. if applicable, the nature of the regulatory environment, for
example, banking, insurance, or public utilities.

A geodgraphical segment is a distinguishable component of an enterprise

that is engaged in providing products or services within a particular

economic environment and that is subject to risks and returns that are

different from those of components operating in other economic

environments. Factors that should be considered in identifying

geographical segments include:

similarity of economic and political conditions;

relationships between operations in different geographical areas;

proximity of operations;

special risks associated with operations in a particular area;

exchange control regulations; and

oo w»
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F. the underlying currency risks.
A reportable segment is a business segment or a geographical segment
identified on the basis of foregoing definitions for which segment
information is required to be disclosed by this Statement.

Enterprise revenue is revenue from sales to external customers as
reported in the statement of profit and loss.

Segment revenue is the aggregate of

A. the portion of enterprise revenue that is directly attributable to a
segment,

B. the relevant portion of enterprise revenue that can be allocated
on a reasonable basis to a segment, and

C. revenue from transactions with other segments of the enterprise.

Segment revenue does not include:

A. extraordinary items as defined in AS 5, Net Profit or Loss for the
Period, Prior Period Items and Changes in*Accounting Policies;

B. interest or dividend income, including interest earned on advances

or loans to other segments unless the operations of the segment
are primarily of a financial nature; and

C. gains on sales of investments or on extinguishment of debt unless
the operations of the segment aregprimarily of a financial nature.

Seament expense is the aggregate of

A. the expense resulting from the operating activities of a segment
that is directly attributable to the segment, and
B. the relevant portion of enterpriselexpense that can be allocated on

a reasonable basis to the segment, including expense relating to
transactions with other segments of the enterprise.
Segment expense does not include:

A. extraordinary items as defined“in AS 5, Net Profit or Loss for the
Period, Prior Periad,ltems and Changes in Accounting Policies;
B. interest expense, including interest incurred on advances or loans

fromy other segments; unless the operations of the segment are
primarily of a finamcCial nature;

C. lossesion sales of Investments or losses on extinguishment of
debt unless the_operations of the segment are primarily of a
financial nature;

D. income tax expense; and

E. general administrative expenses, head-office expenses, and other
expenses that arise at the enterprise level and relate to the
enterprise as a whole. However, costs are sometimes incurred at
the enterprise level on behalf of a segment. Such costs are part of
segment expense if they relate to the operating activities of the
segment and if they can be directly attributed or allocated to the
segment on a reasonable basis.

Segment result is segment revenue less segment expense.

Segment assets are those operating assets that are employed by a
segment in its operating activities and that either are directly
attributable to the segment or can be allocated to the segment on a
reasonable basis.

If the segment result of a segment includes interest or dividend income,
its segment assets include the related receivables, loans, investments,
or other interest or dividend generating assets.
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Segment assets do not include income tax assets.
Segment assets are determined after deducting related allowances/
provisions that are reported as direct offsets in the balance sheet of the
enterprise.

Segment liabilities are those operating liabilities that result from the
operating activities of a segment and that either are directly attributable
to the segment or can be allocated to the segment on a reasonable
basis.

If the segment result of a segment includes interest expense, its
segment liabilities include the related interest-bearing liabilities.
Segment liabilities do not include income tax liabilities.

Seament accounting policies are the accounting policies adopted for
preparing and presenting the financial statements of the enterprise as
well as those accounting policies that relate specifically to segment
reporting.

The factors in paragraph 5 for identifying business’segments and geographical
segments are not listed in any particular order.

A single business segment does not include productshand services with
significantly differing risks and returns. While there may.be dissimilarities with
respect to one or several of the factorsglistediin the definition of business
segment, the products and services included“in“a“single business segment are
expected to be similar with respect to a majority of the factors.

Similarly, a single geographical segment does neot include operations ineconomic
environments with significantly differing risks “@amd returns. A geographical
segment may be a single country, a growp of two/OF more countries, or a region
within a country.

The risks and returns of an enterprise are influenced both by the geographical
location of its operations (wheregits, produets are produced or where its service
rendering activities are based)' and also by the location of its customers (where
its products are sold "ar, services\ are rendered). The definition allows
geographical segments to be based on either:

A. the gocation of jgroduction or service facilities and other assets of an
enterprise; or
B. the location of itS customers.

The organisationahand intefnal reporting structure of an enterprise will normally
provide evidence “ofywhether its dominant source of geographical risks results
from the location of its assets (the origin of its sales) or the location of its
customers (the destination of its sales). Accordingly, an enterprise looks to this
structure to determine whether its geographical segments should be based on
the location of its assets or on the location of its customers.

Determining the composition of a business or geographical segment involves a
certain amount of judgement. In making that judgement, enterprise
management takes into account the objective of reporting financial information
by segment as set forth in this Statement and the qualitative characteristics of
financial statements as identified in the Framework for the Preparation and
Presentation of Financial Statements issued by the Institute of Chartered
Accountants of India. The qualitative characteristics include the relevance,
reliability, and comparability over time of financial information that is reported
about the different groups of products and services of an enterprise and about
its operations in particular geographical areas, and the usefulness of that
information for assessing the risks and returns of the enterprise as a whole.

The predominant sources of risks affect how most enterprises are organised and
managed. Therefore, the organisational structure of an enterprise and its
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16.

17.

18.
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internal financial reporting system are normally the basis for identifying its
segments.

The definitions of segment revenue, segment expense, segment assets and
segment liabilities include amounts of such items that are directly attributable to
a segment and amounts of such items that can be allocated to a segment on a
reasonable basis. An enterprise looks to its internal financial reporting system as
the starting point for identifying those items that can be directly attributed, or
reasonably allocated, to segments. There is thus a presumption that amounts
that have been identified with segments for internal financial reporting purposes
are directly attributable or reasonably allocable to segments for the purpose of
measuring the segment revenue, segment expense, segment assets, and
segment liabilities of reportable segments.

In some cases, however, a revenue, expense, asset or liability may have been
allocated to segments for internal financial reporting purposes on a basis that is
understood by enterprise management but that could be deemed arbitrary in the
perception of external users of financial statements. Such an allocation would
not constitute a reasonable basis under the definitions of segment revenue,
segment expense, segment assets, and segment liabilities in this Statement.
Conversely, an enterprise may choose not to allocate“seme item of revenue,
expense, asset or liability for internal financial reporting purposes, even though
a reasonable basis for doing so exists. Such an item is alleeated pursuant to the
definitions of segment revenue, segment expensej’segment assets, and segment
liabilities in this Statement.

Examples of segment assets include current assets that are used in the
operating activities of the segment and tangibleyand intangible fixed assets. If a
particular item of depreciation or amortisation IS included in segment expense,
the related asset is also included in segment assets. Segment assets do not
include assets used for general enterprise“or bhead-office purposes. Segment
assets include operating assets shared by two or more segments if a reasonable
basis for allocation exists. Segment assets include goodwill that is directly
attributable to a segment,or that canbe allocated to a segment on a reasonable
basis, and segment expense includes related amortisation of goodwill. If
segment assets have been \revalued subsequent to acquisition, then the
measurement of segment assets\reflects those revaluations.

Examples [of s segment liabilities include trade and other payables, accrued
liabilities, customer advances, product warranty provisions, and other claims
relating to the“provision ©of goods and services. Segment liabilities do not
include borrowings amd other liabilities that are incurred for financing rather than
operating purposes. The liabilities of segments whose operations are not
primarily of a financial nature do not include borrowings and similar liabilities
because segment result represents an operating, rather than a net of- financing,
profit or loss. Further, because debt is often issued at the head office level on
an enterprise-wide basis, it is often not possible to directly attribute, or
reasonably allocate, the interest-bearing liabilities to segments.

Segment revenue, segment expense, segment assets and segment liabilities are
determined before intra-enterprise balances and intra-enterprise transactions
are eliminated as part of the process of preparation of enterprise financial
statements, except to the extent that such intra-enterprise balances and
transactions are within a single segment.

While the accounting policies used in preparing and presenting the financial
statements of the enterprise as a whole are also the fundamental segment
accounting policies, segment accounting policies include, in addition, policies
that relate specifically to segment reporting, such as identification of segments,
method of pricing inter-segment transfers, and basis for allocating revenues and
expenses to segments.
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Identifying Reportable Segments
Primary and Secondary Segament Reporting Formats

19.

20.

21.

22.

The dominant source and nature of risks and returns of an enterprise
should govern whether its primary segment reporting format will be
business segments or geographical segments. If the risks and returns of
an enterprise are affected predominantly by differences in the products
and services it produces, its primary format for reporting segment
information should be business segments, with secondary information
reported geographically. Similarly, if the risks and returns of the
enterprise are affected predominantly by the fact that it operates in
different countries or other geographical areas, its primary format for
reporting segment information should be geographical segments, with
secondary information reported for groups of related products and
services.
Internal organisation and management structure of an enterprise and
its system of internal financial reporting to the board of directors and
the chief executive officer should normally be the basis for identifying
the predominant source and nature of risks and differing rates of return
facing the enterprise and, therefore, for determining which reporting
format is primary and which is secondary, excepthjas provided in
subparagraphs A. and B. below:

A. if risks and returns of an enterprise are strongly affected both by
differences in the products and) services it produces and by
differences in the geographical areas in which it operates, as
evidenced by a Tatrix approach *to managing the company and to
reporting internally to the bogard of directors and the chief
executive officer, then thef 'enterprise should use business
segments as its primary segment reporting format and
geographical segments as its secondary reporting format; and

B. if internal organisationalh, and management structure of an
enterprise andits, system of internal financial reporting to the
board of directors'and the chief executive officer are based neither
on _individual gproduets or services or groups of related
products/services_pnor-on geographical areas, the directors and
management efghe enterprise should determine whether the risks
and returns of the enterprise are related more to the products and
services it produces or to the geographical areas in which it
operates andshould, accordingly, choose business segments or
geographical 'segments as the primary segment reporting format
of the enterprise, with the other as its secondary reporting format.

For most enterprises, the predominant source of risks and returns determines
how the enterprise is organised and managed. Organisational and management
structure of an enterprise and its internal financial reporting system normally
provide the best evidence of the predominant source of risks and returns of the
enterprise for the purpose of its segment reporting. Therefore, except in rare
circumstances, an enterprise will report segment information in its financial
statements on the same basis as it reports internally to top management. Its
predominant source of risks and returns becomes its primary segment reporting
format. Its secondary source of risks and returns becomes its secondary
segment reporting format.

A Tnatrix presentation >— both business segments and geographical segments as

primary segment reporting formats with full segment disclosures on each basis -

- will often provide useful information if risks and returns of an enterprise are

strongly affected both by differences in the products and services it produces
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and by differences in the geographical areas in which it operates. This
Statement does not require, but does not prohibit, a fnatrix presentation?
In some cases, organisation and internal reporting of an enterprise may have
developed along lines unrelated to both the types of products and services it
produces, and the geographical areas in which it operates. In such cases, the
internally reported segment data will not meet the objective of this Statement.
Accordingly, paragraph 20 B. requires the directors and management of the
enterprise to determine whether the risks and returns of the enterprise are more
product/service driven or geographically driven and to accordingly choose
business segments or geographical segments as the primary basis of segment
reporting. The objective is to achieve a reasonable degree of comparability with
other enterprises, enhance understandability of the resulting information, and
meet the needs of investors, creditors, and others for information about
product/service-related and geographically related risks and returns.

Business and Geographical Segaments

24.

25.

134

Business and geographical segments of an_ enterprise for external
reporting purposes should be those organisational units for which
information is reported to the board of directors, and to the chief
executive officer for the purpose of evaluating the unit% performance
and for making decisions about future allocationsgeffresources, except
as provided in paragraph 25.
If internal organisational and management structure of an enterprise
and its system of internal financial reporkting to the board of directors
and the chief executive officer are based neither on individual products
or services or groups of related products/services nor on geographical
areas, paragraph 20 B. requires that the directors and management of
the enterprise should choose either busimess segments or geographical
segments as the primary segment reporting format of the enterprise
based on their assessment ofgpwhichwreflects the primary source of the
risks and returns ‘of _the enterprise, with the other as its secondary
reporting format. In that/case, the directors and management of the
enterprise should determine its business segments and geographical
segmentsfifor external reporting purposes based on the factors in the
definitions in paragraph 5. of‘this Statement, rather than on the basis of
its system oOf internal financial reporting to the board of directors and
chief executive officer g eonsistent with the following:

A. if one or more, of the segments reported internally to the directors
and management is a business segment or a geographical
segment based on the factors in the definitions in paragraph 5. but
others are not, sub-paragraph B. below should be applied only to
those internal segments that do not meet the definitions in
paragraph 5. (that is, an internally reported segment that meets
the definition should not be further segmented);

B. for those segments reported internally to the directors and
management that do not satisfy the definitions in paragraph 5.,
management of the enterprise should look to the next lower level
of internal segmentation that reports information along product
and service lines or geographical lines, as appropriate under the
definitions in paragraph 5.; and

C. if such an internally reported lower-level segment meets the
definition of business segment or geographical segment based on
the factors in paragraph 5., the criteria in paragraph 27. for
identifying reportable segments should be applied to that
segment.
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Under this Statement, most enterprises will identify their business and
geographical segments as the organisational units for which information is
reported to the board of the directors (particularly the non-executive directors, if
any) and to the chief executive officer (the senior operating decision-maker,
which in some cases may be a group of several people) for the purpose of
evaluating each unit3 performance and for making decisions about future
allocations of resources. Even if an enterprise must apply paragraph 25 because
its internal segments are not along product/service or geographical lines, it will
consider the next lower level of internal segmentation that reports information
along product and service lines or geographical lines rather than construct
segments solely for external reporting purposes. This approach of looking to
organisational and management structure of an enterprise and its internal
financial reporting system to identify the business and geographical segments of
the enterprise for external reporting purposes is sometimes called the
™Tanagement approach? and the organisational components for which
information is reported internally are sometimes called Dperating segments~

Reportable Segments

27.

28.

29.

30.

31.

32.

A business segment or geographical segment should be identified as a

reportable segment if:

A. its revenue from sales to external _customers and from
transactions with other segmentsiist10 per cent or more of the
total revenue, external and internal,"of all segments; or

B. its segment result, whether profitarloss, is 10 per cent or more of
a. the combined result of all segments in profit, or
b. the combined result of all segments in loss, whichever is
greater in absolute amaunt; or
C. its segment assets are 10 per cent or more of the total assets of

all segments.
A business segmentiar 'a geographical segment which is not a reportable
segment as per paragraph 27.,\may be designated as a reportable
segment despite its size'at the discretion of the management of the
enterpriséy If that segment is not designated as a reportable segment,
it should be included asfan unallocated reconciling item.
If total external revenue attributable to reportable segments constitutes
less than 75" per cent’ of the total enterprise revenue, additional
segments should be identified as reportable segments, even if they do
not meet the 10 per cent thresholds in paragraph 27., until at least 75
per cent of total enterprise revenue is included in reportable segments.
The 10 per cent thresholds in this Statement are not intended to be a guide for
determining materiality for any aspect of financial reporting other than
identifying reportable business and geographical segments.
A segment identified as a reportable segment in the immediately
preceding period because it satisfied the relevant 10 per cent thresholds
should continue to be a reportable segment for the current period
notwithstanding that its revenue, result, and assets all no longer meet
the 10 per cent thresholds.
If a segment is identified as a reportable segment in the current period
because it satisfies the relevant 10 per cent thresholds, preceding
period segment data that is presented for comparative purposes should,
unless it is impracticable to do so, be restated to reflect the newly
reportable segment as a separate segment, even if that segment did not
satisfy the 10 per cent thresholds in the preceding period.
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Segment Accounting Policies

33.

34.

35.

36.

37.

Segment information should be prepared in conformity with the
accounting policies adopted for preparing and presenting the financial
statements of the enterprise as a whole.

There is a presumption that the accounting policies that the directors and
management of an enterprise have chosen to use in preparing the financial
statements of the enterprise as a whole are those that the directors and
management believe are the most appropriate for external reporting purposes.
Since the purpose of segment information is to help users of financial statements
better understand and make more informed judgements about the enterprise as
a whole, this Statement requires the use, in preparing segment information, of
the accounting policies adopted for preparing and presenting the financial
statements of the enterprise as a whole. That does not mean, however, that the
enterprise accounting policies are to be applied to reportable segments as if the
segments were separate stand-alone reporting entities. A detailed calculation
done in applying a particular accounting policy at the enterprise-wide level may
be allocated to segments if there is a reasonable {basis for doing so. Pension
calculations, for example, often are done for an enterprise as a whole, but the
enterprise-wide figures may be allocated to segments<based on salary and
demographic data for the segments.

This Statement does not prohibit the disclosureggof additional segment
information that is prepared on a basis other than“the accounting policies
adopted for the enterprise financial statements provided that (a) the information
is reported internally to the board of directors and the chief executive officer for
purposes of making decisions about allocating kesources to the segment and
assessing its performance and (b) the basis of measurement for this additional
information is clearly described.

Assets and liabilities that relate jointly to“two or more segments should
be allocated to segments if, andyonly if, their related revenues and
expenses also are allocated 10 these segments.

The way in which asset, liability, revenue, and expense items are allocated to
segments depends on such factors as the nature of those items, the activities
conducted by the segment, andythe relative autonomy of that segment. It is not
possible or appropriate to_specify a single basis of allocation that should be
adopted by alhenterpriseS; nor is it appropriate to force allocation of enterprise
asset, liability; revenue, and expense items that relate jointly to two or more
segments, if thetonly basis for making those allocations is arbitrary. At the
same time, the definitions of segment revenue, segment expense, segment
assets, and segmentliabilities are interrelated, and the resulting allocations
should be consistent. Therefore, jointly used assets and liabilities are allocated
to segments if, and only if, their related revenues and expenses also are
allocated to those segments. For example, an asset is included in segment
assets if, and only if, the related depreciation or amortization is included in
segment expense.

Disclosure

38.
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Paragraphs 39-46 specify the disclosures required for reportable segments for
primary segment reporting format of an enterprise. Paragraphs 47-51 identify
the disclosures required for secondary reporting format of an enterprise.
Enterprises are encouraged to make all of the primary-segment disclosures
identified in paragraphs 39-46 for each reportable secondary segment although
paragraphs 47-51 require considerably less disclosure on the secondary basis.
Paragraphs 53-59 address several other segment disclosure matters.
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Primary Reporting Format

39.

40.

41.

42.

43.

44.

The disclosure requirements in paragraphs 40-46 should be applied to

each reportable segment based on primary reporting format of an

enterprise.

An enterprise should disclose the following for each reportable segment:

A. segment revenue, classified into segment revenue from sales to
external customers and segment revenue from transactions with
other segments;

B. segment result;

C. total carrying amount of segment assets;

D. total amount of segment liabilities;

E. total cost incurred during the period to acquire segment assets
that are expected to be used during more than one period
(tangible and intangible fixed assets);

F. total amount of expense included in the segment result for

depreciation and amortisation in respect of segment assets for the
period; and
G. total amount of significant non-cash’ ‘expenses, other than
depreciation and amortisation in respect of 'segment assets, that
were included in segment expense and, therefore, deducted in
measuring segment result.
Paragraph 40 B. requires an enterpriseéutogréeport segment result. If an
enterprise can compute segment net profit or‘loss or some other measure of
segment profitability other than segment result, without arbitrary allocations,
reporting of such amount(s) in addition to segment result is encouraged. If that
measure is prepared on a basis other than the ‘actounting policies adopted for
the financial statements of the enterprisey, the/ enterprise will include in its
financial statements a clear descriptionfof the basis of measurement.
An example of a measure of segment performance above segment result in the
statement of profit andyloss is gr@ss, margin on sales. Examples of measures of
segment performancebelow segment result in the statement of profit and loss
are profit or loss from ordinary activities (either before or after income taxes)
and net profit or loss.
AccountingaStandard 54 Net Profit or Loss for the Period, Prior Period Items and
Changes in Accounting 4olicies” requires that “Wwhen items of income and
expense within profitior loss from ordinary activities are of such size, nature or
incidence that their disclesure is relevant to explain the performance of the
enterprise for the period, the nature and amount of such items should be
disclosed separately’. Examples of such items include writeedowns of
inventories, provisions' for restructuring, disposals of fixed assets and longterm
investments, legislative changes having retrospective application, litigation
settlements, and reversal of provisions. An enterprise is encouraged, but not
required, to disclose the nature and amount of any items of segment revenue
and segment expense that are of such size, nature, or incidence that their
disclosure is relevant to explain the performance of the segment for the period.
Such disclosure is not intended to change the classification of any such items of
revenue or expense from ordinary to extraordinary or to change the
measurement of such items. The disclosure, however, does change the level at
which the significance of such items is evaluated for disclosure purposes from
the enterprise level to the segment level.
An enterprise that reports the amount of cash flows arising from
operating, investing and financing activities of a segment need not
disclose depreciation and amortisation expense and non-cash expenses
of such segment pursuant to sub-paragraphs F. and G. of paragraph 40.
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AS 3, Cash Flow Statements, recommends that an enterprise presenta cash flow
statement that separately reports cash flows from operating, investing and
financing activities. Disclosure of information regarding operating, investing and
financing cash flows of each reportable segment is relevant to understanding the
enterprise 3 overall financial position, liquidity, and cash flows. Disclosure of
segment cash flow is, therefore, encouraged, though not required. An enterprise
that provides segment cash flow disclosures need not disclose depreciation and
amortisation expense and non-cash expenses pursuant to sub-paragraphs F. and
G. of paragraph 40.
An enterprise should present a reconciliation between the information
disclosed for reportable segments and the aggregated information in the
enterprise financial statements. In presenting the reconciliation,
segment revenue should be reconciled to enterprise revenue; segment
result should be reconciled to enterprise net profit or loss; segment
assets should be reconciled to enterprise assets; and segment liabilities
should be reconciled to enterprise liabilities.

Secondary Segament Information

47.

48.

49.

138

Paragraphs 39-46 identify the disclosure requirements<te be applied to each
reportable segment based on primary reporting formatyof an enterprise.
Paragraphs 48-51 identify the disclosure requirementsgtorbe applied to each
reportable segment based on secondary reporting format of‘an enterprise, as
follows:

A. if primary format of an enterprise iShbusiness segments, the required
secondary-format disclosures are identified,in paragraph 48;
B. if primary format of an enterprise, is geagraphical segments based on

location of assets (where the products,of the enterprise are produced or
where its service rendering foperations are based), the required
secondary-format disclosures are, identified in paragraphs 49 and 50;

C. if primary format,of an enterpriseisigeographical segments based on the
location of its“eustomers“(where its products are sold or services are
rendered), the required secondary-format disclosures are identified in
paragraphs 49 and_51.

If primaryaformat ofdan enterprise for reporting segment information is

business segments/it should also report the following information:

A. segmentyrevenue from external customers by geographical area
based on the geegraphical location of its customers, for each
geographical ysegment whose revenue from sales to external
customers is'10 per cent or more of enterprise revenue;

B. the total carrying amount of segment assets by geographical
location of assets, for each geographical segment whose segment
assets are 10 per cent or more of the total assets of all
geographical segments; and

C. the total cost incurred during the period to acquire segment assets
that are expected to be used during more than one period
(tangible and intangible fixed assets) by geographical location of
assets, for each geographical segment whose segment assets are
10 per cent or more of the total assets of all geographical
segments.

If primary format of an enterprise for reporting segment information is

geographical segments (whether based on location of assets or location

of customers), it should also report the following segment information
for each business segment whose revenue from sales to external
customers is 10 per cent or more of enterprise revenue or whose
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segment assets are 10 per cent or more of the total assets of all
business segments:

A. segment revenue from external customers;
B. the total carrying amount of segment assets; and
C. the total cost incurred during the period to acquire segment assets

that are expected to be used during more than one period

(tangible and intangible fixed assets).
IT primary format of an enterprise for reporting segment information is
geographical segments that are based on location of assets, and if the
location of its customers is different from the location of its assets, then
the enterprise should also report revenue from sales to external
customers for each customer-based geographical segment whose
revenue from sales to external customers is 10 per cent or more of
enterprise revenue.
IT primary format of an enterprise for reporting segment information is
geographical segments that are based on location of customers, and if
the assets of the enterprise are located in different geographical areas
from its customers, then the enterprise should also report the following
segment information for each asset-based geographical segment whose
revenue from sales to external customers or segmentiassets are 10 per
cent or more of total enterprise amounts:

A. the total carrying amount of 'segment assets by geographical
location of the assets; and
B. the total cost incurred during the period to acquire segment assets

that are expected to be used during more than one period
(tangible and intangible fixed assets) byslocation of the assets.

Other Disclosures

52.

53.

54,

55.

56.

In measuring and reporting segment revenue from transactions with
other segments, inter-segmentytransfers should be measured on the
basis that the enterprise actually used to price those transfers. The
basis of pricing inter-segment transfers and any change therein should
be disclosed in the financiahstatements.

Changes in accounting policies adopted for segment reporting that have
a material effect on _segment information should be disclosed. Such
disclosure should include ja description of the nature of the change, and
the financial effeet of the change if it is reasonably determinable.

AS 5 requires that ehanges in accounting policies adopted by the enterprise
should be made onlytif required by statute, or for compliance with an accounting
standard, or if it is considered that the change would result in a more
appropriate presentation of events or transactions in the financial statements of
the enterprise.

Changes in accounting policies adopted at the enterprise level that affect
segment information are dealt with in accordance with AS 5. AS 5 requires that
any change in an accounting policy which has a material effect should be
disclosed. The impact of, and the adjustments resulting from, such change, if
material, should be shown in the financial statements of the period in which such
change is made, to reflect the effect of such change. Where the effect of such
change is not ascertainable, wholly or in part, the fact should be indicated. If a
change is made in the accounting policies which has no material effect on the
financial statements for the current period but which is reasonably expected to
have a material effect in later periods, the fact of such change should be
appropriately disclosed in the period in which the change is adopted.

Some changes in accounting policies relate specifically to segment reporting.
Examples include changes in identification of segments and changes in the basis
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for allocating revenues and expenses to segments. Such changes can have a
significant impact on the segment information reported but will not change
aggregate financial information reported for the enterprise. To enable users to
understand the impact of such changes, this Statement requires the disclosure
of the nature of the change and the financial effect of the change, if reasonably
determinable.
An enterprise should indicate the types of products and services
included in each reported business segment and indicate the
composition of each reported geographical segment, both primary and
secondary, if not otherwise disclosed in the financial statements.
To assess the impact of such matters as shifts in demand, changes in the prices
of inputs or other factors of production, and the development of alternative
products and processes on a business segment, it is necessary to know the
activities encompassed by that segment. Similarly, to assess the impact of
changes in the economic and political environment on the risks and returns of a
geographical segment, it is important to know the composition of that
geographical segment.
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Accounting Standard - 18,

Related Party Disclosures
(issued in 2000)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

Accounting Standard (AS) 18, Related Party Disclosures? issued by the Council of the
Institute of Chartered Accountants of India, comes into effect in respect of accounting
periods commencing on or after 1-4-2001. This Standard is mandatory in nature in
respect of accounting periods commencing on or after 1-4-20043 for the enterprises
which fall in any one or more of the following categories, at any time during the
accounting period:

A. Enterprises whose equity or debt securities are listed whether in India or outside
India.
B. Enterprises which are in the process of listing their equity 0k debt securities as

evidenced by the board of directors *reselution in this_regard.

Banks including co-operative banks.

Financial institutions.

Enterprises carrying on insurance business.

All commercial, industrial and business reportingienterprises, whose turnover for

the immediately preceding accounting period onithe basis of audited financial

statements exceeds Rs. 50 crore. Turnoyer deesgiot include dther income”

G. All commercial, industrial and business reporting enterprises having borrowings,
including public depgsits, in excess [of Rs{ 10 crore at any time during the
accounting period.

H. Holding and subsidiary“enterprises af. any one of the above at any time during
the accounting period.

The enterprises which do not _fall inhany of the above categories are not required to

apply this Standard.

Where an enterprise has been_eovered in any one or more of the above categories and

subsequently, ceases te be|so coyered, the enterprise will not qualify for exemption

from application of this Standard, until the enterprise ceases to be covered in any of
the above categories for twoyconsecutive years.

Where an enterprise has previously qualified for exemption from application of this

Standard (being not covered by any of the above categories) but no longer qualifies for

exemption in the current accounting period, this Standard becomes applicable from the

current period. However, the corresponding previous period figures need not be
disclosed.

An enterprise, which, pursuant to the above provisions, does not make related party

disclosures, should disclose the fact.

The following is the text of the Accounting Standard.

nmoo

Objective

The objective of this Statement is to establish requirements for disclosure of:
A. related party relationships; and

B. transactions between a reporting enterprise and its related parties.
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Scope

1.

142

This Statement should be applied in reporting related party
relationships and transactions between a reporting enterprise and its
related parties. The requirements of this Statement apply to the
financial statements of each reporting enterprise as also to consolidated
financial statements presented by a holding company.

This Statement applies only to related party relationships described in

paragraph 3.

This Statement deals only with related party relationships described in A. to E.

below:

A. enterprises that directly, or indirectly through one or more intermediaries
, control, or are controlled by, or are under common control with, the
reporting enterprise (this includes holding companies, subsidiaries and
fellow subsidiaries);

B. associates and joint ventures of the reporting enterprise and the investing
party or venturer in respect of which thegreporting enterprise is an
associate or a joint venture;

C. individuals owning, directly or indirectly, an interest in the voting power of

the reporting enterprise that gives them control an,significant influence

over the enterprise, and relatives of any such individual;

key management personnel and relatives of suehgpérsonnel; and

enterprises over which any person described in'C.-"or D.is able to exercise

significant influence. This includes enterprises owned by directors or major

shareholders of the reporting enterprise and enterprises that have a

member of key management in common with the reporting enterprise.

In the context of this Statement, the following are deemed not to be related

parties:

A. two companies simply because they*have a director in common,
notwithstanding, paragraph 3. D.er E.fabove (unless the director is able to
affect the policiesyof bothg€ompanies in their mutual dealings);

B. a single customer, supplier, franchiser, distributor, or general agent with
who man enterpriseitransacts a significant volume of business merely by
virtue of the resulting economic dependence; and

C. the |parties listed below,In the course of their normal dealings with an
enterprise by | virtue only of those dealings (although they may
circumseribe the freedom of action of the enterprise or participate in its
decision-making process):

providers)of finance;
trade unions;
public utilities;
government departments and government agencies including
government sponsored bodies.
Related party disclosure requirements as laid down in this Statement do
not apply in circumstances where providing such disclosures would
conflict with the reporting enterprise® duties of confidentiality as
specifically required in terms of a statute or by any regulator or similar
competent authority.
In case a statute or a regulator or a similar competent authority governing an
enterprise prohibit the enterprise to disclose certain information which is
required to be disclosed as per this Statement, disclosure of such information is
not warranted. For example, banks are obliged by law to maintain
confidentiality in respect of their customers” transactions and this Statement
would not override the obligation to preserve the confidentiality of customers”
dealings.

m o

ooop



Feedback : ishan_padia@yahoo.co.in

7. No disclosure is required in consolidated financial statements in respect
of intra-group transactions.

8. Disclosure of transactions between members of a group is unnecessary in
consolidated financial statements because consolidated financial statements
present information about the holding and its subsidiaries as a single reporting
enterprise.

o. No disclosure is required in the financial statements of state-controlled
enterprises as regards related party relationships with other state-
controlled enterprises and transactions with such enterprises.

Definitions

10. For the purpose of this Statement, the following terms are used with the

meanings specified:

Related party - parties are considered to be related if at any time during
the reporting period one party has the ability to control the other party
or exercise significant influence over the othergparty in making financial
and/or operating decisions.

Related party transaction - a transfer of resourees or obligations
between related parties, regardless of whether or not aprice is charged.

Control

A. ownership, directly or indirectly;h,of more than one half of the
voting power of an enterprise, or

B. control of the composition of the board, of directors in the case of

a company or of the composition of the corresponding governing
body in case of any other enterprisepor

C. a substantial interest in voting power and the power to direct, by
statute or agkeement, the fimancial and/or operating policies of
the enterprise.

Significant influence - ‘participation in the financial and/or operating
policy decisions of an_enterpkise, but not control of those policies.
An_Associate - an enterpkise in which an investing reporting party has
significant "Influencegand which is neither a subsidiary nor a joint
venture of that party.

A Joint venture "= a contractual arrangement whereby two or more
parties undertake an economic activity which is subject to joint control.

Joint control - the contractually agreed sharing of power to govern the
financial and operating policies of an economic activity so as to obtain
benefits from it.

Key management personnel - those persons who have the authority and
responsibility for planning, directing and controlling the activities of the
reporting enterprise.

Relative —in relation to an individual, means the spouse, son, daughter,
brother, sister, father and mother who may be expected to influence, or
be influenced by, that individual in his/her dealings with the reporting
enterprise.

Holding company - a company having one or more subsidiaries.
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Subsidiary - a company:

A. in which another company (the holding company) holds, either by
itself and/or through one or more subsidiaries, more than one-half
in nominal value of its equity share capital; or

B. of which another company (the holding company) controls, either
by itself and/or through one or more subsidiaries, the composition
of its board of directors.

Fellow subsidiary - a company is considered to be a fellow subsidiary of
another company if both are subsidiaries of the same holding company.

State-controlled enterprise - an enterprise which is under the control of
the Central Government and/or any State Government(s).

For the purpose of this Statement, an enterprise is considered to control the

composition of

A. the board of directors of a company, if it has the power, without the
consent or concurrence of any other person, to@ppoint or remove all or a
majority of directors of that company. An enterprise is deemed to have
the power to appoint a director if any of the fallewing conditions is

satisfied:

a. a person cannot be appointedpassdirector without the exercise in his
favour by that enterprise of 'such'a‘power as aforesaid; or

b. a persond3 appointment as director follows necessarily from his
appointment to a position held by“him in that enterprise; or

C. the director is nominated by that enterprise; in case that enterprise
is a company, the director isgheminated by that company/subsidiary
thereof.

B. the governing body of an entefprise that is not a company, if it has the

power, without the consent,or the,concurrence of any other person, to

appoint or remaovesall or a majority of members of the governing body of

that other enterprise. |An enterprise is deemed to have the power to
appoint a member if any, of the following conditions is satisfied:

a. a person gannot“be appointed as member of the governing body
without the ex@rcise in his favour by that other enterprise of such a
power asaforesaid; or

b. a person¥ appointment as member of the governing body follows
necessarily from his appointment to a position held by him in that
other enterprise; or

C. the member of the governing body is nominated by that other
enterprise.

An enterprise is considered to have a substantial interest in another enterprise if
that enterprise owns, directly or indirectly, 20 per cent or more interest in the
voting power of the other enterprise. Similarly, an individual is considered to
have a substantial interest in an enterprise, if that individual owns, directly or
indirectly, 20 per cent or more interest in the voting power of the enterprise.

Significant influence may be exercised in several ways, for example, by
representation on the board of directors, participation in the policymaking
process, material inter-company transactions, interchange of managerial
personnel, or dependence on technical information. Significant influence may be
gained by share ownership, statute or agreement. As regards share ownership,
if an investing party holds, directly or indirectly through intermediaries, 20 per
cent or more of the voting power of the enterprise, it is presumed that the
investing party does have significant influence, unless it can be clearly
demonstrated that this is not the case. Conversely, if the investing party holds,
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directly or indirectly through intermediaries, less than 20 per cent of the voting
power of the enterprise, it is presumed that the investing party does not have
significant influence, unless such influence can be clearly demonstrated. A
substantial or majority ownership by another investing party does not
necessarily preclude an investing party from having significant influence.
Key management personnel are those persons who have the authority and
responsibility for planning, directing and controlling the activities of thereporting
enterprise. For example, in the case of a company, the managing director(s),
whole time director(s), manager and any person in accordance with whose
directions or instructions the board of directors of the company is accustomed to
act, are usually considered key management personnel.

Related Party Issue

Related party relationships are a normal feature of commerce and business. For
example, enterprises frequently carry on separate parts of their activities
through subsidiaries or associates and acquire interests in other enterprises - for
investment purposes or for trading reasons - that are of sufficient proportions for
the investing enterprise to be able to control or exerciseysignificant influence on
the financial and/or operating decisions of its investee.

Without related party disclosures, there is a general ypresumption that
transactions reflected in financial statements aregeensummated on an arm3
length basis between independent parties. However, that presumption may not
be valid when related party relationships exist because related parties may enter
into transactions which unrelated parties\owould not enter into. Also,
transactions between related parties may not be effected at the same terms and
conditions as between unrelated parties.A, Sometimes, no price is charged in
related party transactions, for examples free jprovision of management services
and the extension of free credit on a debt. InVview of the aforesaid, the resulting
accounting measuresgmay not represent, what they usually would be expected to
represent. Thus, al related party welationship could have an effect on the
financial position and operating results of the reporting enterprise.

The operating results and financial position of an enterprise may be affected by a
related party relationship evenyif related party transactions do not occur. The
mere existence of the/relationship may be sufficient to affect the transactions of
the reporting enterprise’ with other parties. For example, a subsidiary may
terminate relations with a trading partner on acquisition by the holding company
of a fellow subsidiary @€ngaged in the same trade as the former partner.
Alternatively, one “party may refrain from acting because of the control or
significant influence of another - for example, a subsidiary may be instructed by
its holding company not to engage in research and development.

Because there is an inherent difficulty for management to determine the effect of
influences which do not lead to transactions, disclosure of such effects is not
required by this Statement.

Sometimes, transactions would not have taken place if the related party
relationship had not existed. For example, a company that sold a large
proportion of its production to its holding company at cost might not have found
an alternative customer if the holding company had not purchased the goods.

Disclosure

20.

The statutes governing an enterprise often require disclosure in financial
statements of transactions with certain categories of related parties. In
particular, attention is focussed on transactions with the drectors or similar key
management personnel of an enterprise, especially their remuneration and
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borrowings, because of the fiduciary nature of their relationship with the
enterprise.

Name of the related party and nature of the related party relationship
where control exists should be disclosed irrespective of whether or not
there have been transactions between the related parties.

Where the reporting enterprise controls, or is controlled by, another party, this
information is relevant to the users of financial statements irrespective of
whether or not transactions have taken place with that party. This is because
the existence of control relationship may prevent the reporting enterprise from
being independent in making its financial and/or operating decisbns. The
disclosure of the name of the related party and the nature of the related party
relationship where control exists may sometimes be at least as relevant in
appraising an enterprise3 prospects as are the operating results and the
financial position presented in its financial statements. Such a related party may
establish the enterprise 3 credit standing, determine the source and price of its
raw materials, and determine to whom and at what price the product is sold.

If there have been transactions between related parties, during the
existence of a related party relationship, the reparting enterprise should
disclose the following:

A. the name of the transacting related party;

B. a description of the relationship between the parties;

C. a description of the nature of transactions;

D. volume of the transactions “elther~as an amount or as an
appropriate proportion;

E. any other elements of the related party transactions necessary for

an understanding of the financial statemeénts;

F. the amounts or appropriate gpreportions of outstanding items
pertaining to related parties at the balance sheet date and
provisions for doubtful debts due/from such parties at that date;
and

G. amounts written)off or written back in the period in respect of
debts due from or te related parties.

The following are examples“ofythe related party transactions in respect of which

disclosuressinay be made by a‘reporting enterprise:

purchases or sales_af'goods (finished or unfinished);

purchases,or salés of fixed assets;

rendering.onreceiving of services;

agency arrangements;

leasing or hirefpurchase arrangements;

transfer of research and development;

licence agreements;

finance (including loans and equity contributions in cash or in kind);

guarantees and collaterals; and

management contracts including for deputation of employees.

Paragraph 23 E. requires disclosure of any other elements of the related party

transactions necessary for an understanding of the financial statements? An

example of such a disclosure would be an indication that the transfer ofa major
asset had taken place at an amount materially different from that obtainable on
normal commercial terms.

Items of a similar nature may be disclosed in aggregate by type of

related party except when seperate disclosure is necessary for an

understanding of the effects of related party transactions on the
financial statements of the reporting enterprise.

Disclosure of details of particular transactions with individual related parties

would frequently be too voluminous to be easily understood. Accordingly, items
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of a similar nature may be disclosed in aggregate by type of related party.
However, this is not done in such a way as to obscure the importance of
significant transactions. Hence, purchases or sales of goods are not aggregated
with purchases or sales of fixed assets. Nor a material related party transaction
with an individual party is clubbed in an aggregated disclosure.
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Accounting Standard - 19,

Leases
(issued in 2001)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

Accounting Standard (AS) 19, teases? issued by the Council of the Institute of
Chartered Accountants of India, comes into effect in respect of all assets leased during
accounting periods commencing on or after 1.4.2001 and is mandatory in nature from
that date. Accordingly, the Guidance Note on Accounting for Leases”issued by the
Institute in 1995, is not applicable in respect of such assets. Earlier application of this
Standard is, however, encouraged.

In respect of accounting periods commencing on or after 1-4-2004) an enterprise which
does not fall in any of the following categories need not disclose the information
required by paragraphs 22. C., E. and F.; 25. Aw,B. and.Ewi37. A., F. and G.; and 46.
B., D. and E., of this Standard:

1. Enterprises whose equity or debt securities are listed whether in India or outside
India.
2. Enterprises which are in the process of listing theikdequity or debt securities as

evidenced by the board of directors "resolution in this regard.

Banks including co-operative banks.

Financial institutions.

Enterprises carrying om,insurance business.

All commercial, industrial,and husiness reporting enterprises, whose turnover for

the immediately precedingyacecounting period on the basis of audited financial

statements exceeds Rs. 50°¢rore. Turnover does not include ®ther income?

7. All commercial, industrial and'business reporting enterprises having borrowings,
including public deposits, 4im excess of Rs. 10 crore at any time during the
accounting,peried.

8. Holding and subsidiary enterprises of any one of the above at any time during
the accounting period.

In respect of an enterprise which falls in any one or more of the above categories, at

any time during the accounting period, the Standard is applicable in its entirety.

o0h®

Where an enterprise has been covered in any one or more of the above categories and
subsequently, ceases to be so covered, the enterprise will not qualify for exemption
from paragraphs 22. C., E. and F.; 25. A., B. and E.; 37. A., F. and G.; and 46. B., D.
and E., of this Standard, until the enterprise ceases to be covered in any of the above
categories for two consecutive years.

Where an enterprise has previously qualified for exemption from paragraphs

22. C., E. and F.; 25. A.,, B. and E.; 37. A., F. and G.; and 46. B., D. and E., of this
Standard (being not covered by any of the above categories) but no longer qualifies for
exemption in the current accounting period, this Standard becomes applicable, in its
entirety, from the current period. However, the corresponding previous period figures
in respect of above paragraphs need not be disclosed.
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An enterprise, which, pursuant to the above provisions, does not disclose the
information required by paragraphs 22. C., E. and F.; 25. A., B. and E.; 37. A, F. and
G.; and 46. B., D. and E. should disclose the fact.

The following is the text of the Accounting Standard.

Objective
The objective of this Statement is to prescribe, for lessees and lessors, the appropriate
accounting policies and disclosures in relation to finance leases and operating leases.

Scope

1.

This Statement should be applied in accounting for all leases other than:

A. lease agreements to explore for or use natural resources, such as
oil, gas, timber, metals and other mineral rights; and

B. licensing agreements for items such as motion picture films, video
recordings, plays, manuscripts, patents and copyrights; and

C. lease agreements to use lands.

This Statement applies to agreements that transfer 'theyright to use assets even

though substantial services by the lessor may be called ¥or in connection with

the operation or maintenance of such assets. On the other‘hand, this Statement

does not apply to agreements that are contracts for servicessthat do not transfer

the right to use assets from one contractingiparty'to the other.

Definitions

3.

The following terms are used in this Statement with the meanings
specified:

A lease is an agreement whereby the lessor conveys to the lessee in
return for a payment or series of payments the right to use an asset for
an agreed period of time.

A finance lease is a lease)that transfers substantially all the risks and
rewards incident to ownership of an asset.

An operating lease iIsg@ lease other than a finance lease.

A non-cancellableileasg Is a lease that is cancellable only:

A. upon the oceurrence of some remote contingency; or

B. with the permission of the lessor; or

C. if the lessee enters into a new lease for the same or an equivalent
asset with the same lessor; or

D. upon payment by the lessee of an additional amount such that, at

inception, continuation of the lease is reasonably certain.

The inception of the lease is the earlier of the date of the lease
agreement and the date of a commitment by the parties to the principal
provisions of the lease.

The lease term is the non-cancellable period for which the lessee has
agreed to take on lease the asset together with any further periods for
which the lessee has the option to continue the lease of the asset, with
or without further payment, which option at the inception of the lease it
is reasonably certain that the lessee will exercise.
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Minimum lease payments are the payments over the lease term that the
lessee is, or can be required, to make excluding contingent rent, costs
for services and taxes to be paid by and reimbursed to the lessor,
together with:

A. in the case of the lessee, any residual value guaranteed by or on
behalf of the lessee; or

B. in the case of the lessor, any residual value guaranteed to the
lessor:
a. by or on behalf of the lessee; or
b. by an independent third party financially capable of meeting

this guarantee.

However, if the lessee has an option to purchase the asset at a price
which is expected to be sufficiently lower than the fair value at the date
the option becomes exercisable that, at the inception of the lease, is
reasonably certain to be exercised, the minimum lease payments
comprise minimum payments payable over [the lease term and the
payment required to exercise this purchase option:

Fair value is the amount for which an asset could Be exchanged or a
liability settled between knowledgeable, willing parties in an arm3%
length transaction.

Economic life is either:

A. the period over which an asset is“expected to be economically
usable by one or more users; or
B. the number of production or similar units expected to be obtained

from the asset by one or morg users.

Useful life of a leased asset is.either:

A. the period over which the leased asset is expected to be used by
the lessee; or
B. the number of production or similar units expected to be obtained

fromythe use offthe asset by the lessee.

Residual value,of a leased asset is the estimated fair value of the asset
at the end of the)lease term.

Guaranteed residual value is:

A. in the case of'the lessee, that part of the residual value which is
guaranteed by the lessee or by a party on behalf of the lessee (the
amount of the guarantee being the maximum amount that could,
in any event, become payable); and

B. in the case of the lessor, that part of the residual value which is
guaranteed by or on behalf of the lessee, or by an independent
third party who is financially capable of discharging the
obligations under the guarantee.

Unguaranteed residual value of a leased asset is the amount by which
the residual value of the asset exceeds its guaranteed residual value.

Gross investment in the lease is the aggregate of the minimum lease
payments under a finance lease from the standpoint of the lessor and
any unguaranteed residual value accruing to the lessor.
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Unearned finance income is the difference between:

A. the gross investment in the lease; and
B. the present value of
a. the minimum lease payments under a finance lease from the
standpoint of the lessor; and
b. any unguaranteed residual value accruing to the lessor, at

the interest rate implicit in the lease.

Net investment in the lease is the gross investment in the lease less
unearned finance income.

The interest rate implicit in_the lease is the discount rate that, at the
inception of the lease, causes the aggregate present value of

A. the minimum lease payments under a finance lease from the
standpoint of the lessor; and
B. any unguaranteed residual value accruing to the lessor, to be

equal to the fair value of the leased asset.

The lessee® incremental borrowing rate of interest is the rate of
interest the lessee would have to pay on a similar lease or, if that is not
determinable, the rate that, at the inception of _theglease, the lessee
would incur to borrow over a similaritermgand with a similar security,
the funds necessary to purchase the asset.

Contingent rent is that portion of the leasepayments that is not fixed in
amount but is based on a factor other thangjust the passage of time
(e.g., percentage of sales, amount offusage,price indices, market rates
of interest).

The definition of a lease includes agreements for the hire of an asset which
contain a provision giving the hirer,an option to acquire title to the asset upon
the fulfilment of agreed eonditions. These agreements are commonly known as
hire purchase agreements, YHire purchase agreements include agreements under
which the property in the asset is to pass to the hirer on the payment of the last
instalmentgand the hitér has“ayright to terminate the agreement at any time
before the|property so passes.

Classification of'Leases

5.

The classification of leases adopted in this Statement is based on the extent to
which risks and rewards incident to ownership of a leased asset lie with the
lessor or the lessee. Risks include the possibilities of losses from idle capacity or
technological obsolescence and of variations in return due to changing economic
conditions. Rewards may be represented by the expectation of profitable
operation over the economic life of the asset and of gain from appreciation in
value or realisation of residual value.

A lease is classified as a finance lease if it transfers substantially al the risks and
rewards incident to ownership. Title may or may not eventually be transferred.
A lease is classified as an operating lease if it does not transfer substantially all
the risks and rewards incident to ownership.

Since the transaction between a lessor and a lessee is based on a lease
agreement common to both parties, it is appropriate to use consistent
definitions. The application of these definitions to the differing circumstances of
the two parties may sometimes result in the same lease beng classified
differently by the lessor and the lessee.
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Whether a lease is a finance lease or an operating lease depends on the
substance of the transaction rather than its form. Examples of situations which
would normally lead to a lease being classified as a finance lease are:

A. the lease transfers ownership of the asset to the lessee by the end of the
lease term;
B. the lessee has the option to purchase the asset at a price which is

expected to be sufficiently lower than the fair value at the date the optian
becomes exercisable such that, at the inception of the lease, it is
reasonably certain that the option will be exercised;

C. the lease term is for the major part of the economic life of the asset even
if title is not transferred;
D. at the inception of the lease the present value of the minimum lease

payments amounts to at least substantially all of the fair value of the
leased asset; and

E. the leased asset is of a specialised nature such that only the lessee can
use it without major modifications being made.

Indicators of situations which individually or in combination could also lead to a

lease being classified as a finance lease are:

A. if the lessee can cancel the lease, the lessor 3 losses associated with the
cancellation are borne by the lessee;
B. gains or losses from the fluctuation in the fair valuegef the residual fall to

the lessee (for example in the formioefgagrent rebate equalling most of the

sales proceeds at the end of the lease); and
C. the lessee can continue the lease for a secondary period at a rent which is

substantially lower than market rent.
Lease classification is made at the inception of‘the lease. If at any time the
lessee and the lessor agree to change the provisions of the lease, other than by
renewing the lease, in a manner that would have resulted in a different
classification of the lease under the criteria in paragraphs 5 to 9 had the
changed terms beenyin effectgat thewginception of the lease, the revised
agreement is considered as a new agrkeement over its revised term. Changes in
estimates (for example, “‘changes intestimates of the economic life or of the
residual value of the leased asset) or changes in circumstances (for example,
default bygthe lessee) however, do not give rise to a new classification of a
lease for accounting purpoeses.

Leases in the FinancialkStatements of Lessees
Finance Leases

11.

12.
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At the inception of a finance lease, the lessee should recognise the lease
as an asset and a liability. Such recognition should be at an amount
equal to the fair value of the leased asset at the inception of the lease.
However, if the fair value of the leased asset exceeds the present value
of the minimum lease payments from the standpoint of the lessee, the
amount recorded as an asset and a liability should be the present value
of the minimum lease payments from the standpoint of the lessee. In
calculating the present value of the minimum lease payments the
discount rate is the interest rate implicit in the lease, if this is
practicable to determine; if not, the lessee 3 incremental borrowing rate
should be used.

Transactions and other events are accounted for and presented in accordance
with their substance and financial reality and not merely with their legal form.
While the legal form of a lease agreement is that the lessee may acquire no legal
title to the leased asset, in the case of finance leases the substance and financial
reality are that the lessee acquires the economic benefits of the use of the
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22.
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leased asset for the major part of its economic life in return for entering into an
obligation to pay for that right an amount approximating to the fair value of the
asset and the related finance charge.

If such lease transactions are not reflected in the lessee3 balance sheet, the
economic resources and the level of obligations of an enterprise are understated
thereby distorting financial ratios. It is therefore appropriate that a finance
lease be recognised in the lessee3 balance sheet both as an asset and as an
obligation to pay future lease payments. At the inception of the lease, the asset
and the liability for the future lease payments are recognised in the balance
sheet at the same amounts.

It is not appropriate to present the liability for a leased asset as a deduction
from the leased asset in the financial statements. The liability fora leased asset
should be presented separately in the balance sheet as a current liability or a
long-term liability as the case may be.

Initial direct costs are often incurred in connection with specific leasing activities,
as in negotiating and securing leasing arrangements. The costs identified as
directly attributable to activities performed by the lessee for a finance lease are
included as part of the amount recognised as an asset'under the lease.

Lease payments should be apportioned between theg,finance charge and
the reduction of the outstanding liability. The financeycharge should be
allocated to periods during the lease term so as toproduce a constant
periodic rate of interest on the remaininggbalance of the liability for each
period.

In practice, in allocating the finance chargeito periods during the lease term,
some form of approximation may be used to simplify the calculation.

A finance lease gives rise to a depreciation expense for the asset as well
as a finance expense for each aceountings/ period. The depreciation
policy for a leased asset should be consistent with that for depreciable
assets which are owned, and the depreciation recognized should be
calculated on the ‘basis setg,out win® Accounting Standard (AS) 6,
Depreciation Accounting. [If there 1S no reasonable certainty that the
lessee will obtain ownekship by the end of the lease term, the asset
should be fully depreciated over the lease term or its useful life,
whichevenis shorter

The depreciable amount offa)leased asset is allocated to each accounting period
during the"peried ofi expected use on a systematic basis consistent with the
depreciation policy,the lessee adopts for depreciable assets that are owned. |If
there is reasonable certainty that the lessee will obtain ownership by the end of
the lease term, the period of expected use is the useful life of the asset;
otherwise the asset ‘is depreciated over the lease term or its useful life,
whichever is shorter.

The sum of the depreciation expense for the asset and the finance expense for
the period is rarely the same as the lease payments payable for the period, and
it is, therefore, inappropriate simply to recognise the lease payments payable as
an expense in the statement of profit and loss. Accordingly, the asset and the
related liability are unlikely to be equal in amount after the inception of the
lease.

To determine whether a leased asset has become impaired, an enterprise applies
the Accounting Standard dealing with impairment of assets, that sets out the
requirements as to how an enterprise should perform the review of the carrying
amount of an asset, how it should determine the recoverable amount of an asset
and when it should recognise, or reverse, an impairment loss.

The lessee should, in addition to the requirements of AS 10, Accounting
for Fixed Assets, AS 6, Depreciation Accounting, and the governing
statute, make the following disclosures for finance leases:
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assets acquired under finance lease as segregated from the assets
owned;
for each class of assets, the net carrying amount at the balance
sheet date;
a reconciliation between the total of minimum lease payments at
the balance sheet date and their present value. In addition, an
enterprise should disclose the total of minimum lease payments at
the balance sheet date, and their present value, for each of the
following periods:

a. not later than one year;
b. later than one year and not later than five years;
C. later than five years;

contingent rents recognised as expense in the statement of profit
and loss for the period;

the total of future minimum sublease payments expected to be
received under non-cancellable subleases at the balance sheet
date; and

a general description of the lessee®, significant Ileasing
arrangements including, but not limited to, theyfollowing:

a. the basis on which contingent rent, payments are
determined;

b. the existence and terms\ofwrenewal or purchase options and
escalation clauses; and

C. restrictions imposed by lease, arrangements, such as those

concerning dividends, additionaldebt, and further leasing.

Operating Leases
Lease payments under an operating lease should be recognized as an

expense in the statement of profit and loss on a straight line basis over
the lease term unless,anothermsystematic basis is more representative of
the time pattern of‘the user S'benefit.

For operating leases, lease, payments (excluding costs for services such as
insurance and maintenance) are recognised as an expense in the statement of
profit and fless on a stfaight [ine basis unless another systematic basis is more
representative,of the timedpattern of the user 3 benefit, even if the payments are
not on that basis:

The lessee should makegthe following disclosures for operating leases:

23.

24.

25.
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A.

the total of future minimum lease payments under non cancellable
operating leases for each of the following periods:

a. not later than one year;
b. later than one year and not later than five years;
C. later than five years;

the total of future minimum sublease payments expected to be

received under non-cancellable subleases at the balance sheet

date;

lease payments recognised in the statement of profit and loss for

the period, with separate amounts for minimum lease payments

and contingent rents;

sub-lease payments received (or receivable) recognised in the

statement of profit and loss for the period;

a general description of the lessee% significant Ileasing

arrangements including, but not limited to, the following:

a. the basis on which contingent rent payments are
determined;
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b. the existence and terms of renewal or purchase options and
escalation clauses; and
C. restrictions imposed by lease arrangements, such as those

concerning dividends, additional debt, and further leasing.

Leases in the Financial Statements of Lessors
Finance Leases

26.

27.

28.

29.

30.

31.

32.

33.

34.

The lessor should recognise assets given under a finance lease in its
balance sheet as a receivable at an amount equal to the net investment
in the lease.
Under a finance lease substantially all the risks and rewards incident to legal
ownership are transferred by the lessor, and thus the lease payment receivable
is treated by the lessor as repayment of principal, i.e., net investment in the
lease, and finance income to reimburse and reward the lessor for its investment
and services.
The recognition of finance income should e based on a pattern
reflecting a constant periodic rate of return onthe net investment of the
lessor outstanding in respect of the finance lease.
A lessor aims to allocate finance income over the lease termyon a systematic and
rational basis. This income allocation is based on a pattern reflecting a constant
periodic return on the net investment ofgthe lessoreutstanding in respect of the
finance lease. Lease payments relating to the accounting period, excluding costs
for services, are reduced from both the “principal and the unearned finance
income.
Estimated unguaranteed residual values used Tapcemputing the lessor3 gross
investment in a lease are reviewed regulary. If there has been a reduction in the
estimated unguaranteed residual value gtheiinéeme allocation over the remaining
lease term is revised and any reduction in regpect of amounts already accrued is
recognised immediately. An upward adjustment of the estimated residual value
is not made.
Initial direct costs, suchias commissions and legal fees, are often incurred by
lessors in negotiating and“arranging a lease. For finance leases, these initial
direct costs are incurredfto produce finance income and are either recognised
immediatelyin the statement of profit and loss or allocated against the finance
income overthe, lease term.
The manufacturer ar dealer lessor should recognise the transaction of
sale in the statement of profit and loss for the period, in accordance
with the policy followed by the enterprise for outright sales. If
artificially low rates of interest are quoted, profit on sale should be
restricted to that which would apply if a commercial rate of interest
were charged. Initial direct costs should be recognised as an expense in
the statement of profit and loss at the inception of the lease.

Manufacturers or dealers may offer to customers the choice of either buying or

leasing an asset. A finance lease of an asset by a manufacturer or dealer lessor

gives rise to two types of income:

A. the profit or loss equivalent to the profit or loss resulting from an outright
sale of the asset being leased, at normal selling prices, reflecting any
applicable volume or trade discounts; and

B. the finance income over the lease term.

The sales revenue recorded at the commencement of a finance lease term by a

manufacturer or dealer lessor is the fair value of the asset. However, if the

present value of the minimum lease payments accruing to the lessor computed
at a commercial rate of interest is lower than the fair value, the amount
recorded as sales revenue is the present value so computed. The cost of sale
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recognised at the commencement of the lease term is the cost, or carrying
amount if different, of the leased asset less the present value of the
unguaranteed residual value. The difference between the sales revenue and the
cost of sale is the selling profit, which is recognised in accordance with the policy
followed by the enterprise for sales.
Manufacturer or dealer lessors sometimes quote artificially low rates of interest
in order to attract customers. The use of such a rate would result in an
excessive portion of the total income from the transaction being recognised at
the time of sale. If artificially low rates of interest are quoted, selling profit
would be restricted to that which would apply if a commercial rate of interest
were charged.

Initial direct costs are recognised as an expense at the commencement of the

lease term because they are mainly related to earning the manufacturer3 or

dealer 3 selling profit.

The lessor should make the following disclosures for finance leases:

A. a reconciliation between the total gross investment in the lease at
the balance sheet date, and the present value of minimum lease
payments receivable at the balance sheet date. In addition, an
enterprise should disclose the total gross investment in the lease
and the present value of minimum lease payments receivable at
the balance sheet date, for each of the followinggperiods:

a. not later than one year;
b. later than one year and not later than five years;
C. later than five years;

B. unearned finance income;

C. the unguaranteed residual values accruing to the benefit of the
lessor;

D. the accumulated provisiond for< uncollectible minimum lease
payments receivable;

E. contingent rents recognised inithe statement of profit and loss for
the period;

F. a general description of the significant leasing arrangements of
the lessor; and

G. accaunting policy adopted in respect of initial direct costs.

As an indicator of growthdt Is often useful to also disclose the gross investment
less unearmed Income in new business added during the accounting period, after
deducting the relevant amotnts for cancelled leases.

Operating Leases

39.

40.

41.

42.
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The lessor should present an asset given under operating lease in its
balance sheet under fixed assets.

Lease income from operating leases should be recognised in the
statement of profit and loss on a straight line basis over the lease term,
unless another systematic basis is more representative of the time
pattern in which benefit derived from the use of the leased asset is
diminished.

Costs, including depreciation, incurred in earning the lease hcome are
recognised as an expense. Lease income (excluding receipts for services
provided such as insurance and maintenance) is recognised in the statement of
profit and loss on a straight line basis over the lease term even if the receipts
are not on such a basis, unless another systematic basis is more representative
of the time pattern in which benefit derived from the use of the leased asset is
diminished.

Initial direct costs incurred specifically to earn revenues from an operating lease
are either deferred and allocated to income over the lease term in proportion to
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the recognition of rent income, or are recognised as an expense in the statement
of profit and loss in the period in which they are incurred.

The depreciation of leased assets should be on a basis consistent with

the normal depreciation policy of the lessor for similar assets, and the

depreciation charge should be calculated on the basis set out in AS 6,

Depreciation Accounting.

To determine whether a leased asset has become impaired, an enterprise applies

the Accounting Standard dealing with impairment of assets that sets out the

requirements for how an enterprise should perform the review of the carrying

amount of an asset, how it should determine the recoverable amount of an asset

and when it should recognise, or reverse, an impairment loss.

A manufacturer or dealer lessor does not recognise any selling profit on entering

into an operating lease because it is not the equivalent of a sale.

The lessor should, in addition to the requirements of AS 6, Depreciation

Accounting and AS 10, Accounting for Fixed Assets, and the governing

statute, make the following disclosures for operating leases:

A. for each class of assets, the gross )carrying amount, the
accumulated depreciation and accumulatedhyimpairment losses at
the balance sheet date; and

a. the depreciation recognised in the statement of profit and
loss for the period;

b. impairment losses recognisedginithe statement of profit and
loss for the period;

C. impairment losses reversediin the statement of profit and
loss for the period;

B. the future minimum Ilease payments under non-cancellable
operating leases in the aggregate, and for each of the following
periods:

a. not later than one year;
b. later than one yeakrand netdater than five years;
C. later than five years;

C. total contingent rents recognised as income in the statement of
profit and loss for the,period;

D. a general description of the lessor3 significant leasing
arrangements; and

E. accounting palicy adopted in respect of initial direct costs.

Sale and Leaseback, Transactions

47.

48.

49.

A sale and leaseback transaction involves the sale of an asset by the vendor and
the leasing of the same asset back to the vendor. The lease payments and the
sale price are usually interdependent as they are negotiated as a package. The
accounting treatment of a sale and leaseback transaction depends upon the type
of lease involved.

If a sale and leaseback transaction results in a finance lease, any excess
or deficiency of sales proceeds over the carrying amount should not be
immediately recognised as income or loss in the financial statements of
a seller-lessee. Instead, it should be deferred and amortised over the
lease term in proportion to the depreciation of the leased asset.

If the leaseback is a finance lease, it is not appropriate to regard an excess of
sales proceeds over the carrying amount as income. Such excess is deferred
and amortised over the lease term in proportion to the depreciation of the leased
asset. Similarly, it is not appropriate to regard a deficiency as loss. Such
deficiency is deferred and amortised over the lease term.
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If a sale and leaseback transaction results in an operating lease, and it
is clear that the transaction is established at fair value, any profit or loss
should be recognised immediately. If the sale price is below fair value,
any profit or loss should be recognised immediately except that, if the
loss is compensated by future lease payments at below market price, it
should be deferred and amortised in proportion to the lease payments
over the period for which the asset is expected to be used. If the sale
price is above fair value, the excess over fair value should be deferred
and amortised over the period for which the asset is expected to be
used.
If the leaseback is an operating lease, and the lease payments and the sale price
are established at fair value, there has in effect been a normal sale transaction
and any profit or loss is recognised immediately.
For operating leases, if the fair value at the time of a sale and leaseback
transaction is less than the carrying amount of the asset, a loss equal to
the amount of the difference between the carrying amount and fair
value should be recognised immediately.
For finance leases, no such adjustment is necessary “unless there has been an
impairment in value, in which case the carrying amount is reduced to
recoverable amount in accordance with the Accounting Standard dealing with
impairment of assets.
Disclosure requirements for lessees andmlessors apply equally to sale and
leaseback transactions. The required “description of the significant leasing
arrangements leads to disclosure of unique or unusual provisions of the
agreement or terms of the sale and leaseback transactions.
Sale and leaseback transactions may meet the “seéparate disclosure criteria set
out in paragraph 12 of Accounting Standard (AS)“5, Net Profit or Loss for the
Period, Prior Period Items and Changesfin Accounting Policies.
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Accounting Standard - 20,

Earning Per Share
(issued in 2001)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

Accounting Standard (AS) 20, Earnings Per Share? issued by the Council of the
Institute of Chartered Accountants of India, comes into effect in respect of accounting
periods commencing on or after 1-4-2001 and is mandatory in nature from that date,
in respect of enterprises whose equity shares or potential equity shares are listed on a
recognised stock exchange in India.

An enterprise which has neither equity shares nor potential equity shares which are so
listed but which discloses earnings per share, should calculatetand disclose earnings
per share in accordance with this Standard from the aforesaididate. However, in
respect of accounting periods commencing on gr after 1-4-2004%if any such enterprise
does not fall in any of the following categories,|it need not disclose diluted earnings per
share (both including and excluding extraordinary,items) and information required by
paragraph 48 (ii) of this Standard:

A. Enterprises whose equity securities or potential equity securities are listed

outside India and enterprises whose debt securities (other than potential equity

securities) are listed whether in India orfoutside dndia.

Enterprises which are in the process of listing their equity or debt securities as

evidenced by the board of directors “resolutign in this regard.

Banks including co-operative banks:

Financial institutions.

Enterprises carrying on insurance business.

All commercial, industrialyand business reporting enterprises, whose turnover for

the immediately preceding _accounting period on the basis of audited financial

statements exeeeds Rs. 50 crore. Turnover does not include ®dther income?

G. All commercial, industrial and business reporting enterprises having borrowings,
including publictdepositsgfin excess of Rs. 10 crore at any time during the
accounting period.

H. Holding and subsidiary enterprises of any one of the above at any time during
the accounting period.

Where an enterprise (which has neither equity shares nor potential equity shares which
are listed on a recognised stock exchange in India but which discloses earnings per
share) has been covered in any one or more of the above categories and subsequently,
ceases to be so covered, the enterprise will not qualify for exemption from the
disclosure of diluted earnings per share (both including and excluding extraordinary
items) and paragraph 48 (ii) of this Standard, until the enterprise ceases to be covered
in any of the above categories for two consecutive years.
Where an enterprise (which has neither equity shares nor potential equity shares which
are listed on a recognised stock exchange in India but which discloses earnings per
share) has previously qualified for exemption from the disclosure of diluted earnings
per share (both including and excluding extraordinary items) and paragraph 48(ii) of
this Standard (being not covered by any of the above categories) but no longer
qualifies for exemption in the current accounting period, this Standard becomes
applicable, in its entirety, from the current period. However, the relevant
corresponding previous period figures need not be disclosed.

w
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If an enterprise (which has neither equity shares nor potential equity shares which are
listed on a recognised stock exchange in India but which discloses earnings per share),
pursuant to the above provisions, does not disclose the diluted earnings per share
(both including and excluding extraordinary items) and information required by
paragraph 48 (ii), it should disclose the fact. The following is the text of the
Accounting Standard.

Objective

The objective of this Statement is to prescribe principles for the determination and
presentation of earnings per share which will improve comparison of performance
among different enterprises for the same period and among different accounting
periods for the same enterprise. The focus of this Statement is on the denominator of
the earnings per share calculation. Even though earnings per share data has
limitations because of different accounting policies used for determining ®arnings? a
consistently determined denominator enhances the quality of financial reporting.

Scope
1. This Statement should be applied by enterprises whose equity shares or
potential equity shares are listed on a recognised ‘stock exchange in
India. An enterprise which has neither equity,shares nor potential
equity shares which are so listed but which discloses ‘earnings per share
should calculate and disclose earnings per share in accordance with this

Statement.
2. In consolidated financial statements, thetinformation required by this
Statement should be presented on the,basis af consolidated information.
3. This Statement applies to enterprises whose, equity or potential equity shares

are listed on a recognised stock exchange“in India. An enterprise which has
neither equity shares nor potential equity/shares which are so listed is not
required to disclose [earnings permpsharess However, comparability in financial
reporting among enterprises is enhanced if such an enterprise that is required to
disclose by any statute orychooses to disclose earnings per share caculates
earnings per share in accordance with the principles laid down in this Statement.
In the cas@yof a pareat (holding enterprise), users of financial statements are
usually concerned with, amd need to be informed about, the results of operations
of both the entexprise itself jas well as of the group as a whole. Accordingly, in
the case of suchyenterprises, this Statement requires the presentation of
earnings per share information on the basis of consolidated financial statements
as well as individual financial statements of the parent. In consolidated financial
statements, such information is presented on the basis of consolidated

information.
Definitions
4. For the purpose of this Statement, the following terms are used with the

meanings specified:
An equity share is a share other than a preference share.

A preference share is a share carrying preferential rights to dividends
and repayment of capital.

A financial instrument is any contract that gives rise to both a financial
asset of one enterprise and a financial liability or equity shares of
another enterprise.
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A potential equity share is a financial instrument or other contract that
entitles, or may entitle, its holder to equity shares.

Share warrants or options are financial instruments that give the holder
the right to acquire equity shares.

Fair value is the amount for which an asset could be exchanged, or a
liability settled, between knowledgeable, willing parties in an arm3%
length transaction.

Equity shares participate in the net profit for the period only after preference
shares. An enterprise may have more than one class of equity shares. Equity
shares of the same class have the same rights to receive dividends.

A financial instrument is any contract that gives rise to both a financial asset of
one enterprise and a financial liability or equity shares of another enterprise.
For this purpose, a financial asset is any asset that is

A. cash;

B. a contractual right to receive cash or another'financial asset from another
enterprise;

C. a contractual right to exchange financial instruments with another
enterprise under conditions that are potentially favourable; or

D. an equity share of another enterprise:

A financial liability is any liability that is“a contractual obligation to deliver cash
or another financial asset to another enterprise or to exchange financial
instruments with another enterprise under<eonditions that are potentially
unfavourable.

Examples of potential equity shares are:

A. debt instruments or preferencefshares, that are convertible into equity
shares;

B. share warrants;

C. options including employee stock option plans under which employees of

an enterprise are“ entitled to| receive equity shares as part of their
remuneration and other,similar plans; and

D. shares which wadld be“issued upon the satisfaction of certain conditions
resulting from /Contractual arrangements (contingently issuable shares),
such”as the acquisition of a business or other assets, or shares issuable
under a lean, contraet upon default of payment of principal or interest, if
the contract so,provides.

Presentation

8.

An enterprise should present basic and diluted earnings per share on
the face of the statement of profit and loss for each class of equity
shares that has a different right to share in the net profit for the period.
An enterprise should present basic and diluted earnings per share with
equal prominence for all periods presented.

This Statement requires an enterprise to present basic and diluted
earnings per share, even if the amounts disclosed are negative (a loss
per share).

Measurement
Basic Earnings Per Share

10.

Basic earnings per share should be calculated by dividing the net profit
or loss for the period attributable to equity shareholders by the
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weighted average number of equity shares outstanding during the
period.

Earnings - Basic

11.

12.

13.

14.

For the purpose of calculating basic earnings per share, the net profit or
loss for the period attributable to equity shareholders should be the net
profit or loss for the period after deducting preference dividends and
any attributable tax thereto for the period.

All items of income and expense which are recognised in a period, including tax
expense and extraordinary items, are included in the determination of the net
profit or loss for the period unless an Accounting Standard requires or permits
otherwise (see Accounting Standard (AS) 5, Net Profit or Loss for the Period,
Prior Period Items and Changes in Accounting Policies). The amount of
preference dividends and any attributable tax thereto for the period is deducted
from the net profit for the period (or added to the net loss for the period) in
order to calculate the net profit or loss for the period attributable to equity
shareholders.

The amount of preference dividends for the period thatis deducted from the net
profit for the period is:

A. the amount of any preference dividends on non-cumulative preference
shares provided for in respect of the period; and
B. the full amount of the required preference dividends for cumulative

preference shares for the period, whether or not the dividends have been
provided for. The amount of preference,dividends for the period does not
include the amount of any preference dividends for cumulative preference
shares paid or declared during the ,current period in respect of previous
periods.
If an enterprise has more than one class of“equity shares, net profit or loss for
the period is apportioned over the different glasses of shares in accordance with
their dividend rights.

Per Share - Basic

15.

16.

17.
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For the purpose of caleculating basic earnings per share, the number of
equity shares should'be thetweighted average number of equity shares
outstanding during thefperiod.

The weighted“average number of equity shares outstanding during the period
reflects the fact that the amount of shareholders *capital may have varied during
the period as a resultyof a larger or lesser number of shares outstanding at any
time. It is the numBer of equity shares outstanding at the beginning of the
period, adjusted by the number of equity shares bought back or issued during
the period multiplied by the time-weighting factor. The time-weighting factor is
the number of days for which the specific shares are outstanding as a proportion
of the total number of days in the period; a reasonable approximation of the
weighted average is adequate in many circumstances.

In most cases, shares are included in the weighted average number of shares
from the date the consideration is receivable, for example:

A. equity shares issued in exchange for cash are included when cash is
receivable;

B. equity shares issued as a result of the conversion of a debt instrument to
equity shares are included as of the date of conversion;

C. equity shares issued in lieu of interest or principal on other financial
instruments are included as of the date interest ceases to accrue;

D. equity shares issued in exchange for the settlement of a liability of the

enterprise are included as of the date the settlement becomes effective;



18.

19.

20.

21.

22.

23.

24,
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E. equity shares issued as consideration for the acquisition of an asset other
than cash are included as of the date on which the acquisition is
recognised; and
F. equity shares issued for the rendering of services to the enterprise are
included as the services are rendered.
In these and other cases, the timing of the inclusion of equity shares is
determined by the specific terms and conditions attaching to their issue. Due
consideration should be given to the substance of any contract associated with
the issue.
Equity shares issued as part of the consideration in an amalgamation in the
nature of purchase are included in the weighted average number of shares as of
the date of the acquisition because the transferee incorporates the results of the
operations of the transferor into its statement of profit and loss as from the date
of acquisition. Equity shares issued during the reporting period as part of the
consideration in an amalgamation in the nature of merger are included in the
calculation of the weighted average number of shares from the beginning of the
reporting period because the financial statements of the combined enterprise for
the reporting period are prepared as if the combined entity had existed from the
beginning of the reporting period. Therefore, the numben,of equity shares used
for the calculation of basic earnings per share in an amalgamation in the nature
of merger is the aggregate of the weighted average number of shares of the
combined enterprises, adjusted to equivalentgshares of the enterprise whose
shares are outstanding after the amalgamation.
Partly paid equity shares are treated as a fraction of an equity share to the
extent that they ere entitled to participate intdividends relative to a fully paid
equity share during the reporting period.
Where an enterprise has equity shares eof different‘hominal values but with the
same dividend rights, the number of eguity ‘shares is calculated by converting all
such equity shares into equivalent number ofishares of the same nominal value.
Equity shares whichf are issuablejuponygthe satisfaction of certain conditions
resulting from contractual arrangements (contingently issuable shares) are
considered outstanding, and included in the computation of basic earnings per
share from the date when all necessary conditions under the contract have been
satisfied.
The weighted average_mumber of equity shares outstanding during the
period and farall periods presented should be adjusted for events, other
than the conversion of potential equity shares, that have changed the
number of equity shares outstanding, without a corresponding change
in resources.
Equity shares may be issued, or the number of shares outstanding may be
reduced, without a corresponding change in resources. Examples include:
A. a bonus issue;

B. a bonus element in any other issue, for example a bonus element in a
rights issue to existing shareholders;

C. a share split; and

D. a reverse share split (consolidation of shares).

In case of a bonus issue or a share split, equity shares are issued to existing
shareholders for no additional consideration. Therefore, the number of equity
shares outstanding is increased without an increase in resources. The number of
equity shares outstanding before the event is adjusted for the proportionate
change in the number of equity shares outstanding as if the event had occurred
at the beginning of the earliest period reported. For example, upon a two-for-
one bonus issue, the number of shares outstanding prior to the issue is
multiplied by a factor of three to obtain the new total number of shares, or by a
factor of two to obtain the number of additional shares.
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25. The issue of equity shares at the time of exercise or conversion of potential
equity shares will not usually give rise to a bonus element, since the potential
equity shares will usually have been issued for full value, resulting in a
proportionate change in the resources available to the enterprise. In a rights
issue, on the other hand, the exercise price is often less than the fair value of
the shares. Therefore, a rights issue usually includes a bonus element. The
number of equity shares to be used in calculating basic earnings per share for all
periods prior to the rights issue is the number of equity shares outstanding prior
to the issue, multiplied by the following factor:
Fair value per share immediately prior to the exercise of rights
Theoretical ex-rights fair value per share
The theoretical ex-rights fair value per share is calculated by adding the aggregate fair
value of the shares immediately prior to the exercise of the rights to the proceeds from
the exercise of the rights, and dividing by the number of shares outstanding after the
exercise of the rights. Where the rights themselves are to be publicly traded
separately from the shares prior to the exercise date, fair value for the purposes of this
calculation is established at the close of the last day on \which the shares are traded
together with the rights.

Diluted Earnings Per Share

26. For the purpose of calculating diluted earnings pekgshare, the net profit
or loss for the period attributable towequity shareholders and the
weighted average number of shares outstanding during the period
should be adjusted for the effects of all dilutive potential equity shares.

27. In calculating diluted earnings per share, effectyis given to all dilutive potential
equity shares that were outstanding during, the period, that is:

A. the net profit for the period attributable to equity shares is:

a. increased by the amount/of dividends recognised in the period in
respect of the dilutive potential equity shares as adjusted for any
attributable changeqdmptax expense for the period;

b. increased by, the/ amount of interest recognised in the period in
respect of the dilutive potential equity shares as adjusted for any
attributable change in tax expense for the period; and

C. adjusted for the after-tax amount of any other changes in expenses
oK, income that \would result from the conversion of the dilutive
potential eguity)shares.

B. the weighted average number of equity shares outstanding during the
period is increased by the weighted average number of additional equity
shares which would have been outstanding assuming the conversion of all
dilutive potential equity shares.

28. For the purpose of this Statement, share application money pending allotment or
any advance share application money as at the balance sheet date, which is not
statutorily required to be kept separately and is being utilised in the business of
the enterprise, is treated in the same manner as dilutive potential equity shares
for the purpose of calculation of diluted earnings per share.

Earnings - Diluted
29. For the purpose of calculating diluted earnings per share, the amount of
net profit or loss for the period attributable to equity shareholders, as
calculated in accordance with paragraph 11, should be adjusted by the
following, after taking into account any attributable change in tax
expense for the period:
A. any dividends on dilutive potential equity shares which have been
deducted in arriving at the net profit attributable to equity
shareholders as calculated in accordance with paragraph 11;
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B. interest recognised in the period for the dilutive potential equity
shares; and
C. any other changes in expenses or income that would result from

the conversion of the dilutive potential equity shares.

After the potential equity shares are converted into equity shares, the dividends,
interest and other expenses or income associated with those potential equity
shares will no longer be incurred (or earned). Instead, the new equity shares
will be entitled to participate in the net profit attributable to equity shareholders.
Therefore, the net profit for the period attributable to equity shareholders
calculated in accordance with paragraph 11 is increased by the amount of
dividends, interest and other expenses that will be saved, and reduced by the
amount of income that will cease to accrue, on the conversion of the dilutive
potential equity shares into equity shares. The amounts of dividends, interest
and other expenses or income are adjusted for any attributable taxes.

The conversion of some potential equity shares may lead to consequential
changes in other items of income or expense. For example, the reduction of
interest expense related to potential equity shares @nd the resulting increase in
net profit for the period may lead to an increase in“the expense relating to a
non-discretionary employee profit sharing plan. For the purpose of calculating
diluted earnings per share, the net profit or loss for the ‘period is adjusted for
any such consequential changes in income or expenses.

Per Share - Diluted

32.

33.

34.

35.

For the purpose of calculating diluted earhings per share, the number of
equity shares should be the aggregate of the weighted average number
of equity shares calculated in accordance with paragraphs 15 and 22,
and the weighted average numbegpfofhyequity” shares which would be
issued on the conversion of all the dilutive potential equity shares into
equity shares. Dilutive potential \equity shares should be deemed to
have been converted,into equity. shares at the beginning of the period
or, if issued later, the date of the issue of the potential equity shares.

The number of equity shares,which wauld be issued on the conversion of dilutive
potential equity shares is determined from the terms of the potential equity
shares. The computation assumes the most advantageous conversion rate or
exercise price from the standpoint of the holder of the potential equity shares.
Equity shares which{are issuable upon the satisfaction of certain conditions
resulting from “contractual’ arrangements (contingently issuable shares) are
considered outstanding “and included in the computation of both the basic
earnings per share “and diluted earnings per share from the date when the
conditions under a contract are met. If the conditions have not been met, for
computing the diluted earnings per share, contingently issuable shares are
included as of the beginning of the period (or as of the date of the contingent
share agreement, if later). The number of contingently issuable shares included
in this case in computing the diluted earnings per share is based on the number
of shares that would be issuable if the end of the reporting period was the end of
the contingency period. Restatement is not permitted if the conditions are not
met when the contingency period actually expires subsequent to the end of the
reporting period. The provisions of this paragraph apply equally to potential
equity shares that are issuable upon the satisfaction of certain conditions
(contingently issuable potential equity shares).

For the purpose of calculating diluted earnings per share, an enterprise
should assume the exercise of dilutive options and other dilutive
potential equity shares of the enterprise. The assumed proceeds from
these issues should be considered to have been received from the issue
of shares at fair value. The difference between the number of shares
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issuable and the number of shares that would have been issued at fair
value should be treated as an issue of equity shares for no
consideration.

Fair value for this purpose is the average price of the equity shares during the

period. Theoretically, every market transaction for an enterprise 3 equity shares

could be included in determining the average price. As a practical matter,
however, a simple average of last six months weekly closing prices are usually
adequate for use in computing the average price.

Options and other share purchase arrangements are dilutive when they would

result in the issue of equity shares for less than fair value. The amount of the

dilution is fair value less the issue price. Therefore, in order to calculate diluted
earnings per share, each such arrangement is treated as consisting of:

A. a contract to issue a certain number of equity shares at their average fair
value during the period. The shares to be so issued are fairly priced and
are assumed to be neither dilutive nor anti-dilutive. They are ignored in
the computation of diluted earnings per share; and

B. a contract to issue the remaining equity sharesyfor no consideration. Such
equity shares generate no proceeds and have no, effect on the net profit
attributable to equity shares outstanding. Therefore, such shares are
dilutive and are added to the number of equity shares outstanding in the
computation of diluted earnings per share.

To the extent that partly paid shares are ‘notgentitled to participate in dividends

during the reporting period they are considered the equivalent of warrants or

options.

Dilutive Potential Equity Shares

39.

40.

41.

42.

43.
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Potential equity shares should be greated &as"dilutive when, and only
when, their conversion to equity sharesiwould decrease net profit per
share from continuing ordinary operations.

An enterprise uses netyprofit frampeontinuing ordinary activities as “the control
figure”” that is used to“establish*whether potential equity shares are dilutive or
anti-dilutive. The net profity,from continuing ordinary activities is the net profit
from ordinary activities (as defined in AS 5) after deducting preference dividends
and any fattributabled tax thereto and after excluding items relating to
discontinued operations.

Potential equity 'shares are anti-dilutive when their conversion to equity shares
would increase" earningsgfper share from continuing ordinary activities or
decrease loss per‘share from continuing ordinary activities. The effects of anti-
dilutive potential equity shares are ignored in calculating diluted earnings per
share.

Inconsideringwhetherpotentialequitysharesaredilutiveorantidilutive, each issue
or series of potential equity shares is considered separately rather than in
aggregate. The sequence in which potential equity shares are considered may
affect whether or not they are dilutive. Therefore, in order to maximise the
dilution of basic earnings per share, each issue or series of potential equity
shares is considered in sequence from the most dilutive to the least dilutive. For
the purpose of determining the sequence from most dilutive to least dilutive
potential equity shares, the earnings per incremental potential equity share is
calculated. Where the earnings per incremental share is the least, the potential
equity share is considered most dilutive and vice-versa.

Potential equity shares are weighted for the period they were outstanding.
Potential equity shares that were cancelled or allowed to lapse during the
reporting period are included in the computation of diluted earnings per share
only for the portion of the period during which they were outstanding. Potential
equity shares that have been converted into equity shares during the reporting



Feedback : ishan_padia@yahoo.co.in
period are included in the calculation of diluted earnings per share from the
beginning of the period to the date of conversion; from the date of conversion,
the resulting equity shares are included in computing both basic and diluted
earnings per share.

Restatement

44.

45.

46.

47.

If the number of equity or potential equity shares outstanding increases

as a result of a bonus issue or share split or decreases as a result of a

reverse share split (consolidation of shares), the calculation of basic and

diluted earnings per share should be adjusted for all the periods

presented. If these changes occur after the balance sheet date but

before the date on which the financial statements are approved by the

board of directors, the per share calculations for those financial

statements and any prior period financial statements presented should

be based on the new number of shares. When per share calculations

reflect such changes in the number of shapes, that fact should be

disclosed.

An enterprise does not restate diluted earnings per Share of any prior period

presented for changes in the assumptions used or for the“¢cenversion of potential

equity shares into equity shares outstanding.

An enterprise is encouraged to provide apdescriptionsefféquity share transactions

or potential equity share transactions, other than bonus issues, share splits and

reverse share splits (consolidation of shares)ywhich occur after the balance sheet

date when they are of such importance thatynon-disclosure would affect the

ability of the users of the financial statements™to, make proper evaluations and

decisions. Examples of such transactions_include:

A. the issue of shares for cash;

B. the issue of shares when thg proceeds are used to repay debt or
preference shares outstanding abithe balance sheet date;

C. the cancellation of,equityfShares‘outstanding at the balance sheet date;

D. the conversion oriexercise of‘potential equity shares, outstanding at the
balance sheet date, iate equity shares;

E. the issue of warranmts, @ptions or convertible securities; and

F. the satisfaction ©f conditigns that would result in the issue of contingently
issuable shares.

Earnings per share amounts are not adjusted for such transactions occurring

after the balance‘sheet date because such transactions do not affect the amount

of capital used to produce the net profit or loss for the period.

Disclosure

48.

In addition to disclosures as required by paragraphs 8, 9 and 44 of this

Statement, an enterprise should disclose the following:

A. where the statement of profit and loss includes extraordinary
items (within the meaning of AS 5, Net Profit or Loss for the
Period, Prior Period Items and Changes in Accounting Policies),
the enterprise should disclose basic and diluted earnings per share
computed on the basis of earnings excluding extraordinary items
(net of tax expense); and

B. a. the amounts used as the numerators in calculating basic and

diluted earnings per share, and a reconciliation of those
amounts to the net profit or loss for the period;

b. the weighted average number of equity shares used as the
denominator in calculating basic and diluted earnings per
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share, and a reconciliation of these denominators to each
other; and

C. the nominal value of shares along with the earnings per
share figures.

Contracts generating potential equity shares may incorporate terms and
conditions which affect the measurement of basic and diluted earnings per
share. These terms and conditions may determine whether or not any potential
equity shares are dilutive and, if so, the effect on the weighted average number
of shares outstanding and any consequent adjustments to the net profit
attributable to equity shareholders. Disclosure of the terms and conditions of
such contracts is encouraged by this Statement.

If an enterprise discloses, in addition to basic and diluted earnings per
share, per share amounts using a reported component of net profit
other than net profit or loss for the period attributable to equity
shareholders, such amounts should be calculated using the weighted
average number of equity shares determined in accordance with this
Statement. If a component of net profit is usedwvhich is not reported as
a line item in the statement of profit and loss, a reconciliation should be
provided between the component used and a line item which is reported
in the statement of profit and loss. Basic and diluted'per share amounts
should be disclosed with equal prominence.

An enterprise may wish to disclose moOreginformation than this Statement
requires. Such information may help thetusers“to evaluate the performance of
the enterprise and may take the form @k, per share amounts for various
components of net profit. Such disclosures are encouraged. However, when
such amounts are disclosed, the denominatorSf need to be calculated in
accordance with this Statement in ordeggtopensure“the comparability of the per
share amounts disclosed.
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Accounting Standard - 21,

Consolidated Financial Statements
(issued in 2001)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

Accounting Standard (AS) 21, Tonsolidated Financial Statements? issued by the
Council of the Institute of Chartered Accountants of India, comes into effect in respect
of accounting periods commencing on or after 1-4-2001. An enterprise that presents
consolidated financial statements should prepare and present these statements in
accordance with this Standard. The following is the text of the Accounting Standard.

Objective

The objective of this Statement is to lay down principlesiband procedures for
preparation and presentation of consolidated financial statements. Consolidated
financial statements are presented by a parentyp(also_knewn as holding enterprise) to
provide financial information about the economic activities of its group. These
statements are intended to present financial mfermation about a parent and its
subsidiary(ies) as a single economic entity to showthe economic resources controlled
by the group, the obligations of the group and results,the group achieves with its
resources.

Scope

1. This Statement should be applied i the preparation and presentation of
consolidated financtal statements for a group of enterprises under the
control of a parent.

2. This Statement should,alseybe applied in accounting for investments in
subsidiari€s in the sgparatefinancial statements of a parent.

3. In the preparation [Of .€onsolidated financial statements, other Accounting
Standards alse apply In the same manner as they apply to the separate financial
statements.

4. This Statement does not ‘deal with:

A. methods of “accounting for amalgamations and their effects on

consolidation, including goodwill arising on amalgamation (see AS 14,
Accounting for Amalgamations);

B. accounting for investments in associates (at present governed by AS 13,
Accounting for Investments); and
C. accounting for investments in joint ventures (at present governed by AS

13, Accounting for Investments).

Definitions

5. For the purpose of this Statement, the following terms are used with the
meanings specified:
Control:

A. the ownership, directly or indirectly through subsidiary(ies), of
more than one-half of the voting power of an enterprise; or

B. control of the composition of the board of directors in the case of a
company or of the composition of the corresponding governing
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body in case of any other enterprise so as to obtain economic
benefits from its activities.

A subsidiary is an enterprise that is controlled by another enterprise
(known as the parent).

A parent is an enterprise that has one or more subsidiaries.
A group is a parent and all its subsidiaries.

Consolidated financial statements are the financial statements of a
group presented as those of a single enterprise.

Equity is the residual interest in the assets of an enterprise after
deducting all its liabilities.

Minority interest is that part of the net results ef operations and of the
net assets of a subsidiary attributable to interestsywhich are not owned,
directly or indirectly through subsidiary (ies), by theyparent.

6. Consolidated financial statements normally include consolidated balance sheet,
consolidated statement of profit and loSspgandinotes, other statements and
explanatory material that form an integral part‘thercof. Consolidated cash flow
statement is presented in case a parent presents its own cash flow statement.
The consolidated financial statements are presented, to the extent possible, in
the same format as that adopted by the parent for its separate financial
statements.

Presentation of Consolidated Financial Statements

7. A parent which presents gconsolidated financial statements should
present these statements In* addition to its separate financial
statements.

8. Users of the financial statements of a parent are usually concerned with, and

need to be informed about, the“financial position and results of operations of not

only the enterprise itselfdbut also of the group as a whole.

This need is served by providing the users -

A. separate financial statements of the parent; and

B. consolidated“fihancial statements, which present financial information
about the group as that of a single enterprise without regard to the legal
boundaries of the separate legal entities.

Scope of Consolidated Financial Statements

9. A parent which presents consolidated financial statements should
consolidate all subsidiaries, domestic as well as foreign, other than
those referred to in paragraph 11.

10. The consolidated financial statements are prepared on the basis of financial
statements of parent and all enterprises that are controlled by the parent, other
than those subsidiaries excluded for the reasons set out in paragraph 11.
Control exists when the parent owns, directly or indirectly through
subsidiary(ies), more than one-half of the voting power of an enterprise. Control
also exists when an enterprise controls the composition of the board of directors
(in the case of a company) or of the corresponding governing body (in case of an
enterprise not being a company) so as to obtain economic benefits from its
activities. An enterprise may control the composition of the governing bodies of

170



11.

Feedback : ishan_padia@yahoo.co.in
entities such as gratuity trust, provident fund trust etc. Since the objective of
control over such entities is not to obtain economic benefits from their activities,
these are not considered for the purpose of preparation of consolidated financial
statements. For the purpose of this Statement, an enterprise is considered to
control the composition of:

A. the board of directors of a company, if it has the power, without the
consent or concurrence of any other person, to appoint or remove all or a
majority of directors of that company. An enterprise is deemed to have
the power to appoint a director, if any of the following conditions is

satisfied:
a. a person cannot be appointed as director without the exercise in his
favour by that enterprise of such a power as aforesaid; or
b. a persond3 appointment as director follows necessarily from his
appointment to a position held by himin that enterprise; or
C. the director is nominated by that enterprise or a subsidiary thereof.
B. the governing body of an enterprise that is not a company, if it has the

power, without the consent or the concurrenee of any other person, to

appoint or remove all majority of members of the governing body of that

other enterprise. An enterprise is deemed to have'the power to appoint a

member, if any of the following conditions is satisfied:

a. a person cannot be appointed as member_ofgthe governing body
without the exercise in his favourgbysthat other enterprise of such a
power as aforesaid; or

b. a persond appointment as member of the governing body follows
necessarily from his appointmentite a position held by him in that
other enterprise; or

C. the member of the governing,body “iIs nominated by that other
enterprise.
A subsidiary should be excluded from consolidation when:
A. control is intended to_be tempoOrary because the subsidiary is

acquired and "held exclusively” with a view to its subsequent
disposal in the néanfuture; or

B. it operates under severe long-term restrictions which significantly
impair its ability to transfer funds to the parent.

In consolidated financial stateéments, investments in such subsidiaries should
be accounted for in accordance with Accounting Standard (AS) 13, Accounting
for Investments. The,reasons for not consolidating a subsidiary should be
disclosed in the consolidated financial statements.

12.

Exclusion of a subsidiary from consolidation on the ground that its business
activities are dissimilar from those of the other enterprises within the group is
not justified because better information is provided by consolidating such
subsidiaries and disclosing additional information in the consolidated financial
statements about the different business activities of subsidiaries. For example,
the disclosures required by Accounting Standard (AS) 17, Segment Reporting,
help to explain the significance of different business activities within the group.

Consolidation Procedures

13.

In preparing consolidated financial statements, the financial statements
of the parent and its subsidiaries should be combined on a line by line
basis by adding together like items of assets, liabilities, income and
expenses. In order that the consolidated financial statements present
financial information about the group as that of a single enterprise, the
following steps should be taken:

171



Feedback : ishan_padia@yahoo.co.in

A. the cost to the parent of its investment in each subsidiary and the
parents portion of equity of each subsidiary, at the date on which
investment in each subsidiary is made, should be eliminated;

B. any excess of the cost to the parent of its investment in a
subsidiary over the parent3 portion of equity of the subsidiary, at
the date on which investment in the subsidiary is made, should be
described as goodwill to be recognised as an asset in the
consolidated financial statements;

C. when the cost to the parent of its investment in a subsidiary is
less than the parent3% portion of equity of the subsidiary, at the
date on which investment in the subsidiary is made, the difference
should be treated as a capital reserve in the consolidated financial
statements;

D. minority interests in the net income of consolidated subsidiaries
for the reporting period should be identified and adjusted against
the income of the group in order to arrive at the net income
attributable to the owners of the parent; @nd

E. minority interests in the net assets of consolidated subsidiaries
should be identified and presented in the “‘censolidated balance
sheet separately from liabilities and the equity of the parent?
shareholders. Minority interests in the net assets consist of:

a. the amount of equity attributablé to minorities at the date
on which investment in a‘subsidiary is made; and
b. the minorities > share of movements in equity since the date

the parent-subsidiary relationship came in existence.

Where the carrying amount of the investment in the subsidiary is different
from its cost, the carrying amount is comSidered for the purpose of above
computations.

14.

15.

16.

17.
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The parent3 portion of equity in a subsidiary, at the date on which investment is
made, is determined »on the basis of sinformation contained in the financial
statements of the subsidiary @s on the“date of investment. However, if the
financial statements of a subsidiary; as on the date of investment, are not
available and if it is impracticable to draw the financial statements of the
subsidiary gas on thatf date,financial statements of the subsidiary for the
immediately preceding peridod are used as a basis for consolidation. Adjustments
are made to these financial ‘statements for the effects of significant transactions
or other events‘that occur between the date of such financial statements and the
date of investment inythe'subsidiary.

If an enterprise makes two or more investments in another enterprise at
different dates and eventually obtains control of the other enterprise, the
consolidated financial statements are presented only from the date on which
holding-subsidiary relationship comes in existence. If two or more investments
are made over a period of time, the equity of the subsidiary at the date of
investment, for the purposes of paragraph 13 above, is generally determined on
a step-by-step basis; however, if small investments are made over a period of
time and then an investment is made that results in control, the date of the
latest investment, as a practicable measure, may be considered as the date of
investment.

Intragroup balances and intragroup transactions and resulting
unrealised profits should be eliminated in full. Unrealised losses
resulting from intragroup transactions should also be eliminated unless
cost cannot be recovered.

Intragroup balances and intragroup transactions, including sales, expenses and
dividends, are eliminated in full. Unrealised profits resulting from intragroup
transactions that are included in the carrying amount of assets, such as
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19.

20.

21.

22.

23.

24,

25.
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inventory and fixed assets, are eliminated in full. Unrealised losses resulting
from intragroup transactions that are deducted in arriving at the carrying
amount of assets are also eliminated unless cost cannot be recovered.

The financial statements used in the consolidation should be drawn up
to the same reporting date. If it is not practicable to draw up the
financial statements of one or more subsidiaries to such date and,
accordingly, those financial statements are drawn up to different
reporting dates, adjustments should be made for the effects of
significant transactions or other events that occur between those dates
and the date of the parent3 financial statements. In any case, the
difference between reporting dates should not be more than six months.
The financial statements of the parent and its subsidiaries used in the
preparation of the consolidated financial statements are usually drawn up to the
same date. When the reporting dates are different, the subsidiary often
prepares, for consolidation purposes, statements as at the same date as that of
the parent. When it is impracticable to do this, financial statements drawn up to
different reporting dates may be used provided theldifference in reporting dates
is not more than six months. The consistency principle,requres that the length
of the reporting periods and any difference in the reporting dates should be the
same from period to period.

Consolidated financial statements should be prepared using uniform
accounting policies for like transactionsgand other events in similar
circumstances. Ifitis not practicableto use‘uniform accounting policies
in preparing the consolidated financial“statements, that fact should be
disclosed together with the proportions of the items in the consolidated
financial statements to which the different@accounting policies have
been applied.

If a member of the group uses accounting “policies other than those adopted in
the consolidated financial statements/for like transactions and events in similar
circumstances, appropriate adjustmentSpare made to its financial statements
when they are used in preparing the consolidated financial statements.

The results of operationsyof a subsidiary are included in the consolidated
financial statements as from ithe date on which parent-subsidiary relationship
came in existence. The results of operations of a subsidiary with which parent
subsidiary [relationship ceases to“exist are included in the consolidated statement
of profit and™less untilfthe date of cessation of the relationship. The difference
between the proceeds from the disposal of investment in a subsidiary and the
carrying amount “of)its “assets less liabilities as of the date of disposal is
recognised in the consolidated statement of profit and loss as the profit or loss
on the disposal of the investment in the subsidiary. In order to ensure the
comparability of the financial statements from one accounting period to the next,
supplementary information is often provided about the effect of the acquisition
and disposal of subsidiaries on the financial position at the reporting date and
the results for the reporting period and on the corresponding amounts for the
preceding period.

An investment in an enterprise should be accounted for in accordance
with Accounting Standard (AS) 13, Accounting for Investments, from
the date that the enterprise ceases to be a subsidiary and does not
become an associate.

The carrying amount of the investment at the date that it ceases to be a
subsidiary is regarded as cost thereafter.

Minority interests should be presented in the consolidated balance sheet
separately from liabilities and the equity of the parent3 shareholders.
Minority interests in the income of the group should also be separately
presented.
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The losses applicable to the minority in a consolidated subddiary may exceed
the minority interest in the equity of the subsidiary. The excess, and any further
losses applicable to the minority, are adjusted against the majority interest
except to the extent that the minority has a binding obligation to, and is &le to,
make good the losses. If the subsidiary subsequently reports profits, all such
profits are allocated to the majority interest until the minority 3 share of losses
previously absorbed by the majority has been recovered.
If a subsidiary has outstanding cumulative preference shares which are held
outside the group, the parent computes its share of profits or losses after
adjusting for the subsidiary 3 preference dividends, whether or not dividends
have been declared.

Accounting for Investments in Subsidiaries in a Parent3
Separate Financial Statements

28. In a parent’ separate financial statements, investments in subsidiaries
should be accounted for in accordance with Aecounting Standard (AS)
13, Accounting for Investments.

Disclosure

29. In addition to disclosures requiredyy paragraph®ll and 20, following

disclosures should be made:

A. in consolidated financial statements a list of all subsidiaries
including the name, country ofincorporation or residence,
proportion of ownership interest andy if different, proportion of
voting power held;

B. in consolidated financial statementspwhere applicable:

a. the nature of the relationship between the parent and a
subsidiaky, if the pareng dogs not own, directly or indirectly
through subsidiaries, ymore than one-half of the voting power
of the subsidiary;

b. the effect ofithe acquisition and disposal of subsidiaries on
the financial pesition at the reporting date, the results for
the repaortinggperiod and on the corresponding amounts for
the preceding period; and

C. the mames of/the subsidiary(ies) of which reporting date(s)
is/areydifféerent from that of the parent and the difference in
reporting dates.

Transitional Provisions

30.
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On the first occasion that consolidated financial statements are
presented, comparative figures for the previous period need not be
presented. In all subsequent years full comparative figures for the
previous period should be presented in the consolidated financial
statements.
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Accounting Standard - 22,

Accounting for Taxes on Income
(issued in 2001)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

Accounting Standard (AS) 22, Accounting for Taxes on Income 7 issued by the Council
of the Institute of Chartered Accountants of India, comes into effect in respect of
accounting periods commencing on or after 1-4-2001. It is mandatory in nature for:

A. All the accounting periods commencing on or after 01.04.2001, in respect of the
following:
a. Enterprises whose equity or debt securities| are listed on a recognised

stock exchange in India and enterprises that areiin the process of issuing
equity or debt securities that will be listed on a recognised stock exchange
in India as evidenced by the board of directors *resolutien in this regard.

b. All the enterprises of a group, if the parent presentsiconsolidated financial
statements and the Accounting Standard Is mandatory in‘nature in respect
of any of the enterprises of that group in terms of a. above.

B. All the accounting periods commencing on ‘@r, after 01.04.2002, in respect of
companies not covered by A. above.
C. All the accounting periods commencing onyor after 01.04.2006, in respect of all

other enterprises.
The Guidance Note on Accounting for Taxes on Ineeme, issued by the Institute of
Chartered Accountants of Jndia in 1991, [stands withdrawn from 1.4.2001. The
following is the text of the Acceunting Standard.

Objective

The objective ofgthis Statemént is“te prescribe accounting treatment for taxes on
income. Taxes on income is'onegof the significant items in the statement of profit and
loss of an enterprise. yln aceordance with the matching concept, taxes on income are
accrued in the same period asgthe revenue and expenses to which they relate.
Matching of such taxes“against revenue for a period poses special problems arising
from the fact that in a number of cases, taxable income may be significantly different
from the accounting income.! This divergence between taxable income and accounting
income arises due to two main reasons. Firstly, there are differences between items of
revenue and expenses as appearing in the statement of profit and loss and the items
which are considered as revenue, expenses or deductions for tax purposes. Secondly,
there are differences between the amount in respect of a particular item of revenue or
expense as recognised in the statement of profit and loss and the corresponding
amount which is recognised for the computation of taxable income.

Scope

1. This Statement should be applied in accounting for taxes on income.
This includes the determination of the amount of the expense or saving
related to taxes on income in respect of an accounting period and the
disclosure of such an amount in the financial statements.

2. For the purposes of this Statement, taxes on income include all domestic and
foreign taxes which are based on taxable income.
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This Statement does not specify when, or how, an enterprise should account for
taxes that are payable on distribution of dividends and other distributions made
by the enterprise.

Definitions

4.

176

For the purpose of this Statement, the following terms are used with the
meanings specified:

Accounting income (loss) is the net profit or loss for a period, as
reported in the statement of profit and loss, before deducting income
tax expense or adding income tax saving.

Taxable income (tax loss) is the amount of the income (loss) for a

period, determined in accordance with the tax laws, based upon which
income tax payable (recoverable) is determined.

Tax expense (tax saving) is the aggregate of|current tax and deferred
tax charged or credited to the statement of profit and loss for the
period.

Current tax is the amount of incame tax determined to be payable
(recoverable) in respect of the taxable income (tax loss) for a period.

Deferred tax is the tax effect of timing differences.

Timing differences are the differences between taxable income and
accounting income for a period that originate in one period and are
capable of reversal in one or more Subseguent periods.

Permanent differences are the differences between taxable income and
accounting income for_a, period that originate in one period and do not
reverse subsequently.

Taxable inceme is alculated in accordance with tax laws. In some
circumstanges,ithe requifements of these laws to compute taxable income differ
from the accounting "policies applied to determine accounting income. The
effect of this difference i§ that the taxable income and accounting income may
not be the same.

The differences between taxable income and accounting income can be classified
into permanent differences and timing differences. Permanent differences are
those differences between taxable income and accounting income which
originate in one period and do not reverse subsequently. For instance, if for the
purpose of computing taxable income, the tax laws allow only a part of an item
of expenditure, the disallowed amount would result in a permanent difference.
Timing differences are those differences between taxable income and accounting
income for a period that originate in one period and are capable of reversal in
one or more subsequent periods. Timing differences arise because the period in
which some items of revenue and expenses are included in taxable income do
not coincide with the period in which such items of revenue and expenses are
included or considered in arriving at accounting inhcome. For example,
machinery purchased for scientific research related to business is fully allowed as
deduction in the first year for tax purposes whereas the same would be charged
to the statement of profit and loss as depreciation over its useful life The total
depreciation charged on the machinery for accounting purposes and the amount
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allowed as deduction for tax purposes will ultimately be the same, but periods
over which the depreciation is charged and the deduction is allowed will differ.
Another example of timing difference is a situation where, for the purpose of
computing taxable income, tax laws allow depreciation on the basis of the
written down value method, whereas for accounting purposes, straight line
method is used.
Unabsorbed depreciation and carry forward of losses which can be setoff against
future taxable income are also considered as timing differences and result in
deferred tax assets, subject to consideration of prudence (see paragraphs 15. -
18.).

Recognition

9.

10.

11.

12.

13.

14.

15.

16.

17.

Tax expense for the period, comprising current tax and deferred tax,
should be included in the determination of the net profit or loss for the
period.

Taxes on income are considered to be an expense incurred by the enterprise in
earning income and are accrued in the same period as the revenue and
expenses to which they relate. Such matching “may result into timing
differences. The tax effects of timing differences are included in the tax expense
in the statement of profit and loss and as deferred tax assets (subject to the
consideration of prudence as set out in paragraphs 5= 18.) or as deferred tax
liabilities, in the balance sheet.

An example of tax effect of a timing difference that results in a deferred tax
asset is an expense provided in the statementiof profit and bss but not allowed
as a deduction under Section 43B of the Income-tax Act, 1961. This timing
difference will reverse when the deduction of that expense is allowed under
Section 43B in subsequent year(s). fdAn_example of tax effect of a timing
difference resulting in a deferred tax liability jis"the higher charge of depreciation
allowable under theglncome-tax Act), 1961, compared to the depreciation
provided in the statement off profittand loss. In subsequent years, the
differential will reverse when comparatively lower depreciation will be allowed for
tax purposes.

Permanent_differences .do notyresult in deferred tax assets or deferred tax
liabilities.

Deferred tax should be recognised for all the timing differences, subject
to the consideration of pprudence in respect of deferred tax assets as set
out in paragraphs)15. #18.

This Statement requires recognition of deferred tax for all the timing differences.
This is based on the"principle that the financial statements for a period should
recognise the tax effect, whether current or deferred, of all the transactions
occurring in that period.

Except in the situations stated in paragraph 17, deferred tax assets
should be recognised and carried forward only to the extent that there
is a reasonable certainty that sufficient future taxable income will be
available against which such deferred tax assets can be realised.

While recognising the tax effect of timing differences, consideration of prudence
cannot be ignored. Therefore, deferred tax assets are recognised and carried
forward only to the extent that there is a reasonable certainty of their
realisation. This reasonable level of certainty would normally be achieved by
examining the past record of the enterprise and by making realistic estimates of
profits for the future.

Where an enterprise has unabsorbed depreciation or carry forward of
losses under tax laws, deferred tax assets should be recognised only to
the extent that there is virtual certainty supported by convincing
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evidence that sufficient future taxable income will be available against
which such deferred tax assets can be realised.
The existence of unabsorbed depreciation or carry forward of losses under tax
laws is strong evidence that future taxable income may not be available.
Therefore, when an enterprise has a history of recent losses, the enterprise
recognises deferred tax assets only to the extent that it has timing differences
the reversal of which will result in sufficient income or there is other convincing
evidence that sufficient taxable income will be available against which such
deferred tax assets can be realised. In such circumstances, the nature of the
evidence supporting its recognition is disclosed.

Re-assessment of Unrecognised Deferred Tax Assets

19.

At each balance sheet date, an enterprise re-assesses unrecognised deferred tax
assets. The enterprise recognises previously unrecognised deferred tax assets
to the extent that it has become reasonably certain or virtually certain, as the
case may be (see paragraphs 15. to 18.), that sufficient future taxable income
will be available against which such deferred tax assets can be realised. For
example, an improvement in trading conditions may make it reasonably certain
that the enterprise will be able to generate sufficient“taxable income in the
future.

Measurement

20.

21.

22.

23.

24.

25.

Current tax should be measured at the 'amount expected to be paid to
(recovered from) the taxation authorities; using the applicable tax rates
and tax laws.

Deferred tax assets and liabilities sheuld be measured using the tax
rates and tax laws that have beengenacted or substantively enacted by
the balance sheet date.

Deferred tax assets and liabilities_arelusually measured using the tax rates and
tax laws that have beenienactgd. Howewver, certain announcements of tax rates
and tax laws by the government may have the substantive effect of actual
enactment. In these cireumstances, deferred tax assets and liabilities are
measured using such apnounced, tax rate and tax laws.

When different tax rates apply to different levels of taxable income, deferred tax
assets andliabilities arefmeasured using average rates.

Deferred tax“assets and’ liabilities should not be discounted to their
present value.

The reliable determination of deferred tax assets and liabilities on a discounted
basis requires detailed scheduling of the timing of the reversal of each timing
difference. In a number of cases such scheduling is impracticable or highly
complex. Therefore, it is inappropriate to require discounting of deferred tax
assets and liabilities. To permit, but not to require, discounting would result in
deferred tax assets and liabilities which would not be comparable between
enterprises. Therefore, this Statement does not require or permit the
discounting of deferred tax assets and liabilities.

Review of Deferred Tax Assets

26.
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The carrying amount of deferred tax assets should be reviewed at each
balance sheet date. An enterprise should write-down the carrying
amount of a deferred tax asset to the extent that it is no longer
reasonably certain or virtually certain, as the case may be (see
paragraphs 15. to 18.), that sufficient future taxable income will be
available against which deferred tax asset can be realised. Any such
write-down may be reversed to the extent that it becomes reasonably
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certain or virtually certain, as the case may be (see paragraphs 15. to
18.), that sufficient future taxable income will be available.

Presentation and Disclosure

27.

28.

29.

30.

31.

32.

An enterprise should offset assets and liabilities representing current
tax if the enterprise:

A. has a legally enforceable right to set off the recognised amounts;
and
B. intends to settle the asset and the liability on a net basis.

An enterprise will normally have a legally enforceable right to set off an asset
and liability representing current tax when they relate to income taxes levied
under the same governing taxation laws and the taxation laws permit the
enterprise to make or receive a single net payment.

An enterprise should offset deferred tax assets and deferred tax
liabilities if:

A. the enterprise has a legally enforceable right to set off assets
against liabilities representing current tax; and
B. the deferred tax assets and the deferred tax liabilities relate to

taxes on income levied by the same governingtaxation laws.

Deferred tax assets and liabilities should be distinguished from assets
and liabilities representing currentygtax for_thegperiod. Deferred tax
assets and liabilities should be disclosed under a separate heading in
the balance sheet of the enterprise, separately from current assets and
current liabilities.

The break-up of deferred tax assets andideferred tax liabilities into
major components of the respective balances should be disclosed in the
notes to accounts.

The nature of the evidence supparting the recognition of deferred tax
assets should be disclosed, if an enterprise has unabsorbed depreciation
or carry forward of losses under tax laws.

Transitional Provisions

33.

34.

On the figst occasion thattthe taxes on income are accounted for in
accordance with thijs Statement, the enterprise should recognise, in the
financial statements, the deferred tax balance that has accumulated
prior to the adoption of this Statement as deferred tax asset/liability
with a corresponding eredit/charge to the revenue reserves, subject to
the consideration©of prudence in case of deferred tax assets (see
paragraphs 15. - 18.). The amount so credited/charged to the revenue
reserves should be the same as that which would have resulted if this
Statement had been in effect from the beginning.

For the purpose of determining accumulated deferred tax in the period in which
this Statement is applied for the first time, the opening balances of assets and
liabilities for accounting purposes and for tax purposes are compared and the
differences, if any, are determined. The tax effects of these differences, if any,
should be recognised as deferred tax assets or liabilities, if these differences are
timing differences. For example, in the year in which an enterprise adopts this
Statement, the opening balance of a fixed asset is Rs. 100 for accounting
purposes and Rs. 60 for tax purposes. The difference is because the enterprise
applies written down value method of depreciation for calculating taxable income
whereas for accounting purposes straight line method is used. This difference
will reverse in future when depreciation for tax purposes will be lower as
compared to the depreciation for accounting purposes. In the above case,
assuming that enacted tax rate for the year is 40% and that there are no other
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timing differences, deferred tax liability of Rs. 16 [(Rs. 100 - Rs. 60) x 40%]
would be recognised. Another example is an expenditure that has already been
written off for accounting purposes in the year of its incurrence but is allowable
for tax purposes over a period of time. In this case, the asset representing that
expenditure would have a balance only for tax purposes but not for accounting
purposes. The difference between balance of the asset for tax purposes and the
balance (which is nil) for accounting purposes would be a timing difference which
will reverse in future when this expenditure would be allowed for tax purposes.
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Accounting Standard - 23,
Accounting for Investments in Associates in

Consolidated Financial Statements
(issued in 2001)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

Accounting Standard (AS) 23, “Accounting for Investments in Associates in
Consolidated Financial Statements? issued by the Council of the Institute of Chartered
Accountants of India, comes into effect in respect of acceunting periods commencing
on or after 1-4-2002. An enterprise that presents consa@lidated financial statements
should account for investments in associates in the consolidated, financial statements in
accordance with this Standard. The following is the text of the Aceounting Standard.

Objective

The objective of this Statement is to set out principles‘and procedures for recognising,
in the consolidated financial statements, the effects ef the investments in associates on
the financial position and operating results of a group:

Scope

1. This Statement should be applied in accounting for investments in
associates in the preparation and|presentation of consolidated financial
statements by an investor.

2. This Statement does not deal with™accounting for investments in associates in
the preparation and presemtation of separate financial statements by an
investor.

Definitions

3. For the purpose of this Statement, the following terms are used with the

meanings speciftied:

An _associate is an' enterprise in which the investor has significant
influence and which is neither a subsidiary nor a joint venture of the
investor.

Significant influence is the power to participate in the financial and/or
operating policy decisions of the investee but not control over those
policies.

Control:

A. the ownership, directly or indirectly through subsidiary(ies), of
more than one-half of the voting power of an enterprise;

B. control of the composition of the board of directors in the case of a
company or of the composition of the corresponding governing
body in case of any other enterprise so as to obtain economic
benefits from its activities.
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A subsidiary is an enterprise that is controlled by another enterprise
(known as the parent).

A parent is an enterprise that has one or more subsidiaries.
A group is a parent and all its subsidiaries.

Consolidated financial statements are the financial statements of a
group presented as those of a single enterprise.

The equity method is a method of accounting whereby the investment is
initially recorded at cost, identifying any goodwill/capital reserve
arising at the time of acquisition. The carrying amount of the
investment is adjusted thereafter for the post acquisition change in the
investors share of net assets of the investee. The consolidated
statement of profit and loss reflects the investor s share of the results of
operations of the investee.

Equity is the residual interest in the assets ofian enterprise after
deducting all its liabilities.

For the purpose of this Statement, significantginfluénce does not extend to power
to govern the financial and/or operating policies“of an enterprise. Significant
influence may be gained by share ownership,)statute or agreement. As regards
share ownership, if an investor holds, “directly or indirectly through
subsidiary(ies), 20% or more of the voting power of the investee, it is presumed
that the investor has significant influencef wnlessqitican be clearly demonstrated
that this is not the case. Conversely, Af the“investor holds, directly or indirectly
through subsidiary(ies), less than 20% of the voting power of the investee, it is
presumed that the inwvestor does,not have significant influence, unless such
influence can be clearly demonstrated. “A substantial or majority ownership by
another investor does "not |nhecessarily preclude an investor from having
significant influence.

The existence of significant influence by an investor is usually evidenced in one
or more of{the, following ways:

A. Representation on the board of directors or corresponding governing body
of the investee;

participation_in,policy making processes;

material transactions between the investor and the investee;

interchange of managerial personnel; or

provision of essential technical information.

Under the equity method, the investment is initially recorded at cost, identifying
any goodwill/capital reserve arising at the time of acquisition and the carrying
amount is increased or decreased to recognise the investor 3 share of the profits
or losses of the investee after the date of acquisition. Distributions received
from an investee reduce the carrying amount of the investment. Adjustments to
the carrying amount may also be necessary for alterations in the investor3
proportionate interest in the investee arising from changes in the investee3
equity that have not been included in the statement of profit and loss. Such
changes include those arising from the revaluation of fixed assets and
investments, from foreign exchange translation differences and from the
adjustment of differences arising on amalgamations.
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Accounting for Investments —Equity Method

7.

An investment in an associate should be accounted for in consolidated
financial statements under the equity method except when:

A. the investment is acquired and held exclusively with a view to its
subsequent disposal in the near future; or
B. the associate operates under severe long-term restrictions that

significantly impair its ability to transfer funds to the investor.

Investments in such associates should be accounted for in accordance
with Accounting Standard (AS) 13, Accounting for Investments. The
reasons for not applying the equity method in accounting for
investments in an associate should be disclosed in the consolidated
financial statements.

Recognition of income on the basis of distributions received may not be an
adequate measure of the income earned by an investor on an investment in an
associate because the distributions received may bear little relationship to the
performance of the associate. As the investor has significant influence over the
associate, the investor has a measure of responsibility for the associate3
performance and, as a result, the return on its investment. The investor
accounts for this stewardship by extending the scope of its ‘eonsolidated financial
statements to include its share of results of such an associate'and so provides an
analysis of earnings and investment from which_imere useful ratios can be
calculated. As a result, application of the equity method in consolidated financial
statements provides more informative reperting of the net assets and net
income of the investor.

An investor should discontinue the use ofithe, equity method from the
date that:

A. it ceases to have significant influeneefin an associate but retains,
either in whole or in part, its/investment; or
B. the use of the,equity methodis n@ longer appropriate because the

associate operates unden, ‘severe long-term restrictions that

significantly impaix itg ability to transfer funds to the investor.
From the date of discentinuing the use of the equity method,
investments in such associates should be accounted for in accordance
with Accounting Standard, (AS) 13, Accounting for Investments. For this
purpose, the carryingg@mount of the investment at that date should be
regarded as cost thereafter.

Application of the Equity Method

10.

11.

12.

13.

Many of the procedures appropriate for the application of the equity method are
similar to the consolidation procedures set out in Accounting Standard (AS) 21,
Consolidated Financial Statements. Furthermore, the broad concepts underlying
the consolidation procedures used in the acquisition of a subsidiary are adopted
on the acquisition of an investment in an associate.

An investment in an associate is accounted for under the equity method from the
date on which it falls within the definition of an associate. On acquisition of the
investment any difference between the cost of acquisition and the investor3
share of the equity of the associate is described as goodwill or capital reserve, as
the case may be.

Goodwill/capital reserve arising on the acquisition of an associate by an
investor should be included in the carrying amount of investment in the
associate but should be disclosed separately.

In using equity method for accounting for investment in an associate,
unrealised profits and losses resulting from transactions between the
investor (or its consolidated subsidiaries) and the associate should be
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eliminated to the extent of the investor% interest in the associate.
Unrealised losses should not be eliminated if and to the extent the cost
of the transferred asset cannot be recovered.

The most recent available financial statements of the associate are used by the
investor in applying the equity method; they are usually drawn up to the same
date as the financial statements of the investor. When the reporting dates of
the investor and the associate are different, the associate often prepares, for the
use of the investor, statements as at the same date as the financial statements
of the investor. When it is impracticable to do this, financial statements drawn
up to a different reporting date may be used. The consistency principle requires
that the length of the reporting periods, and any difference in the reporting
dates, are consistent from period to period.

When financial statements with a different reporting date are used, adjustments
are made for the effects of any significant events or transactions between the
investor (or its consolidated subsidiaries) and the associate that occur between
the date of the associate 3 financial statements and the date of the investor3
consolidated financial statements.

The investor usually prepares consolidated financial“statements using uniform
accounting policies for the like transactions and events msimilar circumstances.
In case an associate uses accounting policies other than these adopted for the
consolidated financial statements for like transactions_and \events in similar
circumstances, appropriate adjustments aregmadeé to the associate3 financial
statements when they are used by the investorin applying the equity method.
If it is not practicable to do so, that facg, is disclosed along with a brief
description of the differences between the accounting policies.

If an associate has outstanding cumulative prefereénce shares held outside the
group, the investor computes its share offprefits @riosses after adjusting for the
preference dividends whether or not thé dividends have been declared.

If, under the equity method, an investor 3 share of losses of an associate equals
or exceeds the carrying amount,Of' theginvestment, the investor ordinarily
discontinues recognisingyits sShare of “further losses and the investment is
reported at nil value. Additional losses are provided for to the extent that the
investor has incurred obligations or made payments on behalf of the associate to
satisfy obligations of thé associate that the investor has guaranteed or to which
the investor jis othepwisegcommitted. If the associate subsequently reports
profits, the investor résumes including its share of those profits only after its
share of the profits equals the share of net losses that have not been
recognised.

Where an associate“presents consolidated financial statements, the results and
net assets to be taken into account are those reported in that associate3
consolidated financial statements.

The carrying amount of investment in an associate should be reduced to
recognise a decline, other than temporary, in the value of the
investment, such reduction being determined and made for each
investment individually.

Contingencies

21.

184

In accordance with Accounting Standard (AS) 4, Contingencies and Events
Occurring After the Balance Sheet Date, the investor discloses in the
consolidated financial statements:

A. its share of the contingencies and capital commitments of an associate for
which it is also contingently liable; and
B. those contingencies that arise because the investor is severally liable for

the liabilities of the associate.
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Disclosure

22.

23.

24.

25.

In addition to the disclosures required by paragraph 7 and 12, an
appropriate listing and description of associates including the
proportion of ownership interest and, if different, the proportion of
voting power held should be disclosed in the consolidated financial
statements.

Investments in associates accounted for using the equity method should
be classified as long-term investments and disclosed separately in the
consolidated balance sheet. The investor 3 share of the profits or losses
of such investments should be disclosed separately in the consolidated
statement of profit and loss. The investor 3 share of any extraordinary
or prior period items should also be separately disclosed.

The name(s) of the associate(s) of which reporting date(s) is/are
different from that of the financial statements of an investor and the
differences in reporting dates should be disclosed in the consolidated
financial statements.

INn case an associate uses accounting policies other than those adopted
for the consolidated financial statements for “like transactions and
events in similar circumstances and it is not practicable to make
appropriate adjustments to the associate 3 financial statements, the fact
should be disclosed along with a brief descriptiemfof the differences in
the accounting policies.

Transitional Provisions

26.

On the first occasion when investment in aniassociate is accounted for
in consolidated financial statementsgindaccordance with this Statement,
the carrying amount of investment/n the associate should be brought to
the amount that would have resulted had the equity method of
accounting been follewed as_pet, thisyStatement since the acquisition of
the associate. The corkresponding adjustment in this regard should be
made in the retained earnings in the consolidated financial statements.
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Accounting Standard - 24,

Discontinuing Operations
(issued in 2002)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

Accounting Standard (AS) 24, Discontinuing Operations?; issued by the Council of the
Institute of Chartered Accountants of India, comes into effect in respect of accounting
periods commencing on or after 1.4.2004. This Standard is mandatory in nature in
respect of accounting periods commencing on or after 1-4-2004 for the enterprises
which fall in any one or more of the following categories, at any time during the
accounting period:

A. Enterprises whose equity or debt securities are listed whether in India or outside
India.
B. Enterprises which are in the process of listing their equity '@k, debt securities as

evidenced by the board of directors “resaolution in this_regard.

Banks including co-operative banks.

Financial institutions.

Enterprises carrying on insurance business.

All commercial, industrial and business reporting enterprises, whose turnover for

the immediately preceding accounting period on‘the basis of audited financial

statements exceeds Rs. 50 crore. Turnover deesgnot include dther income?

G. All commercial, industrial and businesg reporting enterprises having borrowings,
including public depasits, in excess [of Rs/ 10 crore at any time during the
accounting period.

H. Holding and subsidiary“enterprises af any one of the above at any time during
the accounting period.

nmoo

Earlier application is encouraged.

The enterprises which do not fall in any of the above categories are not required to
apply this Standard.

Where an enterprise has been cevered in any one or more of the above categories and
subsequently, ceases to ‘Beyso covered, the enterprise will not qualify for exemption
from application of this Standard, until the enterprise ceases to be covered in any of
the above categories for two consecutive years.

Where an enterprise has previously qualified for exemption from application of this
Standard (being not covered by any of the above categories) but no longer qualifies for
exemption in the current accounting period, this Standard becomes applicable from the
current period. However, the corresponding previous period figures need not be
disclosed.

An enterprise, which, pursuant to the above provisions, does not present the
information relating to the discontinuing operations, should disclose the fact.

The following is the text of the Accounting Standard.

Objective

The objective of this Statement is to establish principles for reporting information about
discontinuing operations, thereby enhancing the ability of users of financial statements
to make projections of an enterprise's cash flows, earnings-generating capacity, and
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financial position by segregating information about discontinuing operations from
information about continuing operations.

Scope
1. This Statement applies to all discontinuing operations of an enterprise.
2. The requirements related to cash flow statement contained in this Statement are

applicable where an enterprise prepares and presents a cash flow statement.

Definitions

Discontinuing Operation
3. A discontinuing operation is a component of an enterprise:

A. that the enterprise, pursuant to a single plan, is:

a. disposing of substantially in its entirety, such as by selling
the component in a single transaction or by demerger or
spin-off of ownership of the component to the enterprise’'s
shareholders; or

b. disposing of piecemeal, such as‘)by selling off the
component's assets and settling its liabHities individually; or

C. terminating through abandonment; and

B. that represents a separate major line of business or geographical
area of operations; and

C. that can be distinguished operationally and for financial reporting
purposes.

4. Under criterion A. of the definition (paragraphi8 A.), a discontinuing operation

may be disposed of in its entirety or piecemeal, but always pursuant to an
overall plan to discontinue the entire copmponent.

5. If an enterprise sells a component substantially’in its entirety, the result can be
a net gain or net loss. For such a discontinuance, a binding sale agreement is
entered into on a specific date galthoughsthe actual transfer of possession and
control of the discontinuing operation may occur at a later date. Also, payments
to the seller may occur at'the [time of‘the agreement, at the time of the transfer,
or over an extended future period.

6. Instead offdisposing of '@ component substantially in its entirety, an enterprise
may discontinue and dispose of the component by selling its assets and settling
its liabilities piecemeal (individually or in small groups). For piecemeal disposals,
while the overall result may be a net gain or anet loss, the sale of an individual
asset or settlement)of “an individual liability may have the opposite effect.
Moreover, there is no specific date at which an overall binding sale agreement is
entered into. Rather, the sales of assets and settlements of liabilities may occur
over a period of months or perhaps even longer. Thus, disposal of a component
may be in progress at the end of a financial reporting period. To qualify as a
discontinuing operation, the disposal must be pursuant to a single coordnated
plan.

7. An enterprise may terminate an operation by abandonment without substantial
sales of assets. An abandoned operation would be a discontinuing operation if it
satisfies the criteria in the definition. However, changing the scope of an
operation or the manner in which it is conducted is not an abandonment because
that operation, although changed, is continuing.

8. Business enterprises frequently close facilities, abandon products or even
product lines, and change the size of their work force in response to market
forces. While those kinds of terminations generally are not, in themselves,
discontinuing operations as that term is defined in paragraph 3 of this
Statement, they can occur in connection with a discontinuing operation.
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Examples of activities that do not necessarily satisfy criterion A. of paragraph 3,
but that might do so in combination with other circumstances, include:

A. gradual or evolutionary phasing out of a product line or class of service;

B. discontinuing, even if relatively abruptly, several products within an
ongoing line of business;

C. shifting of some production or marketing activities for a particular line of
business from one location to another; and

D. closing of a facility to achieve productivity improvements or other cost
savings.

An example in relation to consolidated financial statements is selling a subsidiary
whose activities are similar to those of the parent or other subsidiaries.

A reportable business segment or geographical segment as defined in
Accounting Standard (AS) 17, Segment Reporting, would normally satisfy
criterion B. of the definition of a discontinuing operation (paragraph 3), that is, it
would represent a separate major line of business or geographical area of
operations. A part of such a segment may also satisfy criterion B. of the
definition. For an enterprise that operates in a single business or geographical
segment and therefore does not report segment infarmation, a major product or
service line may also satisfy the criteria of the definition.

A component can be distinguished operationally and fan, financial reporting
purposes - criterion C. of the definition of a discontinuinggeperation (paragraph
3) - if all the following conditions are met:

A. the operating assets and liabilities of“the component can be directy
attributed to it;

B. its revenue can be directly attributed to it;

C. at least a majority of its operating expensesfcan be directly attributed to

It

Assets, liabilities, revenue, and expenses are directly attributable to a
component if they would be eliminated when the component is sold, abandoned
or otherwise disposedhof. If debt,istattsibutable to a component, the related
interest and other financing costs are similarly attributed to it.

Discontinuing operations,‘as @definedtin this Statement, are expected to occur
relatively infrequently. AllNinfrequently occurring events do not necessarily
qualify as @iscontinuing operations. Infrequently occurring events that do not
qualify as |discontinuing eperations may result in items of income or expense
that require ‘separate disclosure pursuant to Accounting Standard (AS) 5, Net
Profit or Loss forythe Period, Prior Period Items and Changes in Accounting
Policies, because their size, nature, or incidence make them relevant to explain
the performance of the enterprise for the period.

The fact that a disposal of a component of an enterprise is classified as a
discontinuing operation under this Statement does not, in itself, bring into
question the enterprise’s ability to continue as a going concern.

Initial Disclosure Event

15.

16.
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With respect to a discontinuing operation, the initial disclosure event is

the occurrence of one of the following, whichever occurs earlier:

A. the enterprise has entered into a binding sale agreement for
substantially all of the assets attributable to the discontinuing
operation; or

B. the enterprise's board of directors or similar governing body has
both (i) approved a detailed, formal plan for the discontinuance
and (ii) made an announcement of the plan.

A detailed, formal plan for the discontinuance normally includes:

A. identification of the major assets to be disposed of;

B. the expected method of disposal;
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C. the period expected to be required for completion of the disposal;
D. the principal locations affected;
E the location, function, and approximate number of employees who will be

compensated for terminating their services; and

F. the estimated proceeds or salvage to be realised by disposal.
An enterprise's board of directors or similar governing body is considered to
have made the announcement of a detailed, formal plan for discontinuance, if it
has announced the main features of the plan to those affected by it, such as,
lenders, stock exchanges, creditors, trade unions, etc., in a sufficiently specific
manner so as to make the enterprise demonstrably committed to the
discontinuance.

Recognition and Measurement

18.

19.

An enterprise should apply the principles of recognition and
measurement that are set out in other Accounting Standards for the
purpose of deciding as to when and how to reeognise and measure the
changes in assets and liabilities and the revenue, expenses, gains,
losses and cash flows relating to a discontinuing operation.

This Statement does not establish any recognition and measurement principles.
Rather, it requires that an enterprise follow recognitionidand measurement
principles established in other Accounting, Standardssserg., Accounting Standard
(AS) 4, Contingencies and Events Occurring After the Balance Sheet Date and
Accounting Standard on Impairment of Assets,

Presentation and Disclosure
Initial Disclosure

20.

21.

An enterprise should include theffollowing information relating to a
discontinuing operation in its financial/statements beginning with the
financial statements for the_period Inswhich the initial disclosure event
(as defined in paragraph 15) occurs:

A. a description of thexdiscontinuing operation(s);

B. the business or geographical segment(s) in which it is reported as
perAS 17, Segment Reporting;

C. the |[date and nature of the initial disclosure event;

D. the 'dateor period in which the discontinuance is expected to be
completed if known or determinable;

E. the carrying amounts, as of the balance sheet date, of the total
assets to be disposed of and the total liabilities to be settled;

F. the amounts of revenue and expenses in respect of the ordinary

activities attributable to the discontinuing operation during the
current financial reporting period;

G. the amount of pre-tax profit or loss from ordinary activities
attributable to the discontinuing operation during the current
financial reporting period, and the income tax expense related
thereto; and

H. the amounts of net cash flows attributable to the operating,
investing, and financing activities of the discontinuing operation
during the current financial reporting period.

For the purpose of presentation and disclosures required by this Statement, the

items of assets, liabilities, revenues, expenses, gains, losses, and cash flows can

be attributed to a discontinuing operation only if they will be disposed of, settled,
reduced, or eliminated when the discontinuance is completed. To the extent
that such items continue after completion of the discontinuance, they are not
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allocated to the discontinuing operation. For example, salary of the continuing
staff of a discontinuing operation.
If an initial disclosure event occurs between the balance sheet date and the
date on which the financial statements for that period are approved by the board
of directors in the case of a company or by the corresponding approving
authority in the case of any other enterprise, disclosures as requred by
Accounting Standard (AS) 4, Contingencies and Events Occurring After the
Balance Sheet Date, are made.

Other Disclosures

23.

24.

25.

When an enterprise disposes of assets or settles liabilities attributable
to a discontinuing operation or enters into binding agreements for the
sale of such assets or the settlement of such liabilities, it should include,
in its financial statements, the following information when the events
occur:
A. for any gain or loss that is recognised on the disposal of assets or
settlement of liabilities attributable to the discontinuing operation,
(i) the amount of the pre-tax gain or loss,and (ii) income tax
expense relating to the gain or loss; and
B. the net selling price or range of prices (whichiis after deducting
expected disposal costs) of_ those net _assets for which the
enterprise has entered into one ormore binding 'sale agreements,
the expected timing of receipt ofithose cash flows and the carrying
amount of those net assets on the Balance sheet date.
The asset disposals, liability settlements, and hinding sale agreements referred
to in the preceding paragraph may occur concurrently with the initial disclosure
event, or in the period in which the initial disclosure event occurs, or in a later
period.
If some of the assets attributable to a/discontinuing operation have actually been
sold or are the subject, of onegormmarenbinding sale agreements entered into
between the balance“sheet date"and the date on which the financial statements
are approved by the board/ of directors in case of a company or by the
corresponding approving, authority in the case of any other enterprise, the
disclosures®equired by Accounting Standard (AS) 4, Contingencies and Events
Occurring After, the Balaneé Sheet Date, are made.

Updating the Disclosures

26.

27.

28.

29.
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In addition to the disclosures in paragraphs 20 and 23, an enterprise
should include, in its financial statements, for periods subsequent to the
one in which the initial disclosure event occurs, a description of any
significant changes in the amount or timing of cash flows relating to the
assets to be disposed or liabilities to be settled and the events causing
those changes.

Examples of events and activities that would be disclosed include the nature and
terms of binding sale agreements for the assets, a demerger or spin-off by
issuing equity shares of the new company to the enterprise's shareholders, and
legal or regulatory approvals.

The disclosures required by paragraphs 20, 23 and 26 should continue in
financial statements for periods up to and including the period in which
the discontinuance is completed. A discontinuance is completed when
the plan is substantially completed or abandoned, though full payments
from the buyer(s) may not yet have been received.

If an enterprise abandons or withdraws from a plan that was previously
reported as a discontinuing operation, that fact, reasons therefore and
its effect should be disclosed.
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30. For the purpose of applying paragraph 29, disclosure of the effect includes

reversal of any prior impairment loss or provision that was recagnised with
respect to the discontinuing operation.

Separate Disclosure for Each Discontinuing Operation
31. Any disclosures required by this Statement should be presented

separately for each discontinuing operation.

Presentation of the Required Disclosures
32. The disclosures required by paragraphs 20, 23, 26, 28, 29 and 31 should

be presented in the notes to the financial statements except the

following which should be shown on the face of the statement of profit

and loss:

A. the amount of pre-tax profit or loss from ordinary activities
attributable to the discontinuing operation during the current
financial reporting period, and the income tax expense related
thereto (paragraph 20 G.); and

B. the amount of the pre-tax gain or loss recognised on the disposal
of assets or settlement of Iliabilities attributable to the
discontinuing operation (paragraph 23 A.).

Restatement of Prior Periods

33. Comparative information for prior periQds that is presented in financial
statements prepared after the initial disclosure event should be restated
to segregate assets, liabilities, revenue, expenses, and cash flows of
continuing and discontinuing operatiens inya manner similar to that
required by paragraphs 20, 23, 26, 28,2931 and 32.

Disclosure in Interim Fimancial Reports
34. Disclosures in an intecim fifancial“report in respect of a discontinuing

operation should be made [in accordance with AS 25, Interim Financial

Reporting, including:

A. any  significantgactivities or events since the end of the most
recent, annudl reporting period relating to a discontinuing
operation; and

B. any significant changes in the amount or timing of cash flows
relating to the assets to be disposed or liabilities to be settled.
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Accounting Standard - 25,

Interim Financial Reporting
(issued in 2002)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

Accounting Standard (AS) 25, 'Interim Financial Reporting’, issued by the Council of
the Institute of Chartered Accountants of India, comes into effect in respect of
accounting periods commencing on or after 1-4-2002. If an enterprise is required or
elects to prepare and present an interim financial report, it should comply with this
Standard. The following is the text of the Accounting Standard.

Objective

The objective of this Statement is to prescribe the minimum~ content of an interim
financial report and to prescribe the principles for recognition and measurement in a
complete or condensed financial statements foman_interimgperiod. Timely and reliable
interim financial reporting improves the ability. of investoss, creditors, and others to
understand an enterprise's capacity to generate earnings and cash flows, its financial
condition and liquidity.

Scope

1. This Statement does not mandate swhichenterprises should be required
to present interim financial reports, how frequently, or how soon after
the end of an interim periodamilf an'@nterprise is required or elects to
prepare and presentian intertm financial report, it should comply with
this Statement.

2. A statute governing an enterprise or a regulator may require an enterprise to
prepare and, present gertain “information at an interim date which may be
different in form and/or_eontent ‘as required by this Statement. In such a case,
the recognition and measurement principles as laid down in this Statement are
applied in respect of suchginformation, unless otherwise specified in the statute
or by the regulator.

3. The requirements related to cash flow statement, complete or condensed,
contained in this Statement are applicable where an enterprise prepares and
presents a cash flow statement for the purpose of its annual financial report.

Definitions
4. The following terms are used in this Statement with the meanings
specified:

Interim period is a financial reporting period shorter than a full financial
year.
Interim financial report means a financial report containing either a
complete set of financial statements or a set of condensed financial
statements (as described in this Statement) for an interim period.

5. During the first year of operations of an enterprise, its annual finarcial reporting
period may be shorter than a financial year. In such a case, that shorter period
is not considered as an interim period.
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Content of an Interim Financial Report

6.

A complete set of financial statements normally includes:

balance sheet;

statement of profit and loss;

cash flow statement; and

notes including those relating to accounting policies and other statements
and explanatory material that are an integral part of the financial
statements.

In the interest of timeliness and cost considerations and to avoid repetition of
information previously reported, an enterprise may be required to or may elect
to present less information at interimdates as compared with its annual financial
statements. The benefit of timeliness of presentation may be partially offset by a
reduction in detail in the information provided. Therefore, this Statement
requires preparation and presentation of an interim financial report containing,
as a minimum, a set of condensed financial statements. The interim financial
report containing condensed financial statementsgis intended to provide an
update on the latest annual financial statements. Aceordingly, it focuses on new
activities, events, and circumstances and does not) duplicate information
previously reported.

This Statement does not prohibit or discourage an enterpriseyfrom presenting a
complete set of financial statements in its_interim_finanecial report, rather than a
set of condensed financial statements. This Statement also does not prohibit or
discourage an enterprise from including;, in condensed interim financial
statements, more than the minimum line items,or selected explanatory notes as
set out in this Statement. The recognition andimeasurement principles set out
in this Statement apply also to complete, financial' statements for an interim
period, and such statements would includegall disclosures required by this
Statement (particularly the selected /disclosures in paragraph 16) as well as
those required by other Accounting Standards.

oo wp

Minimum Components of annlnterim Financial Report

9.

An interim financial repoart should'include, at a minimum, the following
components:

condensed balancessheet;

condensed statement of profit and loss;

condensed, cash flow statement; and

selected explanatory notes.

00w

Form and Content of Interim Financial Statements

10.

11.

12.

If an enterprise prepares and presents a complete set of financial
statements in its interim financial report, the form and content of those
statements should conform to the requirements as applicable to annual
complete set of financial statements.

If an enterprise prepares and presents a set of condensed financial
statements in its interim financial report, those condensed statements
should include, at a minimum, each of the headings and sub-headings
that were included in its most recent annual financial statements and
the selected explanatory notes as required by this Statement.
Additional line items or notes should be included if their omission would
make the condensed interim financial statements misleading.

If an enterprise presents basic and diluted earnings per share in its
annual financial statements in accordance with Accounting Standard
(AS) 20, Earnings Per Share, basic and diluted earnings per share
should be presented in accordance with AS 20 on the face of the
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statement of profit and loss, complete or condensed, for an interim
period.
If an enterprise's annual financial report included the consolidated financial
statements in addition to the parent's separate financial statements, the interim
financial report includes both the consolidated financial statements and separate
financial statements, complete or condensed.

Selected Explanatory Notes

14.

15.

194

A user of an enterprise's interim financial report will ordinarily have access to the
most recent annual financial report of that enterprise. It is, therefore, not
necessary for the notes to an interim financial report to provide relatively
insignificant updates to the information that was already reported in the notes in
the most recent annual financial report. At an interim date, an explanation of
events and transactions that are significant to an understanding of the changes
in financial position and performance of the enterprise since the last annual
reporting date is more useful.

An enterprise should include the following infokmation, as a minimum,

in the notes to its interim financial statements;if material and if not

disclosed elsewhere in the interim financial report:

A. a statement that the same accounting policies are followed in the
interim financial statements as those followedgin the most recent
annual financial statements |orjmift those policies have been
changed, a description of the natureand effect of the change;

B. explanatory comments about “the seasonality of interim
operations;
C. the nature and amount of items affecting assets, liabilities, equity,

net income, or cash flows thathared unusual because of their
nature, size, or incidence (see paragraphs 12 to 14 of Accounting
Standard (AS) 5, Net Profit or Loss for the Period, Prior Period
Items and Changes in Aeeounting Policies);

D. the nature andyamountiof changes in estimates of amounts
reported in priortinterim periods of the current financial year or
changes in estimates of amounts reported in prior financial years,
if these changes have a material effect in the current interim

period;

E. issuances, buy-backs, repayments and restructuring of debt,
equity and potential equity shares;

F. dividends, “aggregate or per share (in absolute or percentage
terms), separately for equity shares and other shares;

G. segment revenue, segment capital employed (segment assets

minus segment liabilities) and segment result for business
segments or geographical segments, whichever is the enterprise s
primary basis of segment reporting (disclosure of segment
information is required in an enterprise % interim financial report
only if the enterprise is required, in terms of AS 17, Segment
Reporting, to disclose segment information in its annual financial

statements);

H. material events subsequent to the end of the interim period that
have not been reflected in the financial statements for the interim
period;

l. the effect of changes in the composition of the enterprise during
the interim period, such as amalgamations, acquisition or disposal
of subsidiaries and long-term investments, restructurings, and
discontinuing operations; and



16.

Feedback : ishan_padia@yahoo.co.in
J. material changes in contingent liabilities since the last annual
balance sheet date.

The above information should normally be reported on a financial year
to date basis. However, the enterprise should also disclose any events
or transactions that are material to an understanding of the current
interim period.

Other Accounting Standards specify disclosures that should be made in financial
statements. In that context, financial statements mean complete set of financial
statements normally included in an annual financial report and sometimes
included in other reports. The disclosures required by those other Accounting
Standards are not required if an enterprise's interim financial report includes
only condensed financial statements and selected explanatory notes rather than
a complete set of financial statements.

Periods for which Interim Financial Statements are required to be

presented

17.

18.

Interim reports should include interim financial statements (condensed

or complete) for periods as follows:

A. balance sheet as of the end of the current intesim period and a
comparative balance sheet as of the endgof the immediately
preceding financial year;

B. statements of profit and loss for the current interim period and
cumulatively for the current financial year to date, with
comparative statements of profit and loss for the comparable
interim periods (current and year-to-date) of the immediately
preceding financial year;

C. cash flow statement cumulatively forthe current financial year to
date, with a comparative statement for the comparable year-to-
date period of the immediately preceding financial year.

For an enterprise whose busingss isthighly seasonal, financial information for the

twelve months ending on the,interim reporting date and comparative inbrmation

for the prior twelve-month peried may be useful. Accordingly, enterprises whose
business sy highly seéasonal are encouraged to consider reporting such
information inhaddition tosthe information called for in the preceding paragraph.

Materiality

19.

20.

21.

In deciding how 1o r¥ecognise, measure, classify, or disclose an item for
interim financial reporting purposes, materiality should be assessed in
relation to the interim period financial data. In making assessments of
materiality, it should be recognised that interim measurements may rely
on estimates to a greater extent than measurements of annual financial
data.
The Preface to the Statements of Accounting Standards states that “The
Accounting Standards are intended to apply only to items which are materiaf’
The Framework for the Preparation and Presentation of Financial Statements,
issued by the Institute of Chartered Accountants of India, states that
‘fnformation is material if its misstatement (i.e., omission or erroneous
statement) could influence the economic decisions of users taken on the basis of
the financial information”’
Judgement is always required in assessing materiality for financial reporting
purposes. For reasons of understandability of the interim figures, materiality for
making recognition and disclosure decision is assessed in relation to the interim
period financial data. Thus, for example, unusual or extraordinary items,
changes in accounting policies or estimates, and prior period items are
195
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recognised and disclosed based on materiality in relation to interim period data.
The overriding objective is to ensure that an interim financial report includes all
information that is relevant to understanding an enterprise's financial position
and performance during the interim period.

Disclosure in Annual Financial Statements

22.

23.

24,

An enterprise may not prepare and present a separate financial report for the
final interim period because the annual financial statements are presented. In
such a case, paragraph 23 requires certain disclosures to be made in the annual
financial statements for that financial year.

If an estimate of an amount reported in an interim period is changed
significantly during the final interim period of the financial year but a
separate financial report is not prepared and presented for that final
interim period, the nature and amount of that change in estimate should
be disclosed in a note to the annual financial statements for that
financial year.

Accounting Standard (AS) 5, Net Profit or Loss for theyPeriod, Prior Period Items
and Changes in Accounting Policies, requires disclosure,jin financial statements,
of the nature and (if practicable) the amount of a chapnge in an accounting
estimate which has a material effect in the current period, anwhich is expected
to have a material effect in subsequent periodsegParagraph 15 D. of this
Statement requires similar disclosure in an interim financial report. Examples
include changes in estimate in the final“interim period relating to inventory
write-downs, restructurings, or impairmenttlesses that were reported in an
earlier interim period of the financial year. “The4disclosure required by the
preceding paragraph is consistent with ASAS requirements and is intended to be
restricted in scope so as to relate only to"the 'ehange in estimates. An enterprise
is not required to include additional finterim “period financial information in its
annual financial statements.

Recognition and Measurement
Same Accounting Policies as'‘Annual

25.

26.

27.
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An enterprise should apply‘the same accounting policies in its interim
financial statements as’ are applied in its annual financial statements,
except for accounting policy changes made after the date of the most
recent annual*financialgStatements that are to be reflected in the next
annual financial‘statements. However, the frequency of an enterprise’'s
reporting (annualj_ half-yearly, or quarterly) should not affect the
measurement of its annual results. To achieve that objective,
measurements for interim reporting purposes should be made on a year
to date basis.
Requiring that an enterprise apply the same accounting policies in its interim
financial statements as in its annual financial statements may seem to suggest
that interim period measurements are made as if each interim period stands
alone as an independent reporting period. However, by providing that the
frequency of an enterprise's reporting should not affect the measurement of its
annual results, paragraph 25 acknowledges that an interim period is a part of a
financial year. Year to date measurements may involve changes in estimates of
amounts reported in prior interim periods of the current financial year. But the
principles for recognising assets, liabilities, income, and expenses for interim
periods are the same as in annual financial statements.
To illustrate:
A. the principles for recognising and measuring losses from inventory write-
downs, restructurings, or impairments in an interim period are the same
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as those that an enterprise would follow if it prepared only annual
financial statements. However, if such items are recognised and
measured in one interim period and the estimate changes in a subsequent
interim period of that financial year, the original estimate is changed in
the subsequent interim period either by accrual of an additional amount of
loss or by reversal of the previously recognised amount;

B. a cost that does not meet the definition of an asset at the end of an
interim period is not deferred on the balance sheet date either to await
future information as to whether it has met the definition of an asset or to
smooth earnings over interim periods within a financial year; and

C. income tax expense is recognised in each interim period based on the best
estimate of the weighted average annual income tax rate expected for the
full financial year. Amounts accrued for income tax expense in one
interim period may have to be adjusted in a subsequent interim period of
that financial year if the estimate of the annual income tax rate changes.

Under the Framework for the Preparation and Presentation of Finarcial
Statements, recognition is the “process of incorporating in the balance sheet or
statement of profit and loss an item that meets the'definition of an element and
satisfies the criteria for recognition”? The definitions) of assets, liabilities,
income, and expenses are fundamental to recognition,“both at annual and
interim financial reporting dates.
For assets, the same tests of future economicegbenefits apply at interim dates as
they apply at the end of an enterprise's financial” year. Costs that, by their
nature, would not qualify as assets at finaneial year end would not qualify at
interim dates as well. Similarly, a liability athan interim reporting date must
represent an existing obligation at that date, Jjust as it must at an annual
reporting date.
Income is recognised in the statement of ‘profit and loss when an increase in
future economic benefits related to an increase in an asset or a decrease of a
liability has arisen that, can be _measuredgreliably. Expenses are recognised in
the statement of profit and lgss when “a decrease in future economic benefits
related to a decrease in aniasset or an increase of a liability has arisen that can
be measured reliably. The“recognition of items in the balance sheet which do
not meet the definition®f assets\or liabilities is not allowed.
In measuringhassets, fiabilities, income, expenses, and cash flows reported in its
financial statements, @n enterprise that reports only annually is able to take into
account information that bécomes available throughout the fimancial year. Its
measurements are, in effect, on a year-to-date basis.
An enterprise that reports half-yearly, uses information available by mid-year or
shortly thereafter in making the measurements in its financial statements for the
first six-month period and information available by year-end or shortly thereafter
for the twelve-month period. The twelve-month measurements will reflect any
changes in estimates of amounts reported for the first sixmonth period. The
amounts reported in the interim financial report for the first six-month period are
not retrospectively adjusted. Paragraphs 15 D. and 23 require, however, that
the nature and amount of any significant changes in estimates be disclosed.
An enterprise that reports more frequently than half-yearly, measures income
and expenses on a year-to-date basis for each interim period using information
available when each set of financial statements is being prepared. Amounts of
income and expenses reported in the current interim period will reflect any
changes in estimates of amounts reported in prior interim periods of the financial
year. The amounts reported in prior interim periods are not retrospectively
adjusted. Paragraphs 15 D. and 23 require, however, that the nature and
amount of any significant changes in estimates be disclosed.
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Revenues Received Seasonally or Occasionally

34.

35.

Revenues that are received seasonally or occasionally within a financial
year should not be anticipated or deferred as of an interim date if
anticipation or deferral would not be appropriate at the end of the
enterprise’s financial year.

Examples include dividend revenue, royalties, and government grants.
Additionally, some enterprises consistently earn more revenues in certain interim
periods of a financial year than in other interim periods, for example, seasonal
revenues of retailers. Such revenues are recognised when they occur.

Costs Incurred Unevenly During the Financial Year

36.

Costs that are incurred unevenly during an enterprise's financial year
should be anticipated or deferred for interim reporting purposes if, and
only if, it is also appropriate to anticipate or defer that type of cost at
the end of the financial year.

Use of Estimates

37.

The measurement procedures to be followed IRjan interim financial
report should be designed to ensure that the resulting information is
reliable and that all material financial information thatiis relevant to an
understanding of the financial positien or performance of the enterprise
is appropriately disclosed. While measurements in both annual and
interim financial reports are often based on reasonable estimates, the
preparation of interim financial reports generally will require a greater
use of estimation methods than annual finaneial reports.

Restatement of Previously Repaorted Interim Periods

38.

39.

A change in accounting policy, other than one for which the transition is
specified by an Aceounting Standardy’should be reflected by restating
the financial statements of/prior interim periods of the current financial
year.

One objective of the preceding principle is to ensure that a single accounting
policy is applied to @ 'particular class of transactions throughout an entire
financial yearaThe effectof the principle in paragraph 38 is to require that within
the current “financial year any change in accounting policy be applied
retrospectively tQ the beginning of the financial year.

Transitional Provision

40.
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On the first occasion that an interim financial report is presented in accordance
with this Statement, the following need not be presented in respect of all the
interim periods of the current financial year:

A. comparative statements of profit and loss for the comparable interim
periods (current and year-to-date) of the immediately preceding financial
year; and

B. comparative cash flow statement for the comparable year to date period

of the immediately preceding financial year.
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Accounting Standard — 26,

Intangible Assets
(issued in 2002)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

Accounting Standard (AS) 26, 'Intangible Assets', issued by the Council of the Institute
of Chartered Accountants of India, comes into effect in respect of expenditure incurred
on intangible items during accounting periods commencing on or after 1-4-2003 and is
mandatory in nature from that date for the following:

1. Enterprises whose equity or debt securities are listed on a recognised stock
exchange in India, and enterprises that are in the precess of issuing equity or
debt securities that will be listed on a recognised stoek exchange in India as
evidenced by the board of directors’ resolution in this regara.

2. All other commercial, industrial and business reporting“enterprises, whose
turnover for the accounting period exceeds Rs. 50 croress

In respect of all other enterprises, the Accounting'Standard comes into effect in respect
of expenditure incurred on intangible items during ‘@aecounting periods commencing on
or after 1-4-2004 and is mandatory in nature from that'date.

Earlier application of the Accounting Standard iS enceuraged.

In respect of intangible items appearing in the balance sheet as on the aforesaid date,

i.e., 1-4-2003 or 1-4-2004, as, the cas€ may. be, the Standard has limited application

as stated in paragraph 99. Froamythe/date of this Standard becoming mandatory for the

concerned enterprises, the following stand withdrawn:

1. Accounting Standard (AS) 8,“Aecounting for Research and Development;

2. Accounting 'Standard /AS) _6,% Depreciation Accounting, with respect to the
amortisation (depreciation) of intangible assets; and

3. Accounting Standard (AS) 10, Accounting for Fixed Assets.

The following is the text of the Accounting Standard.

Objective

The objective of this Statement is to prescribe the accounting treatment for intangible
assets that are not dealt with specifically in another Accounting Standard. This
Statement requires an enterprise to recognise an intangible asset if, and only if, certain
criteria are met. The Statement also specifies how to measure the carrying amount of
intangible assets and requires certain disclosures about intangible assets.

Scope
1. This Statement should be applied by all enterprises in accounting for
intangible assets, except:
A. intangible assets that are covered by another Accounting
Standard;
B. financial assets;
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C. mineral rights and expenditure on the exploration for, or
development and extraction of, minerals, oil, natural gas and
similar non-regenerative resources; and
D. intangible assets arising in insurance enterprises from contracts
with policyholders.
This Statement should not be applied to expenditure in respect of
termination benefits also.
If another Accounting Standard deals with a specific type of intangible asset, an
enterprise applies that Accounting Standard instead of this Statement. For
example, this Statement does not apply to:
A. intangible assets held by an enterprise for sale in the ordinary course of
business (see AS 2, Valuation of Inventories, and AS 7, Accounting for
Construction Contracts);
deferred tax assets (see AS 22,Accounting for Taxes on Income);
leases that fall within the scope of AS 19, Leases; and
goodwill arising on an amalgamation (see AS 14, Accounting for
Amalgamations) and goodwill arising on [censolidation (see AS 21,
Consolidated Financial Statements).
This Statement applies to, among other things, expenditure on advertising,
training, start-up, research and development activities, Research and
development activities are directed to the develgpment of knowledge.
Therefore, although these activities maymresult In an asset with physical
substance (for example, a prototype), “the “physical element of the asset is
secondary to its intangible component, thathis the knowledge embodied in it.
This Statement also applies to rights under licensing agreements for items such
as motion picture films, video recordings, plays; manuscripts, patents and
copyrights. These items are excluded from the scope of AS 19.
In the case of a finance lease, the underlying asset may be either tangible or
intangible. After initial recognition, a'lessee deals with an intangible asset held
under a finance lease under this_Statements
Exclusions from thefiscope of an Accounting Standard may occur if certain
activities or transactionstake|so specialised that they give rise to accounting
issues that may need to be dealt with in a different way. Such issues arise in
the expenditure on thefexploration for, or development and extraction of, oil,
gas and mineral depgsitsgin) extractive industries and in the case of contracts
between Insurance (énterprises and their policyholders. Therefore, this
Statement does not applys to expenditure on such activities. However, this
Statement appliesitojother intangible assets used (such as computer software),
and other expendituré (such as start-up costs), in extractive industries or by
insurance enterprises. Accounting issues of specialised nature also aise in
respect of accounting for discount or premium relating to borrowings and
ancillary costs incurred in connection with the arrangement of borrowings, share
issue expenses and discount allowed on the issue of shares. Accordingly, this
Statement does not apply to such items also.

Cow

Definitions

6.

200

The following terms are used in this Statement with the meanings
specified:

An intangible asset is an identifiable non-monetary asset, without
physical substance, held for use in the production or supply of goods or
services, for rental to others, or for administrative purposes.

An asset is a resource:
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A. controlled by an enterprise as a result of past events; and
B. from which future economic benefits are expected to flow to the
enterprise.

Monetary assets are money held and assets to be received in fixed or
determinable amounts of money.

Non-monetary assets are assets other than monetary assets.

Research is original and planned investigation undertaken with the
prospect of gaining new scientific or technical knowledge and
understanding.

Development is the application of research findings or other knowledge
to a plan or design for the production of new or substantially improved
materials, devices, products, processes, systems or services prior to the
commencement of commercial production or use.

Amortisation is the systematic allocation of the depreciable amount of
an intangible asset over its useful life.

Depreciable amount is the cost of an|assetgless its residual value.

Useful life is either:

A. the period of time over which an asset is expected to be used by
the enterprise; or
B. the number of production or similar units expected to be obtained

from the asset by the enterprise.

Residual value is the, amount.whichyan' enterprise expects to obtain for
an asset at the end ofits useful life“after deducting the expected costs
of disposal.

Fair value, of an asset is ‘the amount for which that asset could be
exchanged between knewledgeable, willing parties in an arm's length
transaction.

An active market,is a market where all the following conditions exist:

A. the items traded/within the market are homogeneous;
B. willing buyers and sellers can normally be found at any time; and
C. prices are available to the public.

An impairment loss is the amount by which the carrying amount of an
asset exceeds its recoverable amount.

Carrying amount is the amount at which an asset is recognised in the
balance sheet, net of any accumulated amortisation and accumulated
impairment losses thereon.

Intangible Assets

7.

Enterprises frequently expend resources, or incur liabilities, on the acquisition,
development, maintenance or enhancement of intangible resources such as
scientific or technical knowledge, design and implementation of new processes or
systems, licences, intellectual property, market knowledge and trademarks
(including brand names and publishing titles). Common examples of items
encompassed by these broad headings are computer software, patents,
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copyrights, motion picture films, customer lists, mortgage servicing rights,
fishing licences, import quotas, franchises, customer or supplier relationships,
customer loyalty, market share and marketing rights. Goodwill is another
example of an item of intangible nature which either arises on acquisition or is
internally generated.

Not all the items described in paragraph 7 will meet the definition of an
intangible asset, that is, identifiability, control over a resource and expectation
of future economic benefits flowing to the enterprise. If an item covered by this
Statement does not meet the definition of an intangible asset, expenditure to
acquire it or generate it internally is recognised as an expense when it is
incurred. However, if the item is acquired in an amalgamation in the nature of
purchase, it forms part of the goodwill recognised at the date of the
amalgamation (see paragraph 55).

Some intangible assets may be contained in or on a physical substance such as a
compact disk (in the case of computer software), legal documentation (in the
case of a licence or patent) or film (in the case of motion pictures). The cost of
the physical substance containing the intangible assets is usually not significant.
Accordingly, the physical substance containing an<intangible asset, though
tangible in nature, is commonly treated as a part ofy the intangble asset
contained in or on it.

In some cases, an asset may incorporate both intangible.and\tangible elements
that are, in practice, inseparable. In determiningfwhether such an asset should
be treated under AS 10, Accounting for"Fixed“Assets, or as an intangible asset
under this Statement, judgement is requiredyto assess as to which element is
predominant. For example, computer software for a computer controlled
machine tool that cannot operate without that “spécific software is an integral
part of the related hardware and it is treated, as a/fixed asset. The same applies
to the operating system of a computer.” Where the software is not an integral
part of the related hardware, computer sgftware is treated as an intangible
asset.

Identifiability

11.

12.

13.

202

The definition of an intangible asset requires that an intangible asset be
identifiable®, To be identifiable it is necessary that the intangible asset isclearly
distinguished from goodwill. Goodwill arising on an amalgamation in the nature
of purchase represents a payment made by the acquirer in anticipation of future
economic benefitsy, Thegfuture economic benefits may result from synergy
between the identifiable assets acquired or from assets which, individually, do
not qualify for recognition in the financial statements but for which the acquirer
is prepared to make a payment in the amalgamation.

An intangible asset can be clearly distinguished from goodwill if the asset is
separable. An asset is separable if the enterprise could rent, sell, exchange or
distribute the specific future economic benefits attributable to the asset without
also disposing of future economic benefits that flow from other assets used in
the same revenue earning activity.

Separability is not a necessary condition for identifiability shce an enterprise
may be able to identify an asset in some other way. For example, if an
intangible asset is acquired with a group of assets, the transaction may involve
the transfer of legal rights that enable an enterprise to identify the intangible
asset. Similarly, if an internal project aims to create legal rights for the
enterprise, the nature of these rights may assist the enterprise in identifying an
underlying internally generated intangible asset. Also, even if an asset
generates future economic benefits only in combination with other assets, the
asset is identifiable if the enterprise can identify the future economic benefits
that will flow from the asset.
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Control

14.

15.

16.

17.

An enterprise controls an asset if the enterprise has the power to obtain the
future economic benefits flowing from the underlying resource and also can
restrict the access of others to those benefits. The capacity of an enterprise to
control the future economic benefits from an intangible asset would normally
stem from legal rights that are enforceable in a court of law. In the absence of
legal rights, it is more difficult to demonstrate control. However, legal
enforceability of a right is not a necessary condition for control since an
enterprise may be able to control the future economic benefits in some other
way.

Market and technical knowledge may give rise to future economic benefits. An
enterprise controls those benefits if, for example, the knowledge is protected by
legal rights such as copyrights, a restraint of trade agreement (where permitted)
or by a legal duty on employees to maintain confidentiality.

An enterprise may have a team of skilled staff and may be able to identify
incremental staff skills leading to future economic benefits from training. The
enterprise may also expect that the staff will continue to make their skills
available to the enterprise. However, usually an enterprise has insufficient
control over the expected future economic benefits arisingyfrom a team of skilled
staff and from training to consider that these items meet the definition of an
intangible asset. For a similar reason, specific managementsor, technical talent is
unlikely to meet the definition of an intangiblerasset, unless'it is protected by
legal rights to use it and to obtain the future economic benefits expected from it,
and it also meets the other parts of the definition.

An enterprise may have a portfolio of customers or a market share and expect
that, due to its efforts in building customer “rélationships and loyalty, the
customers will continue to trade with thegenterprise.® However, in the absence of
legal rights to protect, or other ways t@ contral, the relationships with customers
or the loyalty of the customers to the enterprise, the enterprise usually has
insufficient control over, the econemic benefits from customer relationships and
loyalty to consider thathsuch items, (portfolio of customers, market shares,
customer relationships, ‘ceustomer layalty) meet the definition of intangible
assets.

Future EconomicyBenefits

18.

The future economic benefits flowing from an intangible asset may include
revenue from thelsale of products or services, cost savings, or other benefits
resulting from thetuse of the asset by the enterprise. For example, the use of
intellectual propertytin a production process may reduce future production costs
rather than increase future revenues.

Recognition and Initial Measurement of an Intangible Asset

19.

20.

21.

The recognition of an item as an intangible asset requires an enterprise to
demonstrate that the item meets the:

A. definition of an intangible asset (see paragraphs 6-18); and

B. recognition criteria set out in this Statement (see paragraphs 20- 54).

An intangible asset should be recognised if, and only if:

A. it is probable that the future economic benefits that are
attributable to the asset will flow to the enterprise; and

B. the cost of the asset can be measured reliably.

An enterprise should assess the probability of future economic benefits
using reasonable and supportable assumptions that represent best
estimate of the set of economic conditions that will exist over the useful
life of the asset.
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An enterprise uses judgement to assess the degree of certainty attached to the
flow of future economic benefits that are attributable to the use of the asset on
the basis of the evidence available at the time of initial recognition, giving
greater weight to external evidence.
An intangible asset should be measured initially at cost.

Separate Acquisition

24.

25.

26.

If an intangible asset is acquired separately, the cost of the intangible asset an
usually be measured reliably. This is particularly so when the purchase
consideration is in the form of cash or other monetary assets.

The cost of an intangible asset comprises its purchase price, including any
import duties and other taxes (other than those subsequently recoverable by the
enterprise from the taxing authorities), and any directly attributable expenditure
on making the asset ready for its intended use. Directly attributable expenditure
includes, for example, professional fees for legal services. Any trade discounts
and rebates are deducted in arriving at the cost.

If an intangible asset is acquired in exchange for shares or other securities of the
reporting enterprise, the asset is recorded at its fair value, or the fair value of
the securities issued, whichever is more clearly evident.

Acquisition as Part of an Amalgamation

27.

28.

29.

30.

31.
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An intangible asset acquired in an amalgamation in the“nature of purchase is
accounted for in accordance with Accounting Standard (AS) 14, Accounting for
Amalgamations. Where in preparing the financial statements of the transferee
company, the consideration is allocated to mdividual identifiable assets and
liabilities on the basis of their fair values at_the date of amalgamation,
paragraphs 28 to 32 of this Statement néed toybefconsidered.
Judgement is required to determine /whether“the cost (i.e. fair value) of an
intangible asset acquired in an amalgamation can be measured with sufficient
reliability for the purpose of separate‘recognition. Quoted market prices h an
active market provide“the most reliable measurement of fair value. The
appropriate market price isiusually the current bid price. If current bid prices
are unavailable, the price ofithe most recent similar transaction may provide a
basis from which to éstimate“fair value, provided that there has not been a
significant \lchamnge in economic circumstances between the transaction date and
the date at whichythe'asset's fair value is estimated.
If no active market exists for an asset, its cost reflects the amount that the
enterprise would have paid, at the date of the acquisition, for the asset in an
arm’'s length transaction between knowledgeable and willing parties, based on
the best information available. In determining this amount, an enterprise
considers the outcome of recent transactions for similar assets.
Certain enterprises that are regularly involved in the purchase and sale of unique
intangible assets have developed techniques for estimating their fair values
indirectly. These techniques may be used for initial measurement of an
intangible asset acquired in an amalgamation in the nature of purchase if their
objective is to estimate fair value as defined in this Statement and if they reflect
current transactions and practices in the industry to which the asset belongs.
These techniques include, where appropriate, applying multiples reflecting
current market transactions to certain indicators driving the profitability of the
asset (such as revenue, market shares, operating profit, etc.) or discounting
estimated future net cash flows from the asset.
In accordance with this Statement:
A. a transferee recognises an intangible asset that meets the recognition
criteria in paragraphs 20 and 21, even if that intangible asset had not
been recognised in the financial statements of the transferor; and
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B. if the cost (i.e. fair value) of an intangible asset acquired as part of an
amalgamation in the nature of purchase cannot be measured reliably, that
asset is not recognised as a separate intangible asset but is included in
goodwill (see paragraph 55).
Unless there is an active market for an intangible asset acquired in an
amalgamation in the nature of purchase, the cost initially recognised for the
intangible asset is restricted to an amount that does not create or increase any
capital reserve arising at the date of the amalgamation.

Acguisition by way of a Government Grant

33.

In some cases, an intangible asset may be acquired free of charge, or for
nominal consideration, by way of a government grant. This may occur when a
government transfers or allocates to an enterprise intangible assets such as
airport landing rights, licences to operate radio or television stations, import
licences or quotas or rights to access other restricted resources. AS 12,
Accounting for Government Grants, requires that government grants in the form
of non-monetary assets, given at a concessional rate should be accounted for on
the basis of their acquisition cost. AS 12 also requikes that in case a non
monetary asset is given free of cost, it should be recorded at a nominal value.
Accordingly, intangible asset acquired free of chargey, or for nominal
consideration, by way of government grant is recognisedgat a nominal value or
at the acquisition cost, as appropriate; "any expenditure: that is directly
attributable to making the asset ready fortits intended use is also included in the
cost of the asset.

Exchanges of Assets

34.

An intangible asset may be acquired infexchangé or part exchange for another
asset. In such a case, the cost of thej“asset acquired is determined in
accordance with the principles laid down in ghis regard in AS 10, Accounting for
Fixed Assets.

Internally Generated Goodwill

35.

36.

37.

Internally generated goodwill should not be recognised as an asset.

In some cases, expendituregs incurred to generate future economic benefits, but
it does not result ipgthe creation of an intangible asset that meets the
recognition criteria intthis Statement. Such expenditure is often described as
contributing to internally®generated goodwill. Internally gererated goodwill is
not recognised as an ‘asset because it is not an identifiable resource controlled
by the enterprise that'can be measured reliably at cost.

Differences between the market value of an enterprise and the carrying amount
of its identifiable net assets at any point in time may be due to a range of factors
that affect the value of the enterprise. However, such differences cannot be
considered to represent the cost of intangible assets controlled by the
enterprise.

Internally Generated Intangible Assets

38.

It is sometimes difficult to assess whether an internally generated intangible
asset qualifies for recognition. It is often difficult to:

A. identify whether, and the point of time when, there is an identifiable asset
that will generate probable future economic benefits; and
B. determine the cost of the asset reliably. In some cases, the cost of

generating an intangible asset internally cannot be distinguished from the
cost of maintaining or enhancing the enterprise3 internally generated
goodwill or of running day-to-day operations.
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Therefore, in addition to complying with the general requirements for the
recognition and initial measurement of an intangible asset, an enterprise applies
the requirements and guidance in paragraphs 39-54 below to all internally
generated intangible assets.
To assess whether an internally generated intangible asset meets the criteria for
recognition, an enterprise classifies the generation of the asset into:
A. a research phase; and
B. a development phase.
Although the terms fesearch” and %HYevelopment” are defined, the terms
fesearch phase and tlevelopment phase have a broader meaning for the
purpose of this Statement.
If an enterprise cannot distinguish the research phase from the development
phase of an internal project to create an intangible asset, the enterprise treats
the expenditure on that project as if it were incurred in the research phase only.

Research Phase

41.

42.

43.

No intangible asset arising from research (or from the research phase of
an internal project) should be recognised. Expenditure on research (or
on the research phase of an internal project) should be recognised as an
expense when it is incurred.

This Statement takes the view that, in the researchphase of a project, an
enterprise cannot demonstrate that an intangiblé asset exists‘from which future
economic benefits are probable. Therefore, this'expenditure is recognised as an
expense when it is incurred.

Examples of research activities are:

A. activities aimed at obtaining new knowledge;

B. the search for, evaluation and final selection”of, applications of research
findings or other knowledge;

C. the search for_alternatives for \materials, devices, products, processes,
systems or services; and

D. the formulation, design,;“evaluation and final selection of possible

alternatives for new_or [improved materials, devices, products, processes,
systems or services.

Development Phase

44.

45.

206

An intangible assetiarising from development (or from the development
phase of an internal project) should be recognised if, and only if, an
enterprise can demenstrate all of the following:

A. the technical“feasibility of completing the intangible asset so that

it will be available for use or sale;

its intention to complete the intangible asset and use or sell it;

its ability to use or sell the intangible asset;

how the intangible asset will generate probable future economic

benefits. Among other things, the enterprise should demonstrate

the existence of a market for the output of the intangible asset or
the intangible asset itself or, if it is to be used internally, the
usefulness of the intangible asset;

E. the availability of adequate technical, financial and other
resources to complete the development and to use or sell the
intangible asset; and

F. its ability to measure the expenditure attributable to the
intangible asset during its development reliably.

In the development phase of a project, an enterprise can, in some instances,

identify an intangible asset and demonstrate that future economic benefits from

Cow
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the asset are probable. This is because the development phase of a project is
further advanced than the research phase.

Examples of development activities are:

A. the design, construction and testing of pre-production or pre-use
prototypes and models;

B. the design of tools, jigs, moulds and dies involving new technology;

C. the design, construction and operation of a pilot plant that is not ofa scale
economically feasible for commercial production; and

D. the design, construction and testing of a chosen alternative for new or

improved materials, devices, products, processes, systems or services.
To demonstrate how an intangible asset will generate probable future economic
benefits, an enterprise assesses the future economic benefits to be received
from the asset using the principles in Accounting Standard on Impairment of
Assets. If the asset will generate economic benefits only in combination with
other assets, the enterprise applies the concept of cash generating units as set
out in Accounting Standard on Impairment of Assets.
Availability of resources to complete, use and obtain the benefits from an
intangible asset can be demonstrated by, for exampleha business plan showing
the technical, financial and other resources needed and the enterprise's ability to
secure those resources. In certain cases, an enterprise, demonstrates the
availability of external finance by obtaining a lender's indication of its willingness
to fund the plan.
An enterprise's costing systems can “often"“measure reliably the cost of
generating an intangible asset internally, such as salary and other expenditure
incurred in securing copyrights or licences or developing computer software.
Internally generated brands, mastheads, “publishing titles, customer
lists and items similar in substap€ey should not be recognised as
intangible assets.
This Statement takes the view that eXpenditure on internally generated brands,
mastheads, publishing,, titles, customergliSts and items similar in substance
cannot be distinguished from /the cost ‘of developing the business as a whole.
Therefore, such items areinet recognised as intangible assets.

Cost of an Inteknally Gemerated Intangible Asset

52.

53.

The cost of anyinternally génerated intangible asset for the purpose of paragraph
23 is the sum _of, expenditune incurred from the time when the intangible asset
first meets the ‘recegnitigafcriteria in paragraphs 20-21 and 44. Paragraph 58
prohibits reinstatement 'of expenditure recognised as an expense in previous
annual financial statements or interim financial reports.

The cost of an internally generated intangible asset comprises all expenditure
that can be directly attributed, or allocated on a reasonable and consistent basis,
to creating, producing and making the asset ready for its intended use. The cost
includes, if applicable:

A. expenditure on materials and services used or consumed in generating the
intangible asset;

B. the salaries, wages and other employment related costs of personnel
directly engaged in generating the asset;

C. any expenditure that is directly attributable to generating the asset, such

as fees to register a legal right and the amortisation of patents and
licences that are used to generate the asset; and

D. overheads that are necessary to generate the asset and that can be
allocated on a reasonable and consistent basis to the asset (for example,
an allocation of the depreciation of fixed assets, insurance premium and
rent). Allocations of overheads are made on bases similar to those used
in allocating overheads to inventories (see AS 2, Valuation of Inventories).
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AS 16, Borrowing Costs, establishes criteria for the recognition of interest
as a component of the cost of a qualifying asset. These criteria are also
applied for the recognition of interest as a component of the cost of an
internally generated intangible asset.
The following are not components of the cost of an internally generated
intangible asset:

A. selling, administrative and other general overhead expenditure unless this
expenditure can be directly attributed to making the asset ready for use;

B. clearly identified inefficiencies and initial operating losses incurred before
an asset achieves planned performance; and

C. expenditure on training the staff to operate the asset.

Recognition of an Expense

55.

56.

57.

Expenditure on an intangible item should be recognised as an expense
when it is incurred unless:

A. it forms part of the cost of an intangible asset that meets the
recognition criteria (see paragraphs 19-54);0r
B. the item is acquired in an amalgamation in the nature of purchase

and cannot be recognised as an intangible asset. If this is the
case, this expenditure (included in the cost of acquisition) should
form part of the amount attributed to.geedwill (capital reserve) at
the date of acquisition (see AS“ 14, Accounting for
Amalgamations).

In some cases, expenditure is incurred to provide future economic benefits to an
enterprise, but no intangible asset or other assetlisgacquired or created that can
be recognised. In these cases, the expénditureis recognised as an expense
when it is incurred. For example, expenditure™on research is always recognised
as an expense when it is incurred (see paragraph 41). Examples of other
expenditure that is re€egnised as_ an expens€ when it is incurred include:

A. expenditure on start-up @Activities (start-up costs), unless this expenditure
is included in the“cost of an ttem of fixed asset under AS 10. Start-up
costs may consist of‘preliminary expenses incurred in establishing a legal
entity such as legal and, secretarial costs, expenditure to open a new
facilitynor business _(pre-opening costs) or expenditures for commencing
new\eperationsyor launching new products or processes (pre-operating

costs);
B. expenditure on training activities;
C. expenditure on advertising and promotional activities; and
D. expenditure onrelocating or re-organising part or all of an enterprise.

Paragraph 55 does not apply to payments for the delivery of goods or services
made in advance of the delivery of goods or the rendering of services. Such
prepayments are recognised as assets.

Past Expenses not to be Recognised as an Asset

58.

Expenditure on an intangible item that was initially recognised as an
expense by a reporting enterprise in previous annual financial
statements or interim financial reports should not be recognised as part
of the cost of an intangible asset at a later date.

Subsequent Expenditure

59.
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Subsequent expenditure on an intangible asset after its purchase or its
completion should be recognised as an expense when it is incurred
unless:
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A. it is probable that the expenditure will enable the asset to

generate future economic benefits in excess of its originally

assessed standard of performance; and
B. the expenditure can be measured and attributed to the asset

reliably.
If these conditions are met, the subsequent expenditure should be
added to the cost of the intangible asset.
Subsequent expenditure on a recognised intangible asset is recognised as an
expense if this expenditure is required to maintain the asset at its originally
assessed standard of performance. The nature of intangible assets is such that,
in many cases, it is not possible to determine whether subsequent expenditure is
likely to enhance or maintain the economic benefits that will flow to the
enterprise from those assets. In addition, it is often difficult to attribute such
expenditure directly to a particular intangible asset rather thanthe business as a
whole. Therefore, only rarely will expenditure incurred after the initial
recognition of a purchased intangible asset or after completion of an internally
generated intangible asset result in additions to the €ost of the intangible asset.
Consistent with paragraph 50, subsequent expenditure, on brands, mastheads,
publishing titles, customer lists and items similar “in, substance (whether
externally purchased or internally generated) is always) recognised as an
expense to avoid the recognition of internally generated goedwill.

Measurement Subsequent to Initial Recognition

62.

After initial recognition, an intangible asset should be carried at its cost
less any accumulated amortisation and any_accumulated impairment
losses.

Amortisation
Amortisation Period

63.

64.

The depreciable amount of /an“intangible asset should be allocated on a
systematic basis over the/best estimate of its useful life. There is a
rebuttable presumption that the useful life of an intangible asset will not
exceed ten years from the date when the asset is available for use.
Amortisatiomyshould commence when the asset is available for use.

As the future“ecenomic bengfits embodied in an intangible asset are consumed
over time, the carryinggfamount of the asset is reduced to reflect that
consumption. This isyachieved by systematic allocation of the cost of the asset,
less any residual value, as an expense over the asset's useful life. Amortisation
is recognised whether or not there has been an increase in, for example, the
asset's fair value or recoverable amount. Many factors need to be considered in
determining the useful life of an intangible asset including:

A. the expected usage of the asset by the enterprise and whether the asset
could be efficiently managed by another management team;
B. typical product life cycles for the asset and public information on

estimates of useful lives of similar types of assets that are used in a
similar way;

C. technical, technological or other types of obsolescence;

D. the stability of the industry in which the asset operates and changes in the

market demand for the products or services output from the asset;

expected actions by competitors or potential competitors;

F. the level of maintenance expenditure required to obtain the expected
future economic benefits from the asset and the company's ability and
intent to reach such a level;

m
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G. the period of control over the asset and legal or similar limits on the use
of the asset, such as the expiry dates of related leases; and
H. whether the useful life of the asset is dependent on the useful life of other

assets of the enterprise.
Given the history of rapid changes in technology, computer software and many
other intangible assets are susceptible to technological obsolescence. Therefore,
it is likely that their useful life will be short.
Estimates of the useful life of an intangible asset generally become less reliable
as the length of the useful life increases. This Statement adopts a presumption
that the useful life of intangible assets is unlikely to exceed ten years.
In some cases, there may be persuasive evidence that the useful life of an
intangible asset will be a specific period longer than ten years. In these cases,
the presumption that the useful life generally does not exceed ten years is
rebutted and the enterprise:

A. amortises the intangible asset over the best estimate of its useful life;

B. estimates the recoverable amount of the intangible asset at least annually
in order to identify any impairment loss (see paragraph 83); and

C. discloses the reasons why the presumption is rebutted and the factor(s)

that played a significant role in determining the“useful life of the asset
(see paragraph 94 A)).
The useful life of an intangible asset may be very longbut it is always finite.
Uncertainty justifies estimating the usefullifegofsan intangible asset on a prudent
basis, but it does not justify choosing a life thatis‘unrealistically short.
If control over the future economic benefits from an intangible asset is
achieved through legal rights that have been granted for a finite period,
the useful life of the intangible asset should'net exceed the period of the
legal rights unless:
A. the legal rights are renewable; and
B. renewal is virtually certain.
There may be both ecenomic andglegalyfactors influencing the useful life of an
intangible asset: economic factors determine the period over which future
economic benefits will belgenerated;|legal factors may restrict the period over
which the enterprise controls,access to these benefits. The useful life is the
shorter of the periods détermined by these factors.
The followingyfactorsy among others, indicate that renewal of a legal right is
virtually certain:
A. the fair value of the' intangible asset is not expected to reduce as the
initial expiry. date approaches, or is not expected to reduce by more than
the cost of renewing the underlying right;

B. there is evidence (possibly based on past experience) that the legal rights
will be renewed; and
C. there is evidence that the conditions necessary to obtain the renewal of

the legal right (if any) will be satisfied

Amortisation Method

72.

73.

210

The amortisation method used should reflect the pattern in which the
asset's economic benefits are consumed by the enterprise. If that
pattern cannot be determined reliably, the straight-line method should
be used. The amortisation charge for each period should be recognised
as an expense unless another Accounting Standard permits or requires
it to be included in the carrying amount of another asset.

A variety of amortisation methods can be used to allocate the depreciable
amount of an asset on a systematic basis over its useful life. These methods
include the straight-line method, the diminishing balance method and the unit of
production method. The method used for an asset is selected based on the
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expected pattern of consumption of economic benefits and is consistently applied
from period to period, unless there is a change in the expected pattern of
consumption of economic benefits to be derived from that asset. There will
rarely, if ever, be persuasive evidence to support an amortization method for
intangible assets that results in a lower amount of accumulated amortisation
than under the straight-line method.
Amortisation is usually recognised as an expense. However, sometimes, the
economic benefits embodied in an asset are absorbed by the enterprise in
producing other assets rather than giving rise to an expense. In these cases,
the amortisation charge forms part of the cost of the other asset and is included
in its carrying amount. For example, the amortisation of intangibk assets used
in a production process is included in the carrying amount of inventories (see AS
2, Valuation of Inventories).

Residual Value

75.

76.

77.

The residual value of an intangible asset should be assumed to be zero
unless:

A. there is a commitment by a third party to purchase the asset at
the end of its useful life; or
B. there is an active market for the asset and:
a. residual value can be determined bymreference to that
market; and
b. it is probable that such a market will exist at the end of the

asset's useful life.

A residual value other than zero implies that anlenterprise expects to dispose of
the intangible asset before the end of its economig life.

The residual value is estimated using pricesyprevailing at the date of acquisition
of the asset, for the sale of a similar asset that has reached the end of its
estimated useful life and that has operated/under conditions similar to those in
which the asset will beyused. Ihepresidual value is not subsequently increased
for changes in prices ‘'orvalue.

Review of Amortisation Periodand Amortisation Method

78.

79.

80.

The amortisation period and the amortisation method should be
reviewed at least at each financial year end. If the expected useful life
of the asset is significantly different from previous estimates, the
amortisation peried shetld be changed accordingly. If there has been a
significant change In the expected pattern of economic benefits from the
asset, the amortisation method should be changed to reflect the
changed pattern. Such changes should be accounted for in accordance
with AS 5, Net Profit or Loss for the Period, Prior Period ltems and
Changes in Accounting Policies.

During the life of an intangible asset, it may become apparent that the estimate
of its useful life is inappropriate. For example, the useful life may be extended
by subsequent expenditure that improves the condition of the asset beyond its
originally assessed standard of performance. Also, the recognition of an
impairment loss may indicate that the amortisation period needs to be changed.

Over time, the pattern of future economic benefits expected to flow to an
enterprise from an intangible asset may change. For example, it may become
apparent that a diminishing balance method of amortisation is appropriate rather
than a straight-line method. Another example is if use of the rights represented
by a licence is deferred pending action on other components of the business
plan. In this case, economic benefits that flow from the asset may not be
received until later periods.
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Recoverability of the Carrying Amount— Impairment Losses

81.

82.

83.

84.

85.

86.

To determine whether an intangible asset is impaired, an enterprise applies
Accounting Standard on Impairment of Assets. That Standard explains how an
enterprise reviews the carrying amount of its assets, how it determines the
recoverable amount of an asset and when it recognises or reverses an
impairment loss.
If an impairment loss occurs before the end of the first annual accounting period
commencing after acquisition for an intangible asset acquired in an
amalgamation in the nature of purchase, the impairment loss is recognised as an
adjustment to both the amount assigned to the intangible asset and the goodwill
(capital reserve) recognised at the date of the amalgamation. However, if the
impairment loss relates to specific events or changes in circumstances occurring
after the date of acquisition, the impairment loss is recognised under Accounting
Standard on Impairment of Assets and not as an adjustment to the amount
assigned to the goodwill (capital reserve) recognised at the date of acquisition.
In addition to the requirements of AccountinggStandard on Impairment
of Assets, an enterprise should estimate the receverable amount of the
following intangible assets at least at each finaneial year end even if
there is no indication that the asset is impaired:
A. an intangible asset that is not yet available for use; and
B. an intangible asset that is amertised overgagperiod exceeding ten
years from the date when the asset is available for use.
The recoverable amount should be determined under Accounting
Standard on Impairment of Assets andUimpairment losses recognised
accordingly.
The ability of an intangible asset to generate sufficient future economic benefits
to recover its cost is usually subjectto” greatfuncertainty until the asset is
available for use. Therefore, this Statement requires an enterprise to test for
impairment, at least annually, the carrying amount of an intangible asset that is
not yet available for use:
It is sometimes difficulttoyidentify whether an intangible asset may be impaired
because, among other things, there is not necessarily any obvious evidence of
obsolescence. This difficulty“arises particularly if the asset has a long useful life.
As a consequence, thigi'Statement requires, as a minimum, an annual calculation
of the recoverable amount of an intangible asset if its useful life exceeds ten
years from theidate when it becomes available for use.
The requirement for an @nnual impairment test of an intangible asset applies
whenever the currentytotal estimated useful life of the asset exceeds ten years
from when it became available for use. Therefore, if the useful life of an
intangible asset was estimated to be less than ten years at initial recognition,
but the useful life is extended by subsequent expenditure to exceed ten years
from when the asset became available for use, an enterprise performs the
impairment test required under paragraph 83 B. and also makes the disclosure
required under paragraph 94 A..

Retirements and Disposals

87.

88.

212

An intangible asset should be derecognised (eliminated from the
balance sheet) on disposal or when no future economic benefits are
expected from its use and subsequent disposal.

Gains or losses arising from the retirement or disposal of an intangible
asset should be determined as the difference between the net disposal
proceeds and the carrying amount of the asset and should be recognised
as income or expense in the statement of profit and loss.
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89. An intangible asset that is retired from active use and held for disposal is cariied
at its carrying amount at the date when the asset is retired from active use. At
least at each financial year end, an enterprise tests the asset for impairment
under Accounting Standard on Impairment of Assets, and recognises any
impairment loss accordingly.

Disclosure

General

90. The financial statements should disclose the following for each class of
intangible assets, distinguishing between internally generated
intangible assets and other intangible assets:

A. the useful lives or the amortisation rates used;

B. the amortisation methods used;

C. the gross carrying amount and the accumulated amortisation
(aggregated with accumulated impairment losses) at the
beginning and end of the period;

D. a reconciliation of the carrying amount at the beginning and end of
the period showing:

a. additions, indicating separately those from internal
development and through amalgamation;

b. retirements and disposals;

C. impairment losses recognised in the statement of profit and
loss during the period (if any);

d. impairment losses reversed inythe statement of profit and
loss during the period (if any);

e. amortisation recognised during the period; and

f. other changes in the caprying amount during the period.

91. A class of intangible assets is a grouping of assets of a similar nature and use in
an enterprise's operations. Examples afiseparate classes may include:

A. brand names;

B. mastheads and publishing titles;

C. computer software;

D. licences and franchises;

E. copyrights, and/patents and other industrial property rights, service and
operating, rights;

F. recipes, formulae, models, designs and prototypes; and

G. intangible assets under development.

The classes mentioned above are disaggregated (aggregated) into smaller

(larger) classes if this|{results in more relevant information for the users of the

financial statements.

92. An enterprise discloses information on impaired intangible assets under
Accounting Standard on Impairment of Assets in addition to the information
required by paragraph 90 D. c. and d..

93. An enterprise discloses the change in an accounting estimate or accounting
policy such as that arising from changes in the amortisation method, the
amortisation period or estimated residual values, in accordance with AS 5, Net
Profit or Loss for the Period, Prior Period Items and Changes in Accounting
Policies.

94. The financial statements should also disclose:

A. if an intangible asset is amortised over more than ten years, the
reasons why it is presumed that the useful life of an intangible
asset will exceed ten years from the date when the asset is
available for use. In giving these reasons, the enterprise should
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describe the factor(s) that played a significant role in determining
the useful life of the asset;

B. a description, the carrying amount and remaining amortisation
period of any individual intangible asset that is material to the
financial statements of the enterprise as a whole;

C. the existence and carrying amounts of intangible assets whose
title is restricted and the carrying amounts of intangible assets
pledged as security for liabilities; and

D. the amount of commitments for the acquisition of intangible
assets.

When an enterprise describes the factor(s) that played a significant role in

determining the useful life of an intangible asset that is amortised over more

than ten years, the enterprise considers the list of factors in paragraph 64.

Research and Development Expenditure

96.

97.

The financial statements should disclose the aggregate amount of
research and development expenditure recognised as an expense during
the period.

Research and development expenditure comprises all expeaditure that is directly
attributable to research or development activities or that can be allocated on a
reasonable and consistent basis to such activities (seegparagraphs 53-54 for
guidance on the type of expenditure to bewincluded for“the purpose of the
disclosure requirement in paragraph 96).

Other Information

98.

An enterprise is encouraged, but not required, toygive a description of any fully
amortised intangible asset that is still induse.

Transitional Provisiens

99.

214

Where, on the date of this Statement'coming into effect, an enterprise is

following an accountingypolicy of not amortising an intangible item or

amortising an intangible item over a period longer than the period
determined under paragraph 63 of this Statement and the period
determined yunder /paragraph 63 has expired on the date of this

Statement eoming |into effect, the carrying amount appearing in the

balance sheet In respect of that item should be eliminated with a

corresponding adjustment to the opening balance of revenue reserves.

In the event the period determined under paragraph 63 has not expired

on the date of this Statement coming into effect and:

A. if the enterprise is following an accounting policy of not
amortising an intangible item, the carrying amount of the
intangible item should be restated, as if the accumulated
amortisation had always been determined under this Statement,
with the corresponding adjustment to the opening balance of
revenue reserves. The restated carrying amount should be
amortised over the balance of the period as determined in
paragraph 63.

B. if the remaining period as per the accounting policy followed by
the enterprise:
a. is shorter as compared to the balance of the period

determined under paragraph 63, the carrying amount of the
intangible item should be amortised over the remaining
period as per the accounting policy followed by the
enterprise,
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is longer as compared to the balance of the period
determined under paragraph 63, the carrying amount of the
intangible item should be restated, as if the accumulated
amortisation had always been determined under this
Statement, with the corresponding adjustment to the
opening balance of revenue reserves. The restated carrying
amount should be amortised over the balance of the period
as determined in paragraph 63.
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Accounting Standard - 27,

Financial Reporting of Interests in Joint Ventures
(issued in 2002)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

Accounting Standard (AS) 27, 'Financial Reporting of Interests in Joint Ventures',
issued by the Council of the Institute of Chartered Accountants of India, comes into
effect in respect of accounting periods commencing on or after 01.04.2002. In respect
of separate financial statements of an enterprise, this Standard is mandatory in nature
from that date. In respect of consolidated financial statements of an enterprise, this
Standard is mandatory in nature where the enterprise| prepares and presents the
consolidated financial statements in respect of accounting periods commencing on or
after 01.04.2002. Earlier application of the Accounting Standard, is encouraged. The
following is the text of the Accounting Standard.

Objective

The objective of this Statement is to set out prineiples and procedures for accounting
for interests in joint ventures and reporting of joint'wenture assets, liabilities, income
and expenses in the financial statements of venturers andginvestors.

Scope

1. This Statement shoeuld be appliedyin accounting for interests in joint
ventures and the reportinggof jeint venture assets, liabilities, income
and expenses in the'financial statements of venturers and investors,
regardless of the structures or forms under which the joint venture
activities take place.

2. The requirements relating_to“accounting for joint ventures in consolidated
financial statements,/ contained in this Statement, are applicable only where
consolidated financial 'statements are prepared and presented by the venturer.

Definitions

3. For the purpose of this Statement, the following terms are used with the
meanings specified:
A joint venture is a contractual arrangement whereby two or more
parties undertake an economic activity, which is subject to joint control.

Joint control is the contractually agreed sharing of control over an
economic activity.

Control is the power to govern the financial and operating policies of an
economic activity so as to obtain benefits from it.

A venturer is a party to a joint venture and has joint control over that
joint venture.

An investor in a joint venture is a party to a joint venture and does not
have joint control over that joint venture.
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Proportionate consolidation is a method of accounting and reporting
whereby a venturer's share of each of the assets, liabilities, income and
expenses of a jointly controlled entity is reported as separate line items
in the venturer's financial statements.

Forms of Joint Venture

4.

Joint ventures take many different forms and structures. This Statement
identifies three broad types - jointly controlled operations, jointly controlled
assets and jointly controlled entities - which are commonly described as, and
meet the definition of, joint ventures. The following characteristics are common
to all joint ventures:

A. two or more venturers are bound by a contractual arrangement; and

B. the contractual arrangement establishes joint control.

Contractual Arrangement

5.

The existence of a contractual arrangement distinguishes interests which involve
joint control from investments in associates in which the investor has significant
influence (see Accounting Standard (AS) 23, Accounting for Investments in
Associates in Consolidated Financial Statements). Activities which have no
contractual arrangement to establish joint control are not joint ventures for the
purposes of this Statement.

In some exceptional cases, an enterprisemby a contractual arrangement
establishes joint control over an entity which is a subsidiary of that enterprise
within the meaning of Accounting Standardy (AS) 21, Consolidated Financial
Statements. In such cases, the entity is consalidated under AS 21 by the said
enterprise, and is not treated as a joint ,venture as per this Statement. The
consolidation of such an entity does not’' neeessarily preclude other venturer(s)
treating such an entity as a joint venture.

The contractual arrangement may be evidenced in a number of ways, for
example by a contract between_thepventurers or minutes of discussions between
the venturers. In some cases/ thearrangement is incorporated in the articles or
other by-laws of the jJaint’ venture. Whatever its form, the contractual
arrangement is normally in writing and deals with such matters as:

A. the aetivity, duration and reporting obligations of the joint venture;

B. the appeintment ofsthe board of directors or equivalent governing body of
the joint venture and the voting rights of the venturers;

C. capital contributionsgy the venturers; and

D. the sharing yithe“venturers of the output, income, expenses or results of

the joint venture.

The contractual arrangement establishes joint control over the joint venture.
Such an arrangement ensures that no single venturer is in a position to
unilaterally control the activity. The arrangement identifies those decisions in
areas essential to the goals of the joint venture which require the consent of all
the venturers and those decisions which may require the consent of a specified
majority of the venturers.

The contractual arrangement may identify one venturer as the operator or
manager of the joint venture. The operator does not control the joint venture
but acts within the financial and operating policies which have been agreed to by
the venturers in accordance with the contractual arrangement and delegated to
the operator.

Jointly Controlled Operations

10.

The operation of some joint ventures involves the use of the assets and other
resources of the venturers rather than the establishment of a corporation,
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partnership or other entity, or a financial structure that is separate from the
venturers themselves. Each venturer uses its own fixed assets and carries its
own inventories. It also incurs its own expenses and liabilities and raises its own
finance, which represent its own obligations. The joint venture's activities may
be carried out by the venturer's employees alongside the venturer's similar
activities. The joint venture agreement usually provides means by which the
revenue from the jointly controlled operations and any expenses incurred in
common are shared among the venturers.

An example of a jointly controlled operation is when two or more venturers
combine their operations, resources and expertise in order to manufacture,
market and distribute, jointly, a particular product, such as an aircraft. Different
parts of the manufacturing process are carried out by each of the venturers.
Each venturer bears its own costs and takes a share of the revenue from the
sale of the aircraft, such share being determined in accordance with the
contractual arrangement.
In respect of its interests in jointly controlled operations, a venturer
should recognise in its separate financial statements and consequently
in its consolidated financial statements:
A. the assets that it controls and the liabilities that it incurs; and
B. the expenses that it incurs and its share of the income that it
earns from the joint venture.
Because the assets, liabilities, income andpexpenses are already recognised in
the separate financial statements of the wventurer, and consequently in its
consolidated financial statements, no adjustments or other consolidation
procedures are required in respect of these items when the venturer presents
consolidated financial statements.
Separate accounting records may not begfeguired/for the joint venture itself and
financial statements may not be prepared for the joint venture. However, the
venturers may prepare accounts for internal/management reporting purposes so
that they may assess'the performance ofythe joint venture.

Jointly Controlled Assets

15.

16.

17.

18.
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Some joint ventures invelve ‘the joint control, and often the joint ownership, by
the venturers of one @grmore assets contributed to, or acquired for the purpose
of, the joint venture [and dedicated to the purposes of the joint venture. The
assets are used to obtain economic benefits for the venturers. Each venturer
may take a share of, the glitput from the assets and each bears an agreed share
of the expenses incurred.

These joint ventures do not involve the establishment of a corporation,
partnership or other entity, or a financial structure that is separate from the
venturers themselves. Each venturer has control over its share of future
economic benefits through its share in the jointly controlled asset.

An example of a jointly controlled asset is an oil pipeline jointly controlled and
operated by a number of oil production companies. Each venturer uses the
pipeline to transport its own product in return for which it bears an agreed
proportion of the expenses of operating the pipeline. Another example of a
jointly controlled asset is when two enterprises jointly control a property, each
taking a share of the rents received and bearing a share of the expenses.

In respect of its interest in jointly controlled assets, a venturer should
recognise, in its separate financial statements, and consequently in its
consolidated financial statements:

A. its share of the jointly controlled assets, classified according to
the nature of the assets;
B. any liabilities which it has incurred;
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C. its share of any liabilities incurred jointly with the other venturers
in relation to the joint venture;
D. any income from the sale or use of its share of the output of the

joint venture, together with its share of any expenses incurred by
the joint venture; and

E. any expenses which it has incurred in respect of its interest in the
joint venture.

In respect of its interest in jointly controlled assets, each venturer includes in its

accounting records and recognises in its separate financial statements and

consequently in its consolidated financial statements:

A. its share of the jointly controlled assets, classified according to the nature
of the assets rather than as an investment, for example, a share of a
jointly controlled oil pipeline is classified as a fixed asset;

B. any liabilities which it has incurred, for example, those incurred in
financing its share of the assets;

C. its share of any liabilities incurred jointly with other venturers in relation
to the joint venture;

D. any income from the sale or use of its share™of, the output of the joint

venture, together with its share of any expensesyincurred by the joint
venture; and
E. any expenses which it has incurred in respect of_itsginterest in the joint
venture, for example, those relateditogfinancing the venturer's interest in
the assets and selling its share of the output.
Because the assets, liabilities, income and“@xpenses are already recognised in
the separate financial statements of the venturer, and consequently in it
consolidated financial statements, no adjustments or other consolidation
procedures are required in respect of these, items“when the venturer presents
consolidated financial statements.
The treatment of jointly controlled assets reflects the substance and economic
reality and, usually, [the legal form, of thefjoint venture. Separate accounting
records for the joint venture itself_ may be limited to those expenses incurred in
common by the venturers 'and ultimately borne by the venturers according to
their agreed shares. Financial statements may not be prepared for the joint
venture, although the y@nturersimay prepare accounts for internal management
reporting purposes so that) they may assess the performance of the joint
venture.

Jointly Controlled*Entities

21.

22.

23.

A jointly controlled entity is a joint venture which involves the establishment of a
corporation, partnership or other entity in which each venturer has an interest.
The entity operates in the same way as other enterprises, except that a
contractual arrangement between the venturers establishes joint control over
the economic activity of the entity.

A jointly controlled entity controls the assets of the joint venture, incurs
liabilities and expenses and earns income. It may enter into contracts in its own
name and raise finance for the purposes of the joint venture activity. Each
venturer is entitled to a share of the results of the jointly controlled entity,
although some jointly controlled entities also involve a sharing of the output of
the joint venture.

An example of a jointly controlled entity is when two enterprises combine their
activities in a particular line of business by transferring the relevant assets and
liabilities into a jointly controlled entity. Another example is when an enterprise
commences a business in a foreign country in conjunction with the government
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or other agency in that country, by establishing a separate entity which is jointly
controlled by the enterprise and the government or agency.

Many jointly controlled entities are similar to those joint ventures referred to as
jointly controlled operations or jointly controlled assets. For example, the
venturers may transfer a jointly controlled asset, such as an oil pipeline, into a
jointly controlled entity. Similarly, the venturers may contribute, into a jointly
controlled entity, assets which will be operated jointly. Some jointly controlled
operations also involve the establishment of a jointly controlled entity to deal
with particular aspects of the activity, for example, the design, marketing,
distribution or after-sales service of the product.

A jointly controlled entity maintains its own accounting records and prepares and
presents financial statements in the same way as other enterprises in conformity
with the requirements applicable to that jointly controlled entity.

Separate Financial Statements of a Venturer

26.

27.

In a venturer's separate financial statements, interest in a jointly
controlled entity should be accounted for »as an investment in
accordance with Accounting Standard (AS)")13, Accounting for
Investments.

Each venturer usually contributes cash or other resources to the jointly
controlled entity. These contributions are included in_thegaccounting records of
the venturer and are recognised in its séparate financial“statements as an
investment in the jointly controlled entity.

Consolidated Financial Statements of a Venturer

28.

29.

30.
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In its consolidated financial statements, a“venturer should report its
interest in a jointly controlled entity usinggdproportionate consolidation
except
A. an interest ina jointly controlled entity which is acquired and held
exclusively with a view te ts subsequent disposal in the near
future; and
B. an interest in a jointly controlled entity which operates under
severe long-termy restrictions that significantly impair its ability to
transfer fundsgo the venturer.
Interest in such a jointly controlled entity should be accounted for as an
investment in accordance/with Accounting Standard (AS) 13, Accounting
for Investments.
When reporting antinterest in a jointly controlled entity in consolidated financial
statements, it is essential that a venturer reflects the substance and economic
reality of the arrangement, rather than the joint venture's particular structure or
form. In a jointly controlled entity, a venturer has control over its share of
future economic benefits through its share of the assets and liabilities of the
venture. This substance and economic reality is reflected in the consolidated
financial statements of the venturer when the venturer reports its interests in
the assets, liabilities, income and expenses of the jointly controlled entity by
using proportionate consolidation.
The application of proportionate consolidation means that the consolidated
balance sheet of the venturer includes its share of the assets that it controls
jointly and its share of the liabilities for which it is jointly responsible. The
consolidated statement of profit and loss of the venturer includes its share of the
income and expenses of the jointly controlled entity. Many of the procedures
appropriate for the application of proportionate consolidation are similar to the
procedures for the consolidation of investments in subsidiaries, which are set out
in Accounting Standard (AS) 21, Consolidated Financial Statements.



31.

32.

33.

34.

35.

36.

37.

38.
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For the purpose of applying proportionate consolidation, the venturer uses the
consolidated financial statements of the jointly controlled entity.
Under proportionate consolidation, the venturer includes separate line items for
its share of the assets, liabilities, income and expenses of the jointly controlled
entity in its consolidated financial statements. For example, it shows its share of
the inventory of the jointly controlled entity separately as part of the inventory
of the consolidated group; it shows its share of the fixed assets of the jointly
controlled entity separately as part of the same items of the consolidated group.
The financial statements of the jointly controlled entity used in applying
proportionate consolidation are usually drawn up to the same date as the
financial statements of the venturer. When the reporting dates are different, the
jointly controlled entity often prepares, for applying proportionate consolidation,
statements as at the same date as that of the venturer. When it isimpracticable
to do this, financial statements drawn up to different reporting dates may be
used provided the difference in reporting dates is not more than six months. In
such a case, adjustments are made for the effects of significant transactions or
other events that occur between the date of financial statements of the jointly
controlled entity and the date of the venturer's'financial statements. The
consistency principle requires that the length of the repokting periods, and any
difference in the reporting dates, are consistent from period to period.
The venturer usually prepares consolidated financial statements using uniform
accounting policies for the like transactionspandgevents in similar circumstances.
In case a jointly controlled entity uses“accounting policies other than those
adopted for the consolidated financial statements for like transactions and
events in similar circumstances, appropriate yadjustments are made to the
financial statements of the jointly controlled entityf when they are usd by the
venturer in applying proportionate consolidation. /It is not practicable to do so,
that fact is disclosed together withi"the“ proportions of the items in the
consolidated financial statements to which the different accounting policies have
been applied.
While giving effect to‘proportionate consolidation, it is inappropriate to offset any
assets or liabilities by the“deduction of other liabilities or assets or any income or
expenses by the deduction ef\other expenses or income, unless a legal right of
set-off exists and the effsettingrepresents the expectation as to the realisation
of the asset 0Or, the settlement of‘the liability.
Any excess 0Of the cost'to the venturer of its interest in a jointly controlled entity
over its share of net assets/of the jointly controlled entity, at the date on which
interest in the jointlyycontrolled entity is acquired, is recognised as goodwill, and
separately disclosedtin the consolidated financial statements. When the cost to
the venturer of its interest in a jointly controlled entity is less than its share of
the net assets of the jointly controlled entity, at the date on which interest in the
jointly controlled entity is acquired, the difference is treated as a capital reserve
in the consolidated financial statements. Where the carrying amount of the
venturer's interest in a jointly controlled entity is different from its cost, the
carrying amount is considered for the purpose of above computations.
The losses pertaining to one or more investors in a jointly controlled entity may
exceed their interests in the equity of the jointly controlled entity. Such excess,
and any further losses applicable to such investors, are recognised by the
venturers in the proportion of their shares in the venture, except to the extent
that the investors have a binding obligation to, and are able to, make good the
losses. If the jointly controlled entity subsequently reports profits, all such
profits are allocated to venturers until the investors' share of losses previously
absorbed by the venturers has been recovered.
A venturer should discontinue the use of proportionate consolidation
from the date that:
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A. it ceases to have joint control over a jointly controlled entity but
retains, either in whole or in part, its interest in the entity; or
B. the use of the proportionate consolidation is no longer appropriate

because the jointly controlled entity operates under severe long-

term restrictions that significantly impair its ability to transfer

funds to the venturer.

39. From the date of discontinuing the use of the proportionate
consolidation, interest in a jointly controlled entity should be accounted
for:

A. in accordance with Accounting Standard (AS) 21, Consolidated
Financial Statements, if the venturer acquires unilateral control
over the entity and becomes parent within the meaning of that
Standard; and

B. in all other cases, as an investment in accordance with Accounting
Standard (AS) 13, Accounting for Investments, or in accordance
with Accounting Standard (AS) 23, Accounting for Investments in
Associates in Consolidated Financial Statements, as appropriate.
For this purpose, cost of the investment'should be determined as
under:

a. the venturer's share in the net assets of the jointly
controlled entity as at the date ofgdiscontinuance of
proportionate consolidationgshould be ascertained, and

b. the amount of net assets'so ascertained should be adjusted
with the carrying amount af, the relevant goodwill/capital
reserve (see paragraph 37) as at the date of discontinuance
of proportionate consolidation.

Transactions between a Venturer and“Joint Venture

40. When a venturergcontributes an, sells assets to a joint venture,
recognition of any porktion of a gain_or loss from the transaction should
reflect the substance“ofythe transaction. While the assets are retained
by the joint venture, and| provided the venturer has transferred the
significant risks andg rewards of ownership, the venturer should
recognise only that/portien“of the gain or loss which is attributable to
the interests ef the other venturers. The venturer should recognise the
full amount of any less when the contribution or sale provides evidence
of a reduction'in thé net realisable value of current assets or an
impairment loss.

41. When a venturer purchases assets from a joint venture, the venturer
should not recognise its share of the profits of the joint venture from the
transaction until it resells the assets to an independent party. A
venturer should recognise its share of the losses resulting from these
transactions in the same way as profits except that losses should be
recognhised immediately when they represent a reduction in the net
realisable value of current assets or an impairment loss.

42. To assess whether a transaction between a venturer and a joint venture provides
evidence of impairment of an asset, the venturer determines the recoverable
amount of the asset as per Accounting Standard on Impairment of Assets. In
determining value in use, future cash flows from the asset are estimated based
on continuing use of the asset and its ultimate disposal by the joint venture.

43. In case of transactions between a venturer and a joint venture in the
form of a jointly controlled entity, the requirements of paragraphs 41
and 42 should be applied only in the preparation and presentation of
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consolidated financial statements and not in the preparation and
presentation of separate financial statements of the venturer.
In the separate financial statements of the venturer, the full amount of gain or
loss on the transactions taking place between the venturer and the jointly
controlled entity is recognised. However, while preparing the consolidated
financial statements, the venturer's share of the unrealised gain or loss is
eliminated. Unrealised losses are not eliminated, if and to the extent they
represent a reduction in the net realisable value of current assets or an
impairment loss. The venturer, in effect, recognises, in consolidated financial
statements, only that portion of gain or loss which is attributable to the interests
of other venturers.

Reporting Interests in Joint Ventures in the Financial
Statements of an Investor

45.

46.

An investor in a joint venture, which does not have joint control, should
report its interest in a joint venture in its, consolidated financial
statements in accordance with Accounting Standard (AS) 13, Accounting
for Investments, Accounting Standard (AS) 21, Comsolidated Financial
Statements or Accounting Standard (AS) 23 Accounting for
Investments in Associates in Consolidated Financial \Statements, as
appropriate.

In the separate financial statements 'of an‘investor, the interests in joint
ventures should be accounted for Imyaccordance with Accounting
Standard (AS) 13, Accounting for Investments.

Operators of Joint Ventures

47 .

48.

Operators or managers of a joint venture should account for any fees in
accordance with Aceounting Standard (AS) 9, Revenue Recognition.

One or more venturers may agt as the operator or manager of a joint venture.
Operators are usually paid a/management fee for such duties. The fees are
accounted for by the joint venture as an expense.

Disclosure

49.

50.

51.

A venturer should disclose the information required by paragraphs 51,
52 and 53 in 1ts separate financial statements as well as in consolidated
financial statements.

A venturer should disclose the aggregate amount of the following

contingent liabilities, unless the probability of loss is remote, separately

from the amount of other contingent liabilities:

A. any contingent liabilities that the venturer has incurred in relation
to its interests in joint ventures and its share in each of the
contingent liabilities which have been incurred jointly with other
venturers;

B. its share of the contingent liabilities of the joint ventures
themselves for which it is contingently liable; and

C. those contingent liabilities that arise because the venturer is
contingently liable for the liabilities of the other venturers of a
joint venture.

A venturer should disclose the aggregate amount of the following

commitments in respect of its interests in joint ventures separately from

other commitments:
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A. any capital commitments of the venturer in relation to its interests
in joint ventures and its share in the capital commitments that
have been incurred jointly with other venturers; and
B. its share of the capital commitments of the joint ventures
themselves.
A venturer should disclose a list of all joint ventures and description of
interests in significant joint ventures. In respect of jointly controlled
entities, the venturer should also disclose the proportion of ownership
interest, name and country of incorporation or residence.
A venturer should disclose, in its separate financial statements, the
aggregate amounts of each of the assets, liabilities, income and
expenses related to its interests in the jointly controlled entities.
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Accounting Standard — 28,

Impairment of Assets
(issued in 2002)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main principles.
This Accounting Standard should be read in the context of its objective and the Preface
to the Statements of Accounting Standards.)

Accounting Standard (AS) 28, Tmpairment of Assets? issued by the Council of the

Institute of Chartered Accountants of India, comes into effect in respect of accounting

periods commencing on or after 1-4-2004. This Standard is mandatory in nature in

respect of accounting periods commencing on or after:

1. 1-4-2004, for the enterprises, which fall in any ope or more of the following
categories, at any time during the accounting period:

a. Enterprises whose equity or debt securities are listed whether in India or
outside India.

b. Enterprises which are in the process of listing their equity or debt
securities as evidenced by the board of directorssresolution in this regard.
Banks including co-operative banks.

Financial institutions.

Enterprises carrying on insurance business.

All commercial, industrial and businessy reporting enterprises, whose
turnover for the immediately preceding accounting period on the basis of
audited financial statements excéeds IRs«50 crore. Turnover does not
include ®ther income?

g. All commercial, industrial and) busihess reporting enterprises having
borrowings including publietdeposits, in excess of Rs. 10 crore at any time
during the accounting pertod:

h. Holding and subsidiary. enterprises of any one of the above at any time
during the accounting‘period.

2. 1-4-2006, (for the entérprises ‘which do not fall in any of the categories in 1.
above but fall in any anegr more of the following categories:

a. All commercial, 'industrial and business reporting enterprises, whose
turnover far the immediately preceding accounting period on the basis of
audited financial statements exceeds Rs. 40 lakhs but does not exceed Rs.
50 crore. Turn@ver does not include dther income?~

b. All commercial, industrial and business reporting enterprises having
borrowings, including public deposits, in excess Rs. 1 crore but not in
excess of Rs. 10 crore at any time during the accounting period.

S Qo

C. Holding and subsidiary enterprises of any one of the above at any time
during the accounting period.
3. 1-4-2008, for the enterprises, which do not fall in any of the categories in 1. and
2. above.

Earlier application of the Accounting Standard is encouraged. The following is the text
of the Accounting Standard.

Objective

The objective of this Statement is to prescribe the procedures that an enterprise
applies to ensure that its assets are carried at no more than their recoverable amount.
An asset is carried at more than its recoverable amount if its carryingamount exceeds
the amount to be recovered through use or sale of the asset. If this is the case, the
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asset is described as impaired and this Statement requires the enterprise to recognise
an impairment loss. This Statement also specifies when an enterprse should reverse
an impairment loss and it prescribes certain disclosures for impaired assets.

Scope

1. This Statement should be applied in accounting for the impairment of all
assets, other than:

A. inventories (see AS 2, Valuation of Inventories);

B. assets arising from construction contracts (see AS 7, Accounting
for Construction Contracts);

C. financial assets, including investments that are included in the
scope of AS 13, Accounting for Investments; and

D. deferred tax assets (see AS 22, Accounting for Taxes on Income).

2. This Statement does not apply to inventories, assets arising from construction
contracts, deferred tax assets or investments because existing Accounting
Standards applicable to these assets already contain specific requirements for
recognising and measuring the impairment related to'these assets.

3. This Statement applies to assets that are carried at cost.lt also applies to assets
that are carried at revalued amounts in accordance “with other applicable
Accounting Standards. However, identifying whether a revalued asset may be
impaired depends on the basis used to determine_thegfair value of the asset:

A. if the fair value of the asset is| its market value, the only difference
between the fair value of the assetand its net selling price is the direct
incremental costs to dispose of the asset:

a. if the disposal costs are negligiblej the recoverable amount of the
revalued asset is necessarily lose tg, or greater than, its revalued
amount (fair value). In"_thisg® case, after the revaluation
requirements have been/applied,”it is unlikely that the revalued
asset is impaired and recoverable amount need not be estimated;
and

b. if the dispaesal costs are not negligible, net selling price of the
revalued asset is' necessarily less than its fair value. Therefore, the
revalued asset will, be impaired if its value in use is less than its
revalued amount (fair value). In this case, after the revaluation
requirements "have been applied, an enterprise applies this
Statement to determine whether the asset may be impaired; and

B. if the asset®)fair ¥alue is determined on a basis other than its market
value, its revalued amount (fair value) may be greater or lower than its
recoverable amount. Hence, after the revaluation requirements have
been applied, an enterprise applies this Statement to determine whether
the asset may be impaired.

Definitions

4. The following terms are used in this Statement with the meanings
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specified:
Recoverable amount is the higher of an asset3 net selling price and its
value in use.

Value in use is the present value of estimated future cash flows
expected to arise from the continuing use of an asset and from its
disposal at the end of its useful life.
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Net selling price is the amount obtainable from the sale of an asset in an
arm 3 length transaction between knowledgeable, willing parties, less
the costs of disposal.

Costs of disposal are incremental costs directly attributable to the
disposal of an asset, excluding finance costs and income tax expense.

An impairment loss is the amount by which the carrying amount of an
asset exceeds its recoverable amount.

Carrying amount is the amount at which an asset is recognised in the

balance sheet after deducting any accumulated depreciation
(amortisation) and accumulated impairment losses thereon.

Depreciation (Amortisation) is a systematic allocation of the depreciable
amount of an asset over its useful life.

Depreciable amount is the cost of an asset, or other amount substituted
for cost in the financial statements, less its residual walue.

Useful life is either:

A. the period of time over which\anpasset'is expected to be used by
the enterprise; or
B. the number of production or similap units expected to be obtained

from the asset by the enterprise.

A cash generating unit is the smallestiidentifiable group of assets that
generates cash inflows from continuing use that are largely independent
of the cash inflows from other assets or groups of assets.

Corporate assets are assets other than goodwill that contribute to the
future cash flows of both the cash generating unit under review and
other cash generating units.

An active gmarket is admarket where all the following conditions exist :

A. the items tradedwithin the market are homogeneous;
B. willing buyersand sellers can normally be found at any time; and
C. prices are available'to the public.

Identifying an Asset that may be Impaired

5.

An asset is impaired when the carrying amount of the asset exceeds its
recoverable amount. Paragraphs 6 to 13 specify when recoverable amount
should be determined. These requirements use the term an asset”but apply
equally to an individual asset or a cash-generating unit.

An enterprise should assess at each balance sheet date whether there is
any indication that an asset may be impaired. If any such indication
exists, the enterprise should estimate the recoverable amount of the
asset.

Paragraphs 8 to 10 describe some indications that an impairment loss may have
occurred: if any of those indications is present, an enterprise is required to make
a formal estimate of recoverable amount. If no indication of a potential
impairment loss is present, this Statement does not require an enterprise to
make a formal estimate of recoverable amount.
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In assessing whether there is any indication that an asset may be
impaired, an enterprise should consider, as a minimum, the following
indications:

External sources of information

A. during the period, an asset3 market value has declined
significantly more than would be expected as a result of the
passage of time or normal use;

B. significant changes with an adverse effect on the enterprise have
taken place during the period, or will take place in the near future,
in the technological, market, economic or legal environment in
which the enterprise operates or in the market to which an asset
is dedicated;

C. market interest rates or other market rates of return on
investments have increased during the period, and those increases
are likely to affect the discount rate used in calculating an asset3s
value in use and decrease the assetd recoverable amount
materially;

D. the carrying amount of the net assets of the keporting enterprise
is more than its market capitalisation;

Internal sources of information

E. evidence is available of obsolescence or physical damage of an
asset;
F. significant changes with an adverse effect on the enterprise have

taken place during the period, or are expected to take place in the
near future, in the extent to whicCh, or manner in which, an asset is
used or is expected to be uged. “These changes include plans to
discontinue or restructure the operation to which an asset belongs
or to dispose [0f, an assetbefaregthe previously expected date; and

G. evidence is available/from internal reporting that indicates that
the economic performance ‘of an asset is, or will be, worse than
expected.

The list ofgparagraph 8 is not \exhaustive. An enterprise may identify other
indications that an assetgmay be impaired and these would also require the
enterprise todeterminé the asset3 recoverable amount.

Evidence from ‘internal regporting that indicates that an asset may be impaired
includes the existence of:

A. cash flows forfacquiring the asset, or subsequent cash needs for operating
or maintaining'it, that are significantly higher than those originally
budgeted;

B. actual net cash flows or operating profit or loss flowing from the asst that
are significantly worse than those budgeted;

C. a significant decline in budgeted net cash flows or operating profit, or a
significant increase in budgeted loss, flowing from the asset; or

D. operating losses or net cash outflows for the asset, when current period

figures are aggregated with budgeted figures for the future.

The concept of materiality applies in identifying whether the recoverable amount
of an asset needs to be estimated. For example, if previous calculations show
that an asset3 recoverable amount is significantly greater than its carrying
amount, the enterprise need not re-estimate the asset3 recoverable amount if
no events have occurred that would eliminate that difference. Similarly,
previous analysis may show that an asset3 recoverable amount is not sensitive
to one (or more) of the indications listed in paragraph 8.
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As an illustration of paragraph 11, if market interest rates or other market rates

of return on investments have increased during the period, an enterprise is not

required to make a formal estimate of an asset3 recoverable amount in the
following cases:

A. if the discount rate used in calculating the asset3 value in use is unlikely
to be affected by the increase in these market rates. For example,
increases in short-term interest rates may not have a material effect on
the discount rate used for an asset that has a long remaining useful life;
or

B. if the discount rate used in calculating the asset3 value in use islikely to
be affected by the increase in these market rates but previous sensitivity
analysis of recoverable amount shows that:

a. it is unlikely that there will be a material decrease in recoverable
amount because future cash flows are also likely to increase. For
example, in some cases, an enterprise may be able to demonstrate
that it adjusts its revenues to compensate for any increase in
market rates; or

b. the decrease in recoverable amount"isjunlikely to result in a
material impairment loss.

If there is an indication that an asset may be impaired, this may indicate that

the remaining useful life, the depreciation (amortisation)_method or the residual

value for the asset need to be reviewedmpandgadjusted under the Accounting

Standard applicable to the asset, such as“Accounting Standard (AS) 6,

Depreciation Accounting, even if no impairment loss is recognised for the asset.

Measurement of Recoverable Amount

14.

15.

16.

17.

18.

This Statement defines recoverable amountpas the higher of an asset3 net
selling price and value in use. Paragraphs 1510 55 set out the requirements for
measuring recoverable, amount. Thesexequirements use the term an asset “but
apply equally to an individual asSet ox a cash-generating unit.
It is not always necessaryato determine both an asset3 net selling price and its
value in use. For exampley if either of these amounts exceeds the asset3
carrying amount, the asset IS mot impaired and it is not necessary to estimate
the other amount.
It may be possible to . determine net selling price, even if an asset is not traded
in an active market. "However, sometimes it will not be possible to determine
net selling price Beeauseithere is no basis for making a reliable estimate of the
amount obtainable“from the sale of the asset in an arm3 length transaction
between knowledgeahle and willing parties. In this case, the recoverable
amount of the asset may be taken to be its value in use.
If there is no reason to believe that an asset3 value in use materially exceeds its
net selling price, the asset3 recoverable amount may be taken to be its net
selling price. This will often be the case for an asset that is held for disposal.
This is because the value in use of an asset held for disposal will consist mainly
of the net disposal proceeds, since the future cash flows from continuing use of
the asset until its disposal are likely to be negligible.
Recoverable amount is determined for an individual asset, unless the asset does
not generate cash inflows from continuing use that are largely independent of
those from other assets or groups of assets. If this is the case, recoverable
amount is determined for the cash-generating unit to which the asset belongs
(see paragraphs 63 to 85), unless either:
A. the asset 3 net selling price is higher than its carrying amount; or
B. the asset3 value in use can be estimated to be close to its net selling
price and net selling price can be determined.

229



Feedback : ishan_padia@yahoo.co.in

19. In some cases, estimates, averages and simplified computations may provide a

reasonable approximation of the detailed computations illustrated in this
Statement for determining net selling price or value in use.

Net Selling Price

20. The best evidence of an asset3 net selling price is a price in a binding sale
agreement in an arm3 length transaction, adjusted for incremental costs that
would be directly attributable to the disposal of the asset.

21. If there is no binding sale agreement but an asset is traded in an active market,
net selling price is the asset3 market price less the costs of disposal. The
appropriate market price is usually the current bid price. When current bid
prices are unavailable, the price of the most recent transaction may provide a
basis from which to estimate net selling price, provided that there has not been
a significant change in economic circumstances between the transaction date
and the date at which the estimate is made.

22. If there is no binding sale agreement or active market for an asset, net selling
price is based on the best information available ta reflect the amount that an
enterprise could obtain, at the balance sheet date, Tor the disposal of the asset
in an arm3 length transaction between knowledgeablep willing parties, after
deducting the costs of disposal. In determining this ameunt, an enterprise
considers the outcome of recent transactions for similakgassets within the same
industry. Net selling price does not reflect aforced sale, 'unless management is
compelled to sell immediately.

23. Costs of disposal, other than those that “have already been recognised as
liabilities, are deducted in determining net selling, price. Examples of such costs
are legal costs, costs of removing the asset, and direct incremental costs to
bring an asset into condition for its sale. BHowever, termination benefits and
costs associated with reducing or reorganising a business following the disposal
of an asset are not direct incremental costs to dispose of the asset.

24. Sometimes, the disposal of angassetwould require the buyer to take over a
liability and only a single met gelling price is available for both the asset and the
liability. Paragraph 76 explains how to deal with such cases.

Value in Use
25. Estimating theyalue in_use of an asset involves the following steps:

A. estimatingythe (future cash inflows and outflows arising from continuing
use of the'asset andffrom its ultimate disposal; and
B. applying the‘appropriate discount rate to these future cash flows.

Basis for Estimates of Future Cash Flows
26. In measuring value in use:

A. cash flow projections should be based on reasonable and
supportable assumptions that represent management3 best
estimate of the set of economic conditions that will exist over the
remaining useful life of the asset. Greater weight should be given
to external evidence;

B. cash flow projections should be based on the most recent financial
budgets/forecasts that have been approved by management.
Projections based on these budgets/forecasts should cover a
maximum period of five years, unless a longer period can be
justified; and

C. cash flow projections beyond the period covered by the most
recent budgets/forecasts should be estimated by extrapolating
the projections based on the budgets/forecasts using a steady or
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declining growth rate for subsequent years, unless an increasing
rate can be justified. This growth rate should not exceed the long-
term average growth rate for the products, industries, or country
or countries in which the enterprise operates, or for the market in
which the asset is used, unless a higher rate can be justified.

Detailed, explicit and reliable financial budgets/ forecasts of future cash flows for
periods longer than five years are generally not availabe. For this reason,
management3 estimates of future cash flows are based on the most recent
budgets/ forecasts for a maximum of five years. Management may use cash
flow projections based on financial budgets/ forecasts over a period longer than
five years if management is confident that these projections are reliable and it
can demonstrate its ability, based on past experience, to forecast cash flows
accurately over that longer period.

Cash flow projections until the end of an asset3 useful life are egimated by
extrapolating the cash flow projections based on the financial budgets/ forecasts
using a growth rate for subsequent years. This rate is steady or declining,
unless an increase in the rate matches objective information about patterns over
a product or industry lifecycle. If appropriate, theygrowth rate is zero or
negative.

Where conditions are very favourable, competitors are likelyato enter the market
and restrict growth. Therefore, enterprises will have diffieulty in exceeding the
average historical growth rate over the longgterm (say, twenty years) for the
products, industries, or country or countries in“which the enterprise operates, or
for the market in which the asset is used.

In using information from financial budgets/ fokecasts, an enterprise considers
whether the information reflects reasonable and Supportable assumptions and
represents management3 best estimategofathe setof economic conditions that
will exist over the remaining useful lifefof the asset.

Composition of Estimates, of Future,CashgFlows

31.

32.

33.

34.

35.

Estimates of future“cash flows"should include:

A. projections of cash inflows from the continuing use of the asset;

B. projections of cash outflows that are necessarily incurred to
gengrate the gecash mflows from continuing use of the asset
(including cash outflows to prepare the asset for use) and that can
be directly attributed, or allocated on a reasonable and consistent
basis, to‘the assetyfand

C. net cash flows, if any, to be received (or paid) for the disposal of
the asset at the end of its useful life.

Estimates of future cash flows and the discount rate reflect consistent
assumptions about price increases due to general inflation. Therefore, if the
discount rate includes the effect of price increases due to general inflation,
future cash flows are estimated in nominal terms. If the discount rate excludes
the effect of price increases due to general inflation, future cash flows are
estimated in real terms but include future specific price increases or decreases.
Projections of cash outflows include future overheads that can be attributed
directly, or allocated on a reasonable and consistent basis, to the use of the
asset.
When the carrying amount of an asset does not yet include all the cash outflows
to be incurred before it is ready for use or sale, the estimate of future cash
outflows includes an estimate of any further cash outflow that is expected to be
incurred before the asset is ready for use or sale. For example, this is the case
for a building under construction or for a development project that is not yet
completed.

To avoid double counting, estimates of future cash flows do not include:
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A. cash inflows from assets that generate cash inflows from continuing use
that are largely independent of the cash inflows from the asset under
review (for example, financial assets such as receivables); and
B. cash outflows that relate to obligations that have already been recognised
as liabilities (for example, payables, pensions or provisions).
Future cash flows should be estimated for the asset in its current
condition. Estimates of future cash flows should not include estimated
future cash inflows or outflows that are expected to arise from:

A. a future restructuring to which an enterprise is not yet committed;
or
B. future capital expenditure that will improve or enhance the asset

in excess of its originally assessed standard of performance.

Because future cash flows are estimated for the asset in its current condition,

value in use does not reflect:

A. future cash outflows or related cost savings (for example, reductions in
staff costs) or benefits that are expected to arise from a future
restructuring to which an enterprise is not yet committed; or

B. future capital expenditure that will improve or'enhance the asset in excess
of its originally assessed standard of performanceyor the related future
benefits from this future expenditure.

A restructuring is a programme that is planned and contrelled by management
and that materially changes either the scopegofgthe business undertaken by an
enterprise or the manner in which the business‘is‘conducted.
When an enterprise becomes committed t@ya restructuring, some assets are
likely to be affected by this restructuring. OnNce, the enterprise is committed to
the restructuring, in determining value in use, estimates of future cash inflows
and cash outflows reflect the cost savings and other benefits from the
restructuring (based on the most recent financial budgets/forecasts that have
been approved by management).
Until an enterprise ineurs capitalmexpenditure that improves a enhances an
asset in excess of itsioriginally assessed standard of performance, estimates of
future cash flows do not include the estimated future cash inflows that are
expected to arise from this expenditure.
Estimates of future cash flows linclude future capital expenditure necessary to
maintain or sustain an asset at its originally assessed standard of performance.
Estimates of futurecash flows should not include:
A. cash inflows or outflows from financing activities; or
B. income tax receipts or payments.
Estimated future cash flows reflect assumptions that are consistent with the way
the discount rate is determined. Otherwise, the effect of some assumptions will
be counted twice or ignored. Because the time value of money is considered by
discounting the estimated future cash flows, these cash flows exclude cash
inflows or outflows from financing activities. Similarly, since the discount rate is
determined on a pre-tax basis, future cash flows are also estimated on a pre-tax
basis.

The estimate of net cash flows to be received (or paid) for the disposal

of an asset at the end of its useful life should be the amount that an

enterprise expects to obtain from the disposal of the asset in an arm3%
length transaction between knowledgeable, willing parties, after
deducting the estimated costs of disposal.

The estimate of net cash flows to be received (or paid) for the disposal of an

asset at the end of its useful life is determined in a similar way to an asset3 net

selling price, except that, in estimating those net cash flows:

A. an enterprise uses prices prevailing at the date of the estimate for similar
assets that have reached the end of their useful life and that have
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operated under conditions similar to those in which the asset will be used;
and

B. those prices are adjusted for the effect of both future price increases due
to general inflation and specific future price increases (decreases).
However, if estimates of future cash flows from the asset3 continuing use
and the discount rate exclude the effect of general inflation, this effect is
also excluded from the estimate of net cash flows on disposal.

Foreign Currency Future Cash Flows

46.

Future cash flows are estimated in the currency in which they will be generated
and then discounted using a discount rate appropriate for that currency. An
enterprise translates the present value obtained using the exchange rate at the
balance sheet date (described in Accounting Standard (AS) 11,Accounting for the
Effects of Changes in Foreign Exchange Rates, as the closing rate).

Discount Rate

47 .

48.

49.

50.

51.

52.

53.

54.

The discount rate(s) should be a pre tax rate(s),that reflect(s) current
market assessments of the time value of money and the risks specific to
the asset. The discount rate(s) should not reflect risks for which future
cash flow estimates have been adjusted.

A rate that reflects current market assessments of thegtime value of money and
the risks specific to the asset is the return that investors would require if they
were to choose an investment that would, generate cash flows of amounts,
timing and risk profile equivalent to those that the enterprise expects to derive
from the asset. This rate is estimated from theyrate implicit in current market
transactions for similar assets or from the,weighted average cost of capital of a
listed enterprise that has a single assetd{or awpostfolio of assets) similar in terms
of service potential and risks to the asset underreview.

When an asset-specific rate is not| directly available from the market, an
enterprise uses other bases togéstimate the discount rate. The purpose is to
estimate, as far as possible, a market assessment of:

A. the time value of meney for thé periods until the end of the asset3 useful
life; and

B. the [risks that the“future cash flows will differ in amount or timing from
estimates.

As a starting point, the enterprise may take into account the following rates:

A. the enterprise 3 weighted average cost of capital determined using
techniques such, as the Capital Asset Pricing Model;

B. the enterprise S.incremental borrowing rate; and

C. other market borrowing rates.

These rates are adjusted:

A. to reflect the way that the market would assess the specific risks
associated with the projected cash flows; and

B. to exclude risks that are not relevant to the projected cash flows.

Consideration is given to risks such as country risk, currency risk, price
risk and cash flow risk.
To avoid double counting, the discount rate does not reflect risks for which
future cash flow estimates have been adjusted.
The discount rate is independent of the enterprise3 capital structure and the
way the enterprise financed the purchase of the asset because the future cash
flows expected to arise from an asset do not depend on the way in which the
enterprise financed the purchase of the asset.
When the basis for the rate is post-tax, that basis is adjusted to reflect a pre-tax
rate.
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An enterprise normally uses a single discount rate for the estimate of an asset3
value in use. However, an enterprise uses separate discount rates for different
future periods where value in use is sensitive to a difference in risks for different
periods or to the term structure of interest rates.

Recognition and Measurement of an Impairment Loss

56.

57.

58.

59.

60.

61.

62.

Paragraphs 57 to 62 set out the requirements for recognising and measuring
impairment losses for an individual asset. Recognition and measurement of
impairment losses for a cash-generating unit are dealt with in paragraphs 86 to
91.

If the recoverable amount of an asset is less than its carrying amount,
the carrying amount of the asset should be reduced to its recoverable
amount. That reduction is an impairment loss.

An impairment loss should be recognised as an expense in the
statement of profit and loss immediately, unless the asset is carried at
revalued amount in accordance with another Accounting Standard (see
Accounting Standard (AS) 10, Accounting for, Fixed Assets), in which
case any impairment loss of a revalued asset sheuld be treated as a
revaluation decrease under that Accounting Standard:

An impairment loss on a revalued asset is recognised as an expense in the
statement of profit and loss. However,wan_impairmentsloss on a revalued asset
is recognised directly against any revaluation surplus for the asset to the extent
that the impairment loss does not exceed the amount held in the revaluation
surplus for that same asset.

When the amount estimated for an impairment loss is greater than the
carrying amount of the asset to which it relates, an enterprise should
recognise a liability if, and only “if, 'that is required by another
Accounting Standard.

After the recognition of an {Impairment loss, the depreciation
(amortisation) chargeyfor thé asset'should be adjusted in future periods
to allocate the asset Srevised carrying amount, less its residual value (if
any), on a systematic basis over its remaining useful life.

If an impairment loss isgrecognised, any related deferred tax assets or liabilities
are determined under Accounting Standard (AS) 22, Accounting for Taxes on
Income.

Cash-GeneratingUnits

63.

Paragraphs 64 to 91"set out the requirements for identifying the cash generating
unit to which an asset belongs and determining the carrying amount of, and
recognising impairment losses for, cash-generating units.

Identification of the Cash-Generating Unit to Which an Asset Belongs

64.

65.
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If there is any indication that an asset may be impaired, the recoverable
amount should be estimated for the individual asset. If it is not possible
to estimate the recoverable amount of the individual asset, an
enterprise should determine the recoverable amount of the cash-
generating unit to which the asset belongs (the asset% cash-generating
unit).

The recoverable amount of an individual asset cannot be determined if:

A. the asset3 value in use cannot be estimated to be close to its net selling
price (for example, when the future cash flows from continuing use of the
asset cannot be estimated to be negligible); and

B. the asset does not generate cash inflows from continuing use that are
largely independent of those from other assets. In such cases, value in
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use and, therefore, recoverable amount, can be determined only for the
asset 3 cash-generating unit.

As defined in paragraph 4, an asset3 cash-generating unit is the smallest group

of assets that includes the asset and that generates cash inflows from continuing

use that are largely independent of the cash inflows from other assets or groups
of assets. Identification of an asset3 cash-generating unit involves judgement.

If recoverable amount cannot be determined for an individual asset, an

enterprise identifies the lowest aggregation of assets that generate largely

independent cash inflows from continuing use.

Cash inflows from continuing use are inflows of cash and cash equivalents

received from parties outside the reporting enterprise. In identifying whether

cash inflows from an asset (or group of assets) are largely independent of the
cash inflows from other assets (or groups of assets), an enterprise considers
various factors including how management monitors the enterprise 3 operations

(such as by product lines, businesses, individual locations, districts or regional

areas or in some other way) or how management makes decisions about

continuing or disposing of the enterprise 3 assets andioperations.

If an active market exists for the output produeed by an asset or a

group of assets, this asset or group of assets should be identified as a

separate cash-generating unit, even if some or all ofithe output is used

internally. If this is the case, management3 bestgestimate of future
market prices for the output should bémused:

A. in determining the value in use“of this'cash-generating unit, when
estimating the future cash inflowsthat relate to the internal use of
the output; and

B. in determining the value in use of other cash-generating units of
the reporting enterprise, whengstimating the future cash outflows
that relate to the internal usefof the output.

Even if part or all of the output produced by an asset or a group of assets is
used by other units [Of the reporting. enterprise (for example, products at an
intermediate stage ofia production process), this asset or group of assets forms
a separate cash-generating, unit if the enterprise could sell this output in an
active market. This is because, this asset or group of assets could generate cash
inflows from continuing use “that would be largely independent of the cash
inflows from ether assetsgor) groups of assets. In using information based on
financial budgets/foregasts ‘that relates to such a cash-generating unit, an
enterprise adjusts), this information if internal transfer prices do rot reflect
management3 best estimate of future market prices for the cash-generating
unit 3 output.
Cash-generating units should be identified consistently from period to
period for the same asset or types of assets, unless a change is justified.
If an enterprise determines that an asset belongs to a different cash generating
unit than in previous periods, or that the types of assets aggregated for the
asset3 cash-generating unit have changed, paragraph 120 requires certain
disclosures about the cash-generating unit, if an impairment loss is recognised
or reversed for the cash generating unit and is material to the financial
statements of the reporting enterprise as a whole.

Recoverable Amount and Carrving Amount of a Cash- Generating Unit

72.

The recoverable amount of a cash-generating unit is the higher of the cash-
generating unit3 net selling price and value in use. For the purpose of
determining the recoverable amount of a cash-generating unit, any reference in
paragraphs 15 to 55 to an asset”is read as a reference to 4 cash generating
unit?
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The carrying amount of a cash-generating unit should be determined

consistently with the way the recoverable amount of the cash-

generating unit is determined.

The carrying amount of a cash-generating unit:

A. includes the carrying amount of only those assets that can be attributed
directly, or allocated on a reasonable and consistent basis, to the cash
generating unit and that will generate the future cash inflows estimated in
determining the cash-generating unit3 value in use; and

B. does not include the carrying amount of any recognised liability, unless
the recoverable amount of the cash-generating unit cannot be determined
without consideration of this liability.

This is because net selling price and value in use of a cash-generating unit are
determined excluding cash flows that relate to assets that are not part of the
cash-generating unit and liabilities that have already been recognised in the
financial statements, as set out in paragraphs 23 and 35.
Where assets are grouped for recoverability assessments, it is important to
include in the cash-generating unit all assets that generate the relevant stream
of cash inflows from continuing use. Otherwise, the“cash-generating unit may
appear to be fully recoverable when in fact an impairmentyloss has occurred. In
some cases, although certain assets contribute to the estimated future cash
flows of a cash-generating unit, they cannot be allocated_testhe cash-generating
unit on a reasonable and consistent basiS.WwEhisgmight be the case for goodwill or
corporate assets such as head office assets. Paragraphs 78 to 85 explain how to
deal with these assets in testing a cash-generating unit for impairment.
It may be necessary to consider certain reeognised liabilities in order to
determine the recoverable amount of a cash-generating unit. This may occur if
the disposal of a cash-generating unit would reguire the buyer to take over a
liability. In this case, the net selling price (or the estimated cash flow from
ultimate disposal) of the cash-generating unit is the estimated selling price for
the assets of the cash-generatinggunitiandsthe liability together, less the costs of
disposal. In order to perform a meaningful comparison between the carrying
amount of the cash generating unittand its recoverable amount, the carrying
amount of the liability is dedueted in determining both the cash generating unit3
value in use,and its canrying amount.
For practical yreasons, the® recoverable amount of a cash generating unit is
sometimes” detexrmined after consideration of assets that are not part of the
cash-generating_ unit “(foargexample, receivables or other financial assets) or
liabilities that havejalready been recognised in the financial statements (for
example, payables, pensions and other provisions). In such cases, the carrying
amount of the cash-generating unit is increased by the carrying amount of those
assets and decreased by the carrying amount of those liabilities.

Goodwill

78.
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In testing a cash-generating unit for impairment, an enterprise should
identify whether goodwill that relates to this cash generating unit is
recognised in the financial statements. If this is the case, an enterprise
should:

A. perform a bottom-up “test, that is, the enterprise should:

a. identify whether the carrying amount of goodwill can be
allocated on a reasonable and consistent basis to the cash-
generating unit under review; and

b. then, compare the recoverable amount of the cash
generating unit under review to its carrying amount
(including the carrying amount of allocated goodwill, if any)
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and recognise any impairment loss in accordance with
paragraph 86.

The enterprise should perform the step at b. above even if none of

the carrying amount of goodwill can be allocated on a reasonable

and consistent basis to the cash-generating unit under review; and

B. if, in performing the bottom-up? test, the enterprise could not
allocate the carrying amount of goodwill on a reasonable and
consistent basis to the cash-generating unit under review, the
enterprise should also perform a %top-down?” test, that is, the
enterprise should:

a. identify the smallest cash-generating unit that includes the
cash-generating unit under review and to which the carrying
amount of goodwill can be allocated on a reasonable and
consistent basis (the targer >cash generating unit); and

b. then, compare the recoverable amount of the larger cash
generating unit to its carrying amount (including the
carrying amount of allocated goodwill) and recognise any
impairment loss in accordance with'paragraph 86.

Goodwill arising on acquisition represents a payment made by an acquirer in
anticipation of future economic benefits. The future ecemomic benefits may
result from synergy between the identifiable assets acquired or from assets that
individually do not qualify for recognitionfingthesgfinancial statements. Goodwill
does not generate cash flows independently“from other assets or groups of
assets and, therefore, the recoverable amount of goodwill as an individual asset
cannot be determined. As a consequence, if there is an indication that goodwill
may be impaired, recoverable amount is determined for the cash-generating unit
to which goodwill belongs. This amountyis then' compared to the carrying
amount of this cash-generating unit and any impairment loss is recognised in
accordance with paragraph 86.

Whenever a cash-generating unit, IS tested for impairment, an enterprise
considers any goodwill that is ‘associated with the future cash flows to be
generated by the cash-gemerating unit. If goodwill can be allocated on a
reasonable and consistent basis, an enterprise applies the bottom-up “test only.
If it is not gossible to allocate"goodwill on a reasonable and consistent basis, an
enterprise [applies both thefbottom-up “test and top-down “test.

The bottom-up Ztest ensures that an enterprise recognises any impairment loss
that exists for aieash-generating unit, including for goodwill that can be allocated
on a reasonable and, consistent basis. Whenever it is impracticable to allocate
goodwill on a reasenable and consistent basis in the ®Dottom-up?” test, the
combination of the "bottom-up” and the %top-down?~ test ensures that an
enterprise recognises:

A. first, any impairment loss that exists for the cash-generating unit
excluding any consideration of goodwill; and
B. then, any impairment loss that exists for goodwill. Because an enterprise

applies the bottom-up “test first to all assets that may be impaired, any
impairment loss identified for the larger cash generating unit in the top
down ~test relates only to goodwill allocated to the larger unit.
If the top-down~ test is applied, an enterprise formally determines the
recoverable amount of the larger cash-generating unit, unless there is
persuasive evidence that there is no risk that the larger cash-generating unit is
impaired.

Corporate Assets

83.

Corporate assets include group or divisional assets such as the building of a
headquarters or a division of the enterprise, EDP equipment or a research
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centre. The structure of an enterprise determines whether an asset meets the
definition of corporate assets (see paragraph 4) for a particular cash- generating
unit. Key characteristics of corporate assets are that they do not generate cash
inflows independently from other assets or groups of assets and their carrying
amount cannot be fully attributed to the cash generating unit under review.
Because corporate assets do not generate separate cash inflows, the recoverable
amount of an individual corporate asset cannot be determined unless
management has decided to dispose of the asset. As a consequence, if there is
an indication that a corporate asset may be impaired, recoverable amount is
determined for the cash generating unit to which the corporate asset belongs,
compared to the carrying amount of this cash-generating unit and any
impairment loss is recognised in accordance with paragraph 86.

In testing a cash-generating unit for impairment, an enterprise should

identify all the corporate assets that relate to the cash-generating unit

under review. For each identified corporate asset, an enterprise should
then apply paragraph 78, that is:

A. if the carrying amount of the corporate asset can be allocated on a
reasonable and consistent basis to the cashigenerating unit under
review, an enterprise should apply the bottomsup “test only; and

B. if the carrying amount of the corporate asset cannot be allocated
on a reasonable and consistent basis to the_cash generating unit
under review, an enterprise shouldgapply both the Hbottom-up “and
top-down “tests.

Impairment Loss for a Cash-Generating Unit

86.

87.

88.

89.

90.
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An impairment loss should be recognised for a cash-generating unit if,
and only if, its recoverable amount js less, than“its carrying amount. The
impairment loss should be allocated to reduce the carrying amount of
the assets of the unit in the following order:

A. first, to goodwill allocated, to the cash-generating unit (if any);
and
B. then, to the other assets of\the unit on a pro-rata basis based on

the carrying amount of each asset in the unit.
These reductions in arrying .amounts should be treated as impairment
losses onlindividual'asséts and recognised in accordance with paragraph
58.
In allocating "am impairment loss under paragraph 86, the carrying
amount of an assetishould not be reduced below the highest of:

A. its net selling price (if determinable);
B. its value in use (if determinable); and
C. Zero.

The amount of the impairment loss that would otherwise have been

allocated to the asset should be allocated to the other assets of the unit

on a pro-rata basis.

The goodwill allocated to a cash-generating unit is reduced before reducing the

carrying amount of the other assets of the unit because of its nature.

If there is no practical way to estimate the recoverable amount of each

individual asset of a cash-generating unit, this Statement requires the allocation

of the impairment loss between the assets of that unit other than goodwill on a

pro-rata basis, because all assets of a cash-generating unit work together.

If the recoverable amount of an individual asset cannot be determined (see

paragraph 65):

A. an impairment loss is recognised for the asset if its carrying amount is
greater than the higher of its net selling price and the results of the
allocation procedures described in paragraphs 86 and 87; and
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B. no impairment loss is recognised for the asset if the rdated cash
generating unit is not impaired. This applies even if the asset3 net selling
price is less than its carrying amount.
After the requirements in paragraphs 86 and 87 have been applied, a
liability should be recognised for any remaining amount of an
impairment loss for a cash-generating unit if that is required by another
Accounting Standard.

Reversal of an Impairment Loss

92.

93.

94.

95.

Paragraphs 93 to 99 set out the requirements for reversing an impairment loss
recognised for an asset or a cash-generating unit in prior accounting periods.
These requirements use the term an asset”but apply equally to an individual
asset or a cash-generating unit. Additional requirements are set out for an
individual asset in paragraphs 100 to 104, for a cash generating unit in
paragraphs 105 and 106 and for goodwill in paragraphs 107 to 110.

An enterprise should assess at each balance sheet date whether there is
any indication that an impairment loss recognised for an asset in prior
accounting periods may no longer exist or may hawe decreased. If any
such indication exists, the enterprise should estimate the recoverable
amount of that asset.

In assessing whether there is anyjyindicationgthat an Iimpairment loss
recognised for an asset in prior accounting periods may no longer exist
or may have decreased, an enterprise should consider, as a minimum,
the following indications:

External sources of information

A. the asset3 market value has mcreased significantly during the
period;
B. significant changes with a faveurable effect on the enterprise have

taken place during thedperiod, or will take place in the near future,
in the technologieal,/ market, economic or legal environment in
which the enterprise operates or in the market to which the asset
is dedicated;

C. market interest rates or other market rates of return on
investments [have decreased during the period, and those
decreasesyare likely to affect the discount rate used in calculating
the assetB)valué in use and increase the asset® recoverable
amount materially;

Internal sources of information

D. significant changes with a favourable effect on the enterprise have
taken place during the period, or are expected to take place in the
near future, in the extent to which, or manner in which, the asset
is used or is expected to be used. These changes include capital
expenditure that has been incurred during the period to improve
or enhance an asset in excess of its originally assessed standard
of performance or a commitment to discontinue or restructure the
operation to which the asset belongs; and

E. evidence is available from internal reporting that indicates that
the economic performance of the asset is, or will be, better than
expected.

Indications of a potential decrease in an impairment loss in paragraph %4 mainly
mirror the indications of a potential impairment loss in paragraph 8. The
concept of materiality applies in identifying whether an impairment loss
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recognised for an asset in prior accounting periods may need to be reversed and
the recoverable amount of the asset determined.

If there is an indication that an impairment loss recognised for an asset may no
longer exist or may have decreased, this may indicate that the remaining useful
life, the depreciation (amortisation) method or the residual value may need to be
reviewed and adjusted in accordance with the Accounting Standard applicable to
the asset, even if no impairment loss is reversed for the asset.

An impairment loss recognised for an asset in prior accounting periods
should be reversed if there has been a change in the estimates of cash
inflows, cash outflows or discount rates used to determine the asset3%
recoverable amount since the last impairment loss was recognised. If
this is the case, the carrying amount of the asset should be increased to
its recoverable amount. That increase is a reversal of an impairment
loss.

A reversal of an impairment loss reflects an increase in the estimated service
potential of an asset, either from use or sale, since the date when an enterprise
last recognised an impairment loss for that asset. [An enterprise is required to
identify the change in estimates that causes the incCrease in estimated service
potential. Examples of changes in estimates include:

A. a change in the basis for recoverable amount (i.e.;"Wwhether recoverable
amount is based on net selling price or value in use);

B. if recoverable amount was based onmvaluegin use: a change in the amount
or timing of estimated future cash flows or‘inthe discount rate; or

C. if recoverable amount was based on, net selling price: a change in

estimate of the components of net selling price.
An asset3 value in use may become greater thanfthe asset3 carrying amount
simply because the present value of dlture cash inflows increases as they
become closer. However, the service/potential of the asset has not increased.
Therefore, an impairment loss is not reversed just because of the passage of
time (sometimes called,the tunwinding “ofgthe discount), even if the recoverable
amount of the asset becomes higher than its carrying amount.

Reversal of an Impairment Lass for an Individual Asset

100.

101.

102.

103.
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The increased carrying amount of an asset due to a reversal of an
impairment less shouldfot exceed the carrying amount that would have
been determined | (net jof amortisation or depreciation) had no
impairment 10ss) beengrecognised for the asset in prior accounting
periods.

Any increase in the carrying amount of an asset above the carrying amount that
would have been determined (net of amortisation or depreciation) had no
impairment loss been recognised for the asset in prior acoounting periods is a
revaluation. In accounting for such a revaluation, an enterprise applies the
Accounting Standard applicable to the asset.

A reversal of an impairment loss for an asset should be recognised as
income immediately in the statement of profit and loss, unless the asset
is carried at revalued amount in accordance with another Accounting
Standard (see Accounting Standard (AS) 10, Accounting for Fixed
Assets) in which case any reversal of an impairment loss on a revalued
asset should be treated as a revaluation increase under that Accounting
Standard.

A reversal of an impairment loss on a revalued asset is credited directly to equity
under the heading revaluation surplus. However, to the extent that an
impairment loss on the same revalued asset was previously recognised as an
expense in the statement of profit and loss, a reversal of that impairmentloss is
recognised as income in the statement of profit and loss.
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104. After a reversal of an impairment loss is recognised, the depreciation

(amortisation) charge for the asset should be adjusted in future periods
to allocate the asset s revised carrying amount, less its residual value (if
any), on a systematic basis over its remaining useful life.

Reversal of an Impairment Loss for a Cash-Generating Unit

105.

106.

A reversal of an impairment loss for a cash-generating unit should be
allocated to increase the carrying amount of the assets of the unit in the
following order:

A. first, assets other than goodwill on a pro-rata basis based on the
carrying amount of each asset in the unit; and
B. then, to goodwill allocated to the cash-generating unit (if any), if

the requirements in paragraph 107 are met.
These increases in carrying amounts should be treated as reversals of
impairment losses for individual assets and recognised in accordance
with paragraph 102.

In allocating a reversal of an impairment loss for a cash generating unit
under paragraph 105, the carrying amount of an, asset should not be
increased above the lower of:

A. its recoverable amount (if determinable); and

B. the carrying amount that would have beengdetermined (net of
amortisation or depreciation) Thadwno impairment loss been
recognised for the asset in prioraceounting periods.

The amount of the reversal of the impairment loss that would otherwise

have been allocated to the asset should beallocated to the other assets

of the unit on a pro-rata basis.

Reversal of an Impairment Loss for Geodwill

107.

108.

109.

110.

As an exception to the requirement,.in paragraph 97, an impairment loss
recognised for goodwill shouldmnot be reversed in a subsequent period
unless:

A. the impairment loss,was caused by a specific external event of an
exceptional nature that is not expected to recur; and
B. subsequent external events have occurred that reverse the effect

of that event.
Accounting Standard| (AS) 26, Intangible Assets, prohibits the recognition of
internally generated goedwill. Any subsequent increase in the recoverable
amount of goodwill Is, likely to be an increase in internally generated goodwill,
unless the increase “relates clearly to the reversal of the effect of a specific
external event of an exceptional nature.
This Statement does not permit an impairment loss to be reversed for goodwill
because of a change in estimates (for example, a change in the discount rate or
in the amount and timing of future cash flows of the cash generating unit to
which goodwill relates).
A specific external event is an event that is outside of the control of the
enterprise. Examples of external events of an exceptional nature include new
regulations that significantly curtail the operating activities, or decrease the
profitability, of the business to which the goodwill relates.

Impairment in case of Discontinuing Operations

111.

The approval and announcement of a plan for discontinuance is an indication
that the assets attributable to the discontinuing operation may be impaired or
that an impairment loss previously recognised for those assets should be
increased or reversed. Therefore, in accordance with this Statement, an
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enterprise estimates the recoverable amount of each asset of the discontinuing
operation and recognises an impairment loss or reversal of a prior impairment
loss, if any.

In applying this Statement to a discontinuing operation, an enterprise

determines whether the recoverable amount of an asset of a discontinuing

operation is assessed for the individual asset or for the asset3 cash generating
unit. For example:

A. if the enterprise sells the discontinuing operation substantially in its
entirety, none of the assets of the discontinuing operation generate cash
inflows independently from other assets within the discontinuing
operation. Therefore, recoverable amount is determined for the
discontinuing operation as a whole and an impairment loss, if any, is
allocated among the assets of the discontinuing operation in accordance
with this Statement;

B. if the enterprise disposes of the discontinuing operation in other ways
such as piecemeal sales, the recoverable amount is determined for
individual assets, unless the assets are sold in groups; and

C. if the enterprise abandons the discontinuing operation, the recoverable
amount is determined for individual assets as set out in this Statement.

After announcement of a plan, negotiations with potential, purchasers of the
discontinuing operation or actual binding sale agreementsgdmay indicate that the
assets of the discontinuing operation Bmayssbe further impaired or that
impairment losses recognised for these assets in prior periods may have
decreased. As a consequence, when suchyevents occur, an enterprise re-
estimates the recoverable amount of the assets of the discontinuing operation
and recognises resulting impairment losses or reversals of impairment losses in
accordance with this Statement.

A price in a binding sale agreement 4s the best evidence of an asset3 (cash

generating unit3) net selling price or [of the estimated cash inflow from ultimate

disposal in determiningythe asset3y,(cashrgenerating unit3) value in use.

The carrying amounti(recoverable amount) of a discontinuing operation includes

the carrying amount (recoverable amount) of any goodwill that can be allocated

on a reasonable and consistent basis to that discontinuing operation.

Disclosure
116. For each class of assets, the financial statements should disclose:

117.

118.
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A. the amount)of impairment losses recognised in the statement of
profit and 10ss during the period and the line item(s) of the
statement of profit and loss in which those impairment losses are
included;

B. the amount of reversals of impairment losses recognised in the
statement of profit and loss during the period and the line item(s)
of the statement of profit and loss in which those impairment
losses are reversed;

C. the amount of impairment losses recognised directly against
revaluation surplus during the period; and
D. the amount of reversals of impairment losses recognised directly

in revaluation surplus during the period.
A class of assets is a grouping of assets of similar nature and use in an
enterprise 3 operations.
The information required in paragraph 116 may be presented with other
information disclosed for the class of assets. For example, this information may
be included in a reconciliation of the carrying amount of fixed assets, at the
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beginning and end of the period, as required under AS 10, Accounting for Fixed
Assets.

An enterprise that applies AS 17, Segment Reporting, should disclose

the following for each reportable segment based on an enterprise®

primary format (as defined in AS 17):

A. the amount of impairment losses recognised in the statement of
profit and loss and directly against revaluation surplus during the
period; and

B. the amount of reversals of impairment losses recognised in the
statement of profit and loss and directly in revaluation surplus
during the period.

If an impairment loss for an individual asset or a cash- generating unit

is recognised or reversed during the period and is material to the

financial statements of the reporting enterprise as a whole, an
enterprise should disclose:

A. the events and circumstances that led to the recognition or
reversal of the impairment loss;

B. the amount of the impairment loss recognised or reversed;

C. for an individual asset:
a. the nature of the asset; and
b. the reportable segment to which the asset belongs, based

on the enterprise3% primarygformat (as defined in AS 17,
Segment Reporting);
D. for a cash-generating unit:

a. a description of the cash-generating unit (such as whether it
is a product line, a plant, “a' business operation, a
geographical area, a repertable segment as defined in AS 17
or other);

b. the amount of the impairment loss recognised or reversed by
class of rassets and, by wreportable segment based on the
enterprise 3, primary format (as defined in AS 17); and

C. if the aggregation of assets for identifying the cash
generating unit,has changed since the previous estimate of
the cashzgenerating unit¥ recoverable amount (if any), the
enterprise _should describe the current and former way of
aggregating assets and the reasons for changing the way the
cash=generating unit is identified;

E. whether the)recoverable amount of the asset (cash generating
unit) is its net selling price or its value in use;
F. if recoverable amount is net selling price, the basis used to

determine net selling price (such as whether selling price was
determined by reference to an active market or in some other

way); and

G. if recoverable amount is value in use, the discount rate(s) used in
the current estimate and previous estimate (if any) of value in
use.

If impairment losses recognised (reversed) during the period are

material in aggregate to the financial statements of the reporting

enterprise as a whole, an enterprise should disclose a brief description

of the following:

A. the main classes of assets affected by impairment losses
(reversals of impairment losses) for which no information is
disclosed under paragraph 120; and
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B. the main events and circumstances that led to the recognition
(reversal) of these impairment losses for which no information is
disclosed under paragraph 120.
An enterprise is encouraged to disclose key assumptions used to determine the
recoverable amount of assets (cash-generating units) during the period.

Transitional Provisions

123.

124.
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On the date of this Statement becoming mandatory, an enterprise
should assess whether there is any indication that an asset may be
impaired (see paragraphs 5-13). If any such indication exists, the
enterprise should determine impairment loss, if any, in accordance with
this Statement. The impairment loss, so determined, should be adjusted
against opening balance of revenue reserves being the accumulated
impairment loss relating to periods prior to this Statement becoming
mandatory unless the impairment loss is on a revalued asset. An
impairment loss on a revalued asset should, be recognised directly
against any revaluation surplus for the asset to the extent that the
impairment loss does not exceed the amount held in the revaluation
surplus for that same asset. If the impairment loss‘@xceeds the amount
held in the revaluation surplus for that same asset, the excess should be
adjusted against opening balance ofygevenue _reserves.

Any impairment loss arising after the date of this Statement becoming
mandatory should be recognised in accaordance with this Statement (i.e.,
in the statement of profit and loss unlessS an asset is carried at revalued
amount. An impairment loss on a revaluediasset should be treated as a
revaluation decrease).
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Accounting Standard - 29,
Provisions, Contingent Liabilities and Contingent

Assets
(issued in 2003)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards.)

Accounting Standard (AS) 29, Provisions, Contingent Liabilitiesand Contingent Assets ?
issued by the Council of the Institute of Chartered Accountants of India, comes into
effect in respect of accounting periods commencing on er after 1-4-2004. This
Standard is mandatory in nature from that date:

A. in its entirety, for the enterprises which fall in any one ormore of the following
categories, at any time during the accounting period:

a. Enterprises whose equity or debtysecurities_areglisted whether in India or
outside India.

b. Enterprises which are in the process of listing their equity or debt
securities as evidenced by the board of‘directors “resolution in this regard.
Banks including co-operative banks.

Financial institutions.

Enterprises carrying on insurancedbusinesst

All commercial, industrial and business reporting entrprises, whose

turnover for the immediately preceding accounting period on the basis of

audited financial \statementstexceeds Rs. 50 crore. Turnover does not
include ®ther income ~

g. All commercial, industrial and business reporting enterprises having
borrowings, including “public deposits, in excess of Rs. 10 crore at any
time during the @ecounting period.

h. Holding Yand subsidiary enterprises of any one of the above at any time
during theraccounting/period.

B. in its entirety, except paragraph 67, for the enterprises which do not fall in any
of the categories in»A. above but fall in any one or more of the following
categories:

a. All commercial, industrial and business reporting enterprises, whose
turnover for the immediately preceding accounting period on the basis of
audited financial statements exceeds Rs. 40 lakh but does not exceed Rs.
50 crore. Turnover does not include ®ther income?

b. All commercial, industrial and business reporting enterprises having
borrowings, including public deposits, in excess of Rs. 1 crore but not in
excess of Rs. 10 crore at any time during the accounting period.

S~ Qo

C. Holding and subsidiary enterprises of any one of the above at any time
during the accounting period.
C. in its entirety, except paragraphs 66 and 67, for the enterprises, which do not

fall in any of the categories in A. and B. above.

Where an enterprise has been covered in any one or more of the categories in A. above
and subsequently, ceases to be so covered, the enterprise will not qualify for
exemption from paragraph 67 of this Standard, until the enterprise ceases to be
covered in any of the categories in A. above for two consecutive years.
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Where an enterprise has been covered in any one or more of the categories in A. or B.
above and subsequently, ceases to be covered in any of the categories in A. and B.
above, the enterprise will not qualify for exemption from paragraphs 66 and 67 of this
Standard, until the enterprise ceases to be covered in any of the categories in A. and
B. above for two consecutive years.

Where an enterprise has previously qualified for exemption from paragraph 67 or
paragraphs 66 and 67, as the case may be, but no longer qualifies for exemption from
paragraph 67 or paragraphs 66 and 67, as the case may be, in the current accounting
period, this Standard becomes applicable, in its entirety or, in its entirety except
paragraph 67, as the case may be, from the current period. However, the relevant
corresponding previous period figures need not be disclosed.

An enterprise, which, pursuant to the above provisions, does not disclose the
information required by paragraph 67 or paragraphs 66 and 67, as the case may be,
should disclose the fact.

Objective

The objective of this Statement is to ensure that appropriate reeognition criteria and
measurement bases are applied to provisions and contingenttliabilities and that
sufficient information is disclosed in the notes,to the financial statements to enable
users to understand their nature, timing and amount. The objective of this Statement
is also to lay down appropriate accounting for contingent assets.

Scope
This Statement should be appliedfin aeeounting for provisions and
contingent liabilities and in dealing with contingent assets, except:

A. those resulting from financial instruments that are carried at fair
value;
B. those resulting: from executory contracts, except where the
contract is onerous ;
C. those arising ingdnsurance enterprises from contracts with policy-
holders; and
D. those cevered byfanother Accounting Standard.
2. This Statement applies to financial instruments (including guarantees) that are
not carried at falr value.
3. Executory contracts are contracts under which neither party has performed any

of its obligations or bath parties have partially performed their obligations to an
equal extent. This Statement does not apply to executory contracts unless they
are onerous.

4. This Statement applies to provisions, contingent liabilities and contingent assets
of insurance enterprises other than those arising from contracts with policy-
holders.

5. Where another Accounting Standard deals with a specific type of provision,

contingent liability or contingent asset, an enterprise applies that Statement
instead of this Statement. For example, certain types of provisions are also
addressed in Accounting Standards on:

A. construction contracts (see AS 7, Construction Contracts);
B. taxes on income (see AS 22, Accounting for Taxes on Income);
C. leases (see AS 19, Leases). However, as AS 19 contains no specific

requirements to deal with operating leases that have become onerous,
this Statement applies to such cases; and
D. retirement benefits (see AS 15, Accounting for Retirement Benefits in the
Financial Statements of Employers).
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Some amounts treated as provisions may relate to the recognition of revenue,
for example where an enterprise gives guarantees in exchange for a fee. This
Statement does not address the recognition of revenue. AS 9, Revenue
Recognition, identifies the circumstances in which revenue is recognised and
provides practical guidance on the application of the recognition aiteria. This
Statement does not change the requirements of AS 9.
This Statement defines provisions as liabilities which can be measured only by
using a substantial degree of estimation. The term Provision~is also used in the
context of items such as depreciation, impairment of assets and doubtful debts:
these are adjustments to the carrying amounts of assets and are not addressed
in this Statement.
Other Accounting Standards specify whether expenditures are treated as assets
or as expenses. These issues are not addressed in this Statement. Accordingly,
this Statement neither prohibits nor requires capitalisation of the costs
recognised when a provision is made.
This Statement applies to provisions for restructuring (including discontinuing
operations). Where a restructuring meets the definition of a discontinuing
operation, additional disclosures are required "byn, AS 24, Discontinuing
Operations.

Definitions

10.

The following terms are used in this Statement with the meanings
specified:

A provision is a liability which can bey measured only by using a
substantial degree of estimation.

A liability is a present obligation ©f thempenterprise arising from past
events, the settlement of which is/expected to result in an outflow from
the enterprise of resources embodying economic benefits.

An obligating event is‘an eyent that creates an obligation that results in
an enterprise having norealistic alternative to settling that obligation.

A contingent liability'is:

A. a possible obligation that arises from past events and the
existencenof which/will be confirmed only by the occurrence or
non-occurrence ¢f one or more uncertain future events not wholly
within the control of the enterprise; or

B. a present obligation that arises from past events but is not
recognised because:
a. it is not probable that an outflow of resources embodying
economic benefits will be required to settle the obligation; or
b. a reliable estimate of the amount of the obligation cannot be
made.

A contingent asset is a possible asset that arises from past events the
existence of which will be confirmed only by the occurrence or
nonoccurrence of one or more uncertain future events not wholly within
the control of the enterprise.

Present obligation - an obligation is a present obligation if, based on the
evidence available, its existence at the balance sheet date is considered
probable, i.e., more likely than not.
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Possible obligation - an obligation is a possible obligation if, based on
the evidence available, its existence at the balance sheet date is
considered not probable.

A restructuring is a programme that is planned and controlled by
management, and materially changes either:

A. the scope of a business undertaken by an enterprise; or

B. the manner in which that business is conducted.

11. An obligation is a duty or responsibility to act or perform in a certain way.
Obligations may be legally enforceable as a consequence of a binding contract or
statutory requirement. Obligations also arise from normal business practice,
custom and a desire to maintain good business relations or act in an equitable
manner.

12. Provisions can be distinguished from other liabilities such as trade payables and
accruals because in the measurement of provisions substantial degree of
estimation is involved with regard to the future, expenditue required in
settlement. By contrast:

A. trade payables are liabilities to pay for goods or ‘services that have been
received or supplied and have been invoiced or formally agreed with the
supplier; and

B. accruals are liabilities to pay for goodsyoergservices that have been received
or supplied but have not been paid, invoiced or formally agreed with the
supplier, including amounts due to employees. Although it is sometimes
necessary to estimate the amount of aceruals, the degree of estimation is
generally much less than that for provisions.

13. In this Statement, the term tontingentZis used fordliabilities and assets that are
not recognised because their existence/will"he confirmed only by the occurrence
or non-occurrence of one or more ungertain/future events not wholly within the
control of the enterprise. In addition, thefterm tontingent liability 7is used for
liabilities that do not meet, the fecognition criteria.

Recognition
Provisions
14. A provision'should besrecognised when:

A. an enterprise has a/present obligation as a result of a past event;

B. it is probable that an outflow of resources embodying economic
benefits willlbe required to settle the obligation; and

C. a reliable estimate can be made of the amount of the obligation.

If these conditions are not met, no provision should be recognised.

Present Obligation
15. In almost all cases it will be clear whether a past event has given rise to a
present obligation. In rare cases, for example in a lawsuit, it may be disputed
either whether certain events have occurred or whether those events result in a
present obligation. In such a case, an enterprise determines whether a present
obligation exists at the balance sheet date by taking account of all available
evidence, including, for example, the opinion of experts. The evidence
considered includes any additional evidence provided by events after the balance
sheet date. On the basis of such evidence:
A. where it is more likely than not that a present obligation exists at the
balance sheet date, the enterprise recognises a provision (if the
recognition criteria are met); and
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B. where it is more likely that no present obligation exists at the balance

sheet date, the enterprise discloses a contingent liability, unless the

possibility of an outflow of resources embodying economic benefits is
remote (see paragraph 68).

Past Event

16.

17.

18.

19.

20.

21.

A past event that leads to a present obligation is called an obligating event. For
an event to be an obligating event, it is necessary that the enterprise has no
realistic alternative to settling the obligation created by the event.

Financial statements deal with the financial position of an enterprise at the end
of its reporting period and not its possible position in the future. Therefore, no
provision is recognised for costs that need to be incurred to operate in the
future. The only liabilities recognised in an enterprise 3 balance sheet are those
that exist at the balance sheet date.

It is only those obligations arising from past events existing independently of an
enterprise 3 future actions (i.e. the future conduct of its business) that are
recognised as provisions. Examples of such obligations are penalties or clean-up
costs for unlawful environmental damage, both of “which would lead to an
outflow of resources embodying economic benefits in settlement regardless of
the future actions of the enterprise. Similarly, an enterprise recognises a
provision for the decommissioning costs of an oil installation to the extent that
the enterprise is obliged to rectify damage already caused.“In‘contrast, because
of commercial pressures or legal requirements, an enterprise may intend or need
to carry out expenditure to operate in a“particular way in the future (for
example, by fitting smoke filters in a certain_type of factory). Because the
enterprise can avoid the future expenditure by itsifuture actions, for example by
changing its method of operation, it haS ne,present obligation for that future
expenditure and no provision is recognised.

An obligation always involves another party/to whom the obligation isowed. It
is not necessary, however, togkmew: thefidentity of the party to whom the
obligation is owed —indeed the obligation may be to the public atlarge.

An event that does not give, rise to an obligation immediately may do so at a
later date, because of changes in the law. For example, when environmental
damage isficaused there may be no obligation to remedy the consequences.
However, the\causing ofgthe damage will become an obligating event when a
new law requires,the existing damage to be rectified.

Where details of a, propesed new law have yet to be finalised, an obligation
arises only when thejlegislation is virtually certain to be enacted. Differences in
circumstances surrounding enactment usually make it impossible to specify a
single event that would make the enactment of a law virtually certain. In many
cases it will be impossible to be virtually certain ofthe enactment of a law until it
is enacted.

Probable Outflow of Resources Embodying Economic Benefits

22.

23.

For a liability to qualify for recognition there must be not only a present
obligation but also the probability of an outflow of resources embodying
economic benefits to settle that obligation. For the purpose of this Statement,
an outflow of resources or other event is regarded as probable if the event is
more likely than not to occur, i.e., the probability that the event will occur is
greater than the probability that it will not. Where it is not probable that a
present obligation exists, an enterprise discloses a contingent liability, unlessthe
possibility of an outflow of resources embodying economic benefits is remote
(see paragraph 68).

Where there are a number of similar obligations (e.g. product warranties or
similar contracts) the probability that an outflow will be required in settlenent is
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determined by considering the class of obligations as a whole. Although the
likelihood of outflow for any one item may be small, it may well be probable that
some outflow of resources will be needed to settle the class of obligations as a
whole. If that is the case, a provision is recognised (if the other recognition
criteria are met).

Reliable Estimate of the Obligation

24.

25.

The use of estimates is an essential part of the preparation of financial
statements and does not undermine their reliability. This is especially true in the
case of provisions, which by their nature involve a greater degree of estimation
than most other items. Except in extremely rare cases, an enterprise will be
able to determine a range of possible outcomes and can therefore make an
estimate of the obligation that is reliable to use in recognising a provision.

In the extremely rare case where no reliable estimate can be made, a liability
exists that cannot be recognised. That liability is disclosed as a contingent
liability (see paragraph 68).

Contingent Liabilities

26.
27.

28.

29.

An enterprise should not recognise a contingent liability.

A contingent liability is disclosed, as required by paragraph 68, unless the
possibility of an outflow of resources embodying economicibenefits is remote.
Where an enterprise is jointly and severally liable for an“obligation, the part of
the obligation that is expected to be met by other parties is treated as a
contingent liability. The enterprise recognises a provision for the part of the
obligation for which an outflow of resources ‘embodying economic benefits is
probable, except in the extremely rare circgumstances where no reliable estimate
can be made (see paragraph 14).

Contingent liabilities may develop in/a way “not initially expected. Therefore,
they are assessed continually to determiné whether an outflow of resources
embodying economic/benefits has become probable. If it becomes probable that
an outflow of future“ecanemic benefits will be required for an item previously
dealt with as a contingent liability, a ‘provision is recognised in accordance with
paragraph 14 in the financial statements of the period in which the change in
probabilityfoccurs (except in_the extremely rare circumstances where no reliable
estimate can be made).

Contingent Assets

30.
31.

32.

33.

34.
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An enterprise should not recognise a contingent asset.

Contingent assets usually arise from unplanned or other unexpected events that
give rise to the possibility of an inflow of economic benefits to the enterprise. An
example is a claim that an enterprise is pursuing through legal processes, where
the outcome is uncertain.

Contingent assets are not recognised in financial statements since this may
result in the recognition of income that may never be realised. However, when
the realisation of income is virtually certain, then the related asset is not a
contingent asset and its recognition is appropriate.

A contingent asset is not disclosed in the financial statements. It is usually
disclosed in the report of the approving authority (Board of Directors in the case
of a company, and, the corresponding approving authority in the case of any
other enterprise), where an inflow of economic benefits is probable.

Contingent assets are assessed continually and if it has become virtually certain
that an inflow of economic benefits will arise, the asset and the related income
are recognised in the financial statements of the period in which the change
occurs.
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Measurement
Best Estimate

35.

36.

37.

The amount recognised as a provision should be the best estimate of the
expenditure required to settle the present obligation at the balance
sheet date. The amount of a provision should not be discounted to its
present value.

The estimates of outcome and financial effect are determined by the judgment of
the management of the enterprise, supplemented by experience of similar
transactions and, in some cases, reports from independent experts. The
evidence considered includes any additional evidence provided by events after
the balance sheet date.

The provision is measured before tax; the tax consequences of the provision,
and changes in it, are dealt with under AS 22, Accounting for Taxes on Income.

Risks and Uncertainties

38.

39.

40.

The risks and uncertainties that inevitably surround many events and
circumstances should be taken into accountin reaching the best
estimate of a provision.

Risk describes variability of outcome. A risk adjustment may increase the
amount at which a liability is measured. Caution is needed in making judgments
under conditions of uncertainty, so that ineome_orsasséets are not overstated and
expenses or liabilities are not understated. However, uncertainty does not
justify the creation of excessive provisionshor a deliberate overstatement of
liabilities. For example, if the projected costsof a particularly adverse outcome
are estimated on a prudent basis, that outcometisgfiot then deliberately treated
as more probable than is realistically the case® Care is needed to avoid
duplicating adjustments for risk and uncertainty’ with consequent overstatement
of a provision.

Disclosure of the ungertainties surrounding the amount of the expenditure is
made under paragraph 6% B..

Future Events

41.

42.

43.

Future ewxents thatgmay “affect the amount required to settle an
obligation should be refiéected in the amount of a provision where there
is sufficient'objective evidence that they will occur.

Expected future_events may be particularly important in measuring provisions.
For example, an enterprise may believe that the cost of cleaning up a site at the
end of its life will be reduced by future changes in technology. The amount
recognised reflects a reasonable expectation of technically qualified, objective
observers, taking account of all available evidence as to the technology that will
be available at the time of the clean-up. Thus, it is appropriate to include, for
example, expected cost reductions associated with increased experience in
applying existing technology or the expected cost of applying existing technology
to a larger or more complex clean-up operation than has previously been carried
out. However, an enterprise does not anticipate the development of a
completely new technology for cleaning up unless it is supported by sufficient
objective evidence.

The effect of possible new legislation is taken into consideration in measuring an
existing obligation when sufficient objective evidence exists that the legislation is
virtually certain to be enacted. The variety of circumstances that arise in
practice usually makes it impossible to specify a single event that will provide
sufficient, objective evidence in every case. Evidence is required both of what
legislation will demand and of whether it is virtually certain to be enacted and
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implemented in due course. In many cases sufficient objective evidence will not
exist until the new legislation is enacted.

Expected Disposal of Assets

44.

45.

Gains from the expected disposal of assets should not be taken into
account in measuring a provision.

Gains on the expected disposal of assets are not taken into account in measuring
a provision, even if the expected disposal is closely linked to the event giving
rise to the provision. Instead, an enterprise recognises gains on expected
disposals of assets at the time specified by the Accounting Standard dealing with
the assets concerned.

Reimbursements

46.

47 .

48.

49.

50.

51.

Where some or all of the expenditure required to settle a provision is
expected to be reimbursed by another party, the reimbursement should
be recognised when, and only when, it is virtually certain that
reimbursement will be received if the enterprise)settles the obligation.
The reimbursement should be treated as a separate, asset. The amount
recognised for the reimbursement should not exceedithe amount of the
provision.

In the statement of profit and loss,the _expensé relating to a provision
may be presented net of the amountrecognised for a reimbursement.
Sometimes, an enterprise is able to look t@yanother party to pay part or all of
the expenditure required to settle a provision(for example, through insurance
contracts, indemnity clauses or suppliers” warranties). The other party may
either reimburse amounts paid by the enterprise orpay the amounts directly.

In most cases, the enterprise will remain-liable” for the whole of the amount in
question so that the enterprise would/have to settle the full amount if the third
party failed to pay fomany reason. In{this situation, a provision is recognised for
the full amount of the liability, and "a separate asset for the expected
reimbursement is recognised when Iitis virtually certain that reimbursement will
be received if the enterprise settles the liability.

In some cases, the enterprise will not be liable for the costs in question if the
third party fails to pay. Ingsuchl a case, the enterprise has no liability for those
costs and they are notgincluded in the provision.

As noted in paragraph 28,4an obligation for which an enterprise is jointly and
severally liable ist@aeontingent liability to the extent that it is expected that the
obligation will be settled by the other parties.

Changes in Provisions

52.

Use
53.

54.
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Provisions should be reviewed at each balance sheet date and adjusted
to reflect the current best estimate. If it is no longer probable that an
outflow of resources embodying economic benefits will be required to
settle the obligation, the provision should be reversed.

of Provisions

A provision should be used only for expenditures for which the provision
was originally recognised.

Only expenditures that relate to the original provision are adjusted against it.
Adjusting expenditures against a provision that was originally recognised for
another purpose would conceal the impact of two different events.
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Application of the Recognition and Measurement Rules
Future Operating Losses

55.
56.

57.

Provisions should not be recognised for future operating losses.

Future operating losses do not meet the definition of a liability in paragraph 10
and the general recognition criteria set out for provisions in paragraph 14.

An expectation of future operating losses is an indication that certain assets of
the operation may be impaired. An enterprise tests these assets for impairment
under Accounting Standard (AS) 28, Impairment of Assets.

Restructuring

58.

59.

60.

61.

62.

63.

64.

65.

The following are examples of events that may fall under the definition of

restructuring:

A. sale or termination of a line of business;

B. the closure of business locations in a country or region or the relocation of
business activities from one country or region to another;

C. changes in management structure, for example, eliminating a layer of
management; and

D. fundamental re-organisations that have a matenral effect on the nature
and focus of the enterprise 3 operations.

A provision for restructuring costs is recognised only when the recognition

criteria for provisions set out in paragraphgl4 are metl

No obligation arises for the sale of an operation until the enterprise is

committed to the sale, i.e., there is a binding sale agreement.

An enterprise cannot be committed to the“sale until a purchaser has been

identified and there is a binding sale agreementaUntil there is a binding sale

agreement, the enterprise will be able to_echange its.mind and indeed will have to

take another course of action if a purchasericannot be found on acceptable

terms. When the sale of an operation jis envigsaged as part of a restructuring, the

assets of the operatian, are reviewed forimpairment under Accounting Standard

(AS) 28, Impairment of Assets,

A restructuring provision should include only the direct expenditures

arising from the restructuring which are those that are both:

A. necessarily entailed by ‘the restructuring; and

B. not associated with the ongoing activities of the enterprise.

A restructuring provisien does not include such costs as:

A. retraining ok, relocating continuing staff;

B. marketing;-or

C. investment intnew systems and distribution networks.

These expenditures relate to the future conduct of the business and are not

liabilities for restructuring at the balance sheet date. Such expenditures are

recognised on the same basis as if they arose independently of a restructuring.

Identifiable future operating losses up to the date of a restructuring are not

included in a provision.

As required by paragraph 44, gains on the expected disposal of assets are not

taken into account in measuring a restructuring provision, even if the sale of

assets is envisaged as part of the restructuring.

Disclosure

66.

For each class of provision, an enterprise should disclose:

A. the carrying amount at the beginning and end of the period;

B. additional provisions made in the period, including increases to
existing provisions;

C. amounts used (i.e. incurred and charged against the provision)
during the period; and
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68.

69.

70.

71.

72.
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D. unused amounts reversed during the period.

An enterprise should disclose the following for each class of provision:

A. a brief description of the nature of the obligation and the expected
timing of any resulting outflows of economic benefits;

B. an indication of the uncertainties about those outflows. Where

necessary to provide adequate information, an enterprise should
disclose the major assumptions made concerning future events, as
addressed in paragraph 41; and
C. the amount of any expected reimbursement, stating the amount of
any asset that has been recognised for that expected
reimbursement.
Unless the possibility of any outflow in settlement is remote, an
enterprise should disclose for each class of contingent liability at the
balance sheet date a brief description of the nature of the contingent
liability and, where practicable:

A. an estimate of its financial effect, measured under paragraphs 35-
45;

B. an indication of the uncertainties relating te any outflow; and

C. the possibility of any reimbursement.

In determining which provisions or contingent liabilities may be aggregated to
form a class, it is necessary to consider whether the_nature of the items is
sufficiently similar for a single statementiabeutsthem to fulfill the requirements
of paragraphs 67 A. and B. and 68 A. and B.."“Thus, it may be appropriate to
treat as a single class of provision amountsirelating to warranties of different
products, but it would not be appropriate tottreat as a single chss amounts
relating to normal warranties and amounts that aréSubject to legal proceedings.
Where a provision and a contingentgliability sarise from the same set of
circumstances, an enterprise makes the diselosures required by paragraphs 66-
68 in a way that shows the link between/ the provision and the contingent
liability.

Where any of the information required by paragraph 68 is not disclosed
because it is not practicable to do'so, that fact should be stated.

In extremely rare cases,; disclosure of some or all of the information
required by paragraphs 66-70 can be expected to prejudice seriously the
position of the enterprise’in a dispute with other parties on the subject
matter of the, provision; or contingent liability. In such cases, an
enterprise needhnot disc¢lose the information, but should disclose the
general nature of thelfdispute, together with the fact that, and reason
why, the information has not been disclosed.
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Accounting Standard - 30,
Financial Instruments:

Recognition and Measurement
(effecting from 2009, mandatory from 2011)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main
principles. This Accounting Standard should be read in the context of its objective and
the Preface to the Statements of Accounting Standards (revised 2004))

Accounting Standard (AS) 30, Financial Instruments: Recognition and Measurement,
issued by the Council of the Institute of Chartered Accountants of India, comes into
effect in respect of accounting periods commencing on og after 1-4-2009 and will be
recommendatory in nature for an initial period of two years. yThis Accounting Standard
will become mandatory in respect of accounting periods commencing on or after 1-4-
2011 for all commercial, industrial and business entities except teya Small and Medium-
sized Entity, as defined below:

A. Whose equity or debt securities are not listed or areaetiin the process of listing
on any stock exchange, whether in Indiaor outside India;

B. which is not a bank (including co-operative, bank), financial institution or any
entity carrying on insurance business;

C. whose turnover (excluding other income) does“net exceed rupees fifty crore in
the immediately preceding accounting yean;

D. which does not have borrowings (including publi€¢ deposits) in excess of rupees
ten crore at any time during the immediately jpreceding accounting year; and

E. which is not a holding, or subsidiary entity of an entity which is not a small and

medium-sized entity.
For the above purpose an entityawould qualify as a Small and Medium-sized Entity, if
the conditions mentioned therein‘are satisfied as at the end of the relevant accounting
period.

From the date of this Standard becoming mandatory for the concerned entities, the

following stand withdrawn:

A. Accounting Standard (AS) 4, Contingencies and Events Occurring After the
Balance Sheet Date, to the extent it deals with contingencies.

B. Accounting Standard“(AS) 11 (revised 2003), The Effects of Changes in Foreign
Exchange Rates, to the extent it deals with the forward exchange contracts”

C. Accounting Standard (AS) 13, Accounting for Investments, except to the extent
it relates to accounting for investment properties.

From the date this Accounting Standard becomes recommendatory in nature, the
following Guidance Notes issued by the Institute of Chartered Accountants of India,
stand withdrawn:

D. Guidance Note on Guarantees & Counter Guarantees Given by the Companies.

E. Guidance Note on Accounting for Investments in the Financial Statements of
Mutual Funds.

F. Guidance Note on Accounting for Securitisation.

G. Guidance Note on Accounting for Equity Index and Equity Stock Futures and
Options.

The following is the text of the Accounting Standard.
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Objective

1.

The objective of this Standard is to establish principles for recognising and
measuring financial assets, financial liabilities and some contracts to buy or sell
non-financial items. Requirements for presenting information about financial
instruments are in Accounting Standard (AS) 31, Financial Instruments:
Presentation. Requirements for disclosing information about financial
instruments are in Accounting Standard (AS) 32, Financial Instruments:
Disclosures.

Scope

2.

256

This Standard should be applied by all entities to all types of financial

instruments except:

A. those interests in subsidiaries, associates and joint ventures that
are accounted for under AS 21, Consolidated Financial Statements
and Accounting for Investments in Subsidiaries in Separate
Financial Statements, AS 23, Accounting for Investments in
Associates, or AS 27, Financial Reportingyof Interests in Joint
Ventures. However, entities should apply“this Standard to an
interest in a subsidiary, associate or joint venture that according
to AS 21, AS 23 or AS 27 is accounted for_under this Standard.
Entities should also apply thispStandard to derivatives on an
interest in a subsidiary, associate or joint venture unless the
derivative meets the definition of, an equity instrument of the
entity in AS 31, Financial Instrumentss Presentation

B. rights and obligations under leases t@ which AS 19, Leases,
applies. However:
a. lease receivables recognised by a lessor are subject to the

derecognition and impairment provisions of this Standard
(see paragraphs 15-37, 64465, 69-71);

b. financellease payables recognised by a lessee are subject to
the derecagnition provisions of this Standard (see
paragraphs 43-46); and

C. derivatives that are embedded in leases are subject to the
embedded _derivatives provisions of this Standard (see
paragraphs9-13).

C. employers3rights_and obligations under employee benefit plans,
to which AS 25, Employee Benefits, applies.
D. financial instruments issued by the entity that meet the definition

of an equity instrument in AS 31, Financial Instruments:
Presentation (including options and warrants). However, the
holder of such equity instruments should apply this Standard to
those instruments, unless they meet the exception in A. above.

E. a. rights and obligations arising under an insurance contract as
defined in the Accounting Standard on Insurance Contracts, other
than an issuer % rights and obligations arising under an insurance
contract that meets the definition of a financial guarantee contract
in paragraph 8.6, or

b. a contract that is within the scope of Accounting Standard on
Insurance Contracts because it contains a discretionary
participation feature. However, this Standard applies to a

derivative that is embedded in a contract within the scope of
Accounting Standard on Insurance Contracts if the derivative is
not itself a contract within the scope of that Standard (see
paragraphs 9—13). Moreover, if an issuer of financial guarantee
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contracts has previously asserted explicitly that it regards such
contracts as insurance contracts and has used accounting
applicable to insurance contracts, the issuer may choose to apply
either this Standard or Accounting Standard on Insurance
Contracts to such financial guarantee contracts. The issuer may
make that choice contract by contract, but the choice made for
each contract is irrevocable.

F. contracts for contingent consideration in a business combination.
This exemption applies only to the acquirer.

G. contracts between an acquirer and a vendor in a business
combination to buy or sell an acquiree at a future date.

H. loan commitments other than those loan commitments described

in paragraph 3. An issuer of loan commitments should apply AS
29, Provision, Contingent Liabilities and Contingent Assets, to loan
commitments that are not within the scope of this Standard.
However, all loan commitments are subject to the derecognition
provisions of this Standard (see paragraphs 15-—46).

l. financial instruments, contracts and obligations under share-
based payment transactions, except for contraets within the scope
of paragraphs 4-6 of this Standard, to which thisiStandard applies.

J. rights to receive payments as reimbursementef expenditure, the
entity is required to make, to settiegagliability that it recognises as
a provision in accordance with AS™29, Provisions, Contingent
Liabilities and Contingent Assets, apfor which, in an earlier period,
it recognised a provision in accordance with AS 29.

The following loan commitments are within the scope of this Standard:

A. loan commitments that the entityadesignates as financial liabilities
at fair value through profitfor less.  An entity that has a past
practice of selling the assets resujlting from its loan commitments
shortly after [@kiginationgsshouldgapply this Standard to all its loan
commitmentsiin the same class.

B. loan commitments that can‘be settled net in cash or by delivering
or issuing another financial instrument. These loan commitments
are derivativesd A loanicommitment is not regarded as settled net
merely,because the loan is paid out in instalments (for example, a
mortgage, construction loan that is paid out in instalments in line
with the'progress ef construction).

C. commitments, to'provide a loan at a below-market interest rate.
Paragraph 52 E. specifies the subsequent measurement of
liabilities arising from these loan commitments.

This Standard should be applied to those contracts to buy or sell a non-
financial item that can be settled net in cash or another financial
instrument, or by exchanging financial instruments, as if the contracts
were financial instruments, with the exception of contracts that were
entered into and continue to be held for the purpose of the receipt or
delivery of a non-financial item in accordance with the entity's expected
purchase, sale or usage requirements.

There are various ways in which a contract to buy or sell a non-financial item

can be settled net in cash or another financial instrument or by exchanging

financial instruments. These include:

A. when the terms of the contract permit either party to settle it net in cash
or another financial instrument or by exchanging financial instruments;
B. when the ability to settle net in cash or another financial instrument, or by

exchanging financial instruments, is not explicit in the terms of the
contract, but the entity has a practice of settling similar contracts net in
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cash or another financial instrument or by exchanging financial
instruments (whether with the counterparty, by entering into offsetting
contracts or by selling the contract before its exercise or lapse);

C. when, for similar contracts, the entity has a practice of taking delivery of
the underlying and selling it within a short period after delivery for the
purpose of generating a profit from short-term fluctuations in price or
dealer's margin; and

D. when the non-financial item that is the subject of the contract is readily
convertible to cash.

A contract to which B. or C. applies is not entered into for the purpose of the
receipt or delivery of the non-financial item in accordance with the entity's
expected purchase, sale or usage requirements and, accordingly, is within the
scope of this Standard. Other contracts to which paragraph 4 applies are
evaluated to determine whether they were entered into and continue to be held
for the purpose of the receipt or delivery of the non-financial item in accordance
with the entity's expected purchase, sale or usage requirements and,
accordingly, whether they are within the scope of thisyStandard.

6. A written option to buy or sell a non-financial item that can be settled net in
cash or another financial instrument, or by exchanging finandal instruments, in
accordance with paragraph 5 A. or B. is within the scope of this Standard. Such
a contract cannot be entered into for the purpose of the receipt or delivery of the
non-financial item in accordance with thepentity's expected purchase, sale or
usage requirements.

Definitions

7. The terms defined in AS 31, Financial Insttuments: Presentation are used in this
Standard with the meanings specified in"paragraph 7 of AS 31. AS 31 defines
the following terms:

& financial instrument
& financial asset
& financial liability
& equity instrument
and provides guidance on applying those definitions.
8. The following termS are, used in this Standard with the meanings
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specified:

Definition offaDerivative

A derivative is a financial instrument or other contract within the scope

of this Standard “(see paragraphs 2-6) with all three of the following

characteristics:

A. its value changes in response to the change in a specified interest
rate, financial instrument price, commodity price, foreign
exchange rate, index of prices or rates, credit rating or credit
index, or other variable, provided in the case of a non-financial
variable that the variable is not specific to a party to the contract
(sometimes called the underlying?;

B. it requires no initial net investment or an initial net investment
that is smaller than would be required for other types of contracts
that would be expected to have a similar response to changes in
market factors; and

C. it is settled at a future date.
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Definitions of Four Cateqories of Financial Instruments

A financial asset or financial liability at fair value through profit or loss
is a financial asset or financial liability that meets either of the following

conditions.

A.

It is classified as held for trading. A financial asset or financial
liability is classified as held for trading if it is:

a. acquired or incurred principally for the purpose of selling or
repurchasing it in the near term; or
b. part of a portfolio of identified financial instruments that are

managed together and for which there is evidence of a
recent actual pattern of short-term profit-taking; or

C. a derivative (except for a derivative that is a financial
guarantee contract or a designated and effective hedging
instrument).

Upon initial recognition it is designated by the entity as at fair
value through profit or loss. An entity may use this designation
only when permitted by paragraph 11, or when doing so results in
more relevant information, because either
a. it eliminates or significantly reduces'a measurement or
recognition inconsistency (sometimes referred to as an
accounting mismatch? that would otherwise arise from
measuring assets or liabilitiesgor recognizing the gains and
losses on them on different bases; or
b. a group of financial assets;)financial liabilities or both is
managed and its performancelis evaluated on a fair value
basis, in accordance with a documénted risk management or
investment strategy, and imformation about the group is
provided internally om that basis to the entity3 key
management personnel (as defined in AS 18, Related Party
Disclosures), its beakrd 'ofidirectors or similar governing body
and itstchief eXxecutive officer. This would normally be
relevant in“case of a‘lventure capital organisation, mutual
fund, unit trust or similar entity whose business is investing
in financial assets with a view to profiting from their total
return in the form of interest or dividends and changes in
fainvalue.
AccountmgyStandard (AS) 32, Financial Instruments: Disclosures,
requires the entity to provide disclosures about financial assets
and financial liabilities it has desighated as at fair value through
profit or loss, including how it has satisfied these conditions. For
instruments qualifying in accordance with b. above, that
disclosure includes a narrative description of how designation as
at fair value through profit or loss is consistent with the entity 5
documented risk management or investment strategy.
Investments in equity instruments that do not have a quoted
market price in an active market, and whose fair value cannot be
reliably measured (see paragraph 51 C.), should not be designated
as at fair value through profit or loss.
It should be noted that paragraphs 53, 54, 55, which set out
requirements for determining a reliable measure of the fair value
of a financial asset or financial liability, apply equally to all items
that are measured at fair value, whether by designation or
otherwise, or whose fair value is disclosed.

259



260

Feedback : ishan_padia@yahoo.co.in
Held-to-maturity investments are non-derivative financial assets with
fixed or determinable payments and fixed maturity that an entity has
the positive intention and ability to hold to maturity other than:

A. those that the entity upon initial recognition designates as at fair
value through profit or loss;

B. those that meet the definition of loans and receivables; and

C. those that the entity designhates as available for sale.

An entity should not classify any financial assets as held to maturity if
the entity has, during the current financial year or during the two
preceding financial years, sold or reclassified more than an insignificant
amount of held-to-maturity investments before maturity (more than
insignificant in relation to the total amount of held-to maturity
investments) other than sales or reclassifications that:
a. are so close to maturity or the financial asset's call date (for
example, less than three months before maturity) that
changes in the market rate of interest would not have a
significant effect on the financial asset s fair value; or
b. occur after the entity has collected “substantially all of the
financial asset's original principal “through scheduled
payments or prepayments; or
C. are attributable to an isolated event_that is beyond the
entity 3 control, is non-recurring’and could not have been
reasonably anticipated by the entity.

Loans and receivables are non-derivative financial assets with fixed or
determinable payments that are not quoted in an active market, other
than:

A. those that the entity intends§ to“sell immediately or in the near
term, which should be classified as held for trading, and those that
the entity upon initialgrecognition designates as at fair value
through profit.orloss;

B. those that the “entity upagn initial recognition designates as
available for sale; or
C. those for which'the holder may not recover substantially all of its

initial Jinvestmenty other than because of credit deterioration,
which'should Bbe classified as available for sale.
An interest acquired in_afpool of assets that are not loans or receivables
(for example, aniinterest in a mutual fund or a similar fund) is not a loan
or receivable.

Available-for-sale financial assets are those non-derivative financial
assets that are designated as available for sale or are not classified as A.
loans and receivables, B. held-to-maturity investments, or C. financial
assets at fair value through profit or loss.

Definition of a financial quarantee contract

A financial guarantee contract is a contract that requires the issuer to
make specified payments to reimburse the holder for a loss it incurs
because a specified debtor fails to make payment when due in
accordance with the original or modified terms of a debt instrument.

Definitions Relating to Recognition and Measurement

The amortised cost of a financial asset or financial liability is the amount
at which the financial asset or financial liability is measured at initial

recognition minus principal repayments, plus or minus the cumulative
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amortisation using the effective interest method of any difference
between that initial amount and the maturity amount, and minus any
reduction (directly or through the use of an allowance account) for
impairment or uncollectibility.

The effective interest method is a method of calculating the amortised
cost of a financial asset or a financial liability (or group of financial
assets or financial liabilities) and of allocating the interest income or
interest expense over the relevant period.

The effective interest rate is the rate that exactly discounts estimated
future cash payments or receipts through the expected life of the
financial instrument or, when appropriate, a shorter period to the net
carrying amount of the financial asset or financial liability.

Derecognition is the removal of a previously recognised financial asset
or financial liability from an entity 3 balance sheet.

Fair value is the amount for which an asset couldibe exchanged, or a
liability settled, between knowledgeable, willing pakties in an arm3
length transaction.

A reqular way purchase or sale is a purchase or sale of a financial asset
under a contract whose terms require ‘delivery of the asset within the
time frame established generally by regulation or convention in the
marketplace concerned.

Transaction costs are incremental £osts that are directly attributable to
the acquisition, issue or disposal of a financial asset or financial liability.
An incremental costyis one _that would not have been incurred if the
entity had not acquired, issued or disposed of the financial instrument.

Definitions Relating to Hedge Accounting

A firm commitmentfis a Binding agreement for the exchange of a
specified [guantity of resources at a specified price on a specified future
date or dates.

A forecast transaction is an uncommitted but anticipated future
transaction.

Functional currency is the currency of the primary economic
environment in which the entity operates.

A hedqging instrument is A. a designated derivative or B. for a hedge of
the risk of changes in foreign currency exchange rates only, a
designated non-derivative financial asset or non-derivative financial
liability whose fair value or cash flows are expected to offset changes in
the fair value or cash flows of a designated hedged item (paragraphs
81-86).

A hedged item is an asset, liability, firm commitment, highly probable
forecast transaction or net investment in a foreign operation that A.
exposes the entity to risk of changes in fair value or future cash flows
and B. is designhated as being hedged (paragraphs 87-94).
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Hedqge effectiveness is the degree to which changes in the fair value or
cash flows of the hedged item that are attributable to a hedged risk are
offset by changes in the fair value or cash flows of the hedging
instrument.

Embedded Derivatives

9.

10.

11.

12.

13.

262

An embedded derivative is a component of a hybrid (combined) instrument that
also includes a non-derivative host contract—with the effect that some of the
cash flows of the combined instrument vary in a way similar to a stand-alone
derivative. An embedded derivative causes some or all of the cash flows that
otherwise would be required by the contract to be modified according to a
specified interest rate, financial instrument price, commodity price, foreign
exchange rate, index of prices or rates, credit rating or credit index, or other
variable, provided in the case of a non-financial variable that the variable is not
specific to a party to the contract. A derivative that is attached to a financial
instrument but is contractually transferable independently of that instrument, or
has a different counterparty from that instrument, is not an embedded
derivative, but a separate financial instrument.
An embedded derivative should be separated from the host contract and
accounted for as a derivative under this Standard if, and,only if:
A. the economic characteristics and risks of the'embedded derivative
are not closely related to the economic characteristics and risks of
the host contract;

B. a separate instrument with the same terms as the embedded
derivative would meet the definition ofa derivative; and
C. the hybrid (combined) instrument is Nnot measured at fair value

with changes in fair value recognised in the statement of profit
and loss (i.e., a derivative that is embedded in a financial asset or
financial liability at fair value fthrough profit or loss is not
separated).
If an embedded derivative 'i1s separated, the host contract should be
accounted for under this Standard if it is a financial instrument, and in
accordance with other appropriate Standards if it is not a financial
instrumenty, This $tandardidoes not address whether an embedded
derivative should begpresented separately on the face of the financial
statements.
Notwithstanding waragraph 10, if a contract contains one or more
embedded derivatives, an entity may designate the entire hybrid
(combined) contract as a financial asset or financial liability at fair value
through profit or loss unless:

A. the embedded derivative(s) does not significantly modify the cash
flows that otherwise would be required by the contract; or
B. it is clear with little or no analysis when a similar hybrid

(combined) instrument is first considered that separation of the
embedded derivative(s) is prohibited, such as a prepayment
option embedded in a loan that permits the holder to prepay the
loan for approximately its amortised cost.
If an entity is required by this Standard to separate an embedded
derivative from its host contract, but is unable to measure embedded
derivative separately either at acquisition or at a subsequent financial
reporting date, it should designate the entire hybrid (combined)
contract as at fair value through profit or loss.
If an entity is unable to determine reliably the fair value of an embedded
derivative on the basis of its terms and conditions (for example, because the
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embedded derivative is based on an unquoted equity instrument), the fair value
of the embedded derivative is the difference between the fair value of the hybrid
(combined) instrument and the fair value of the host contract, if those can be
determined under this Standard. If the entity is unable to determine the fair
value of the embedded derivative using this method, paragraph 12 applies and
the hybrid (combined) instrument is designated as at fair value through profit or
loss.

Recognition and Derecognition
Initial Recognition

14.

An entity should recognise a financial asset or a financial liability on its
balance sheet when, and only when, the entity becomes a party to the
contractual provisions of the instrument. (See paragraphs 38-42 with
respect to regular way purchases of financial assets.)

Derecognition of a Financial Asset

15.

Before evaluating whether, and to what exXtent, derecognition is
appropriate under paragraphs 16-22, an entity“determines whether
those paragraphs should be applied to a part of a financial asset (or a

part of a group of similar financial assets) or a financial asset (or a

group of similar financial assets) in itsyentiretyyas follows.

A. Paragraphs 16-22 are applied to a part of a financial asset (or a
part of a group of similar financiahassets) if, and only if, the part
being considered for derecognitionhmeets one of the following
three conditions.

a. The part comprises onlygspecifically identified cash flows
from a financial asset (@r a‘group of similar financial assets).
For example, when an entity enters into an interest rate
strip whereby the_counterparty obtains the right to the
interest cash flows, but“not the principal cash flows from a
debt instrument, paragraphs 16-22 are applied to the
interest cashflows.

b. The partgcomprises only a fully proportionate (pro rata)
share offthegeashiflows from a financial asset (or a group of
similar fimancial assets). For example, when an entity enters
into 'an arrangement whereby the counterparty obtains the
rights to a 90 per cent share of all cash flows of a debt
instrument, paragraphs 16-22 are applied to 90 per cent of
those cash flows. If there is more than one counterparty,
each counterparty is not required to have a proportionate
share of the cash flows provided that the transferring entity
has a fully proportionate share.

C. The part comprises only a fully proportionate (pro rata)
share of specifically identified cash flows from a financial
asset (or a group of similar financial assets). For example,
when an entity enters into an arrangement whereby the
counterparty obtains the rights to a 90 per cent share of
interest cash flows from a financial asset, paragraphs 16- 22
are applied to 90 per cent of those interest cash flows. If
there is more than one counterparty, each counterparty is
not required to have a proportionate share of the specifically
identified cash flows provided that the transferring entity
has a fully proportionate share.
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B. In all other cases, paragraphs 16-22 are applied to the financial
asset in its entirety (or to the group of similar financial assets in
their entirety). For example, when an entity transfers a. the rights
to the first or the last 90 per cent of cash collections from a
financial asset (or a group of financial assets), or b. the rights to
90 per cent of the cash flows from a group of receivables, but
provides a guarantee to compensate the buyer for any credit
losses up to 8 per cent of the principal amount of the receivables,
paragraphs 16-22 are applied to the financial asset (or a group of
similar financial assets) in its entirety. In paragraphs 16-26, the
term Tinancial asset ”refers to either a part of a financial asset (or
a part of a group of similar financial assets) as identified in A.
above or, otherwise, a financial asset (or a group of similar
financial assets) in its entirety.
An entity should derecognise a financial asset when, and only when:

A. the contractual rights to the cash flows from the financial asset
expire; or
B. it transfers the financial asset as set out'iA paragraphs 17 and 18

and the transfer qualifies for derecognitionin accordance with
paragraph 19. (See paragraphs 38-42 for regular way sales of
financial assets.)

An entity transfers a financial asset if;Jjandgonly if, it either:

A. transfers the contractual rights to receive the cash flows of the
financial asset; or
B. retains the contractual rights to reeceive the cash flows of the

financial asset, but assumes a contractual obligation to pay the
cash flows to one or more recipiénts in/an arrangement that meets
the conditions in paragraph 18.

When an entity retains the contractual rights to receive the cash flows

of a financial asset)(the %original asset?, but assumes a contractual

obligation to pay those,cash flows to"one or more entities (the ®ventual
recipients?, the entity treats the transaction as a transfer of a financial
asset if, and only if, all ofithe following three conditions are met.

A. Thegentity hasf no obligation to pay amounts to the eventual
recipients unless4t collects equivalent amounts from the original
asset. Short~term advances by the entity to the eventual
recipients with the’ right of full recovery of the amount lent plus
accrued interest/at market rates do not violate this condition.

B. The entity is‘prohibited by the terms of the transfer contract from
selling or pledging the original asset other than as security to the
eventual recipients for the obligation to pay them cash flows.

C. The entity has an obligation to remit any cash flows it collects on
behalf of the eventual recipients without material delay. In
addition, the entity is not entitled to reinvest such cash flows,
except for investments in cash or cash equivalents (as defined in
AS 3, Cash Flow Statements) during the short settlement period
from the collection date to the date of required remittance to the
eventual recipients, and interest earned on such investments is
passed to the eventual recipients.

When an entity transfers a financial asset (see paragraph 17), it should

evaluate the extent to which it retains the risks and rewards of

ownership of the financial asset. In this case:

A. if the entity transfers substantially all the risks and rewards of
ownership of the financial asset, the entity should derecognise the



20.

21.

22.

23.

Feedback : ishan_padia@yahoo.co.in
financial asset and recognise separately as assets or liabilities any
rights and obligations created or retained in the transfer.

B. if the entity retains substantially all the risks and rewards of
ownership of the financial asset, the entity should continue to
recognise the financial asset.

C. if the entity neither transfers nor retains substantially all the risks
and rewards of ownership of the financial asset, the entity should
determine whether it has retained control of the financial asset.
In this case:

a. if the entity has not retained control, it should derecognise
the financial asset and recognise separately as assets or
liabilities any rights and obligations created or retained in
the transfer.

b. if the entity has retained control, it should continue to
recognise the financial asset to the extent of its continuing
involvement in the financial asset (see paragraph 30).

The transfer of risks and rewards (see paragraph 19)is evaluated by comparing
the entity 3 exposure, before and after the transfer,“with the variability in the
amounts and timing of the net cash flows of the transferred asset. An entity has
retained substantially all the risks and rewards of ownership,of a financial asset
if its exposure to the variability in the present value of thesfuture net cash flows
from the financial asset does not change Significantly as a result of the transfer
(e.g., because the entity has sold a financial“asset subject to an agreement to
buy it back at a fixed price or the sale priceyplus a lender's return). An entity
has transferred substantially all the risks and rewards of ownership of a financial
asset if its exposure to such variability is no longer significant in relation to the
total variability in the present value of theé futuresnet cash flows associated with
the financial asset (e.g., because thefentity has sold a financial asset subject
only to an option to buy it back at its/fair value at the time of repurchase or has
transferred a fully proportionate share ofgthe cash flows from a larger financial
asset in an arrangement, such as a loan sub-participation, that meets the
conditions in paragraph 18)
Often it will be obvious“whether the entity has transferred or retained
substantially. all risks and rewards of ownership and there will be no need to
perform any eomputationss# In other cases, it will be necessary to compute and
compare the entity's exposure to the variability in the present value of the future
net cash flows befere and after the transfer. The computation and comparison is
made using as the discount rate an appropriate current market interest rate. All
reasonably possible“variability in net cash flows is considered, with greater
weight being given to those outcomes that are more likely to occur.
Whether the entity has retained control (see paragraph 19 C.) of the transferred
asset depends on the transferee 3 ability to sell the asset. If the transferee has
the practical ability to sell the asset in its entirety to an unrelated party and is
able to exercise that ability unilaterally and without needing to impose additional
restrictions on the transfer, the entity has not retained control. In all other
cases, the entity has retained control.

In consolidated financial statements, paragraphs 1522 are applied at a

consolidated level. Hence, an entity first consolidates all subsidiaries in

accordance with AS 21 and then applies paragraphs 1522 to the resulting

group.

Transfers that Qualify for Derecognition (see paragraph 19 A. and C. a.)

24.

If an entity transfers a financial asset in a transfer that qualifies for
derecognition in its entirety and retains the right to service the financial
asset for a fee, it should recognise either a servicing asset or a servicing
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liability for that servicing contract. If the fee to be received is not
expected to compensate the entity adequately for performing the
servicing, a servicing liability for the servicing obligation should be
recognised at its fair value. If the fee to be received is expected to be
more than adequate compensation for the servicing, a servicing asset
should be recognised for the servicing right at an amount determined on
the basis of an allocation of the carrying amount of the larger financial
asset in accordance with paragraph 27.

If, as a result of a transfer, a financial asset is derecognised in its
entirety but the transfer results in the entity obtaining a new financial
asset or assuming a new financial liability, or a servicing liability, the
entity should recognise the new financial asset, financial liability or
servicing liability at fair value.
On derecognition of a financial asset in its entirety, the difference
between:
A. the carrying amount and
B. the sum of a. the consideration received|(including any new asset
obtained less any new liability assumed)“and b. any cumulative
gain or loss that had been recognised directly in an equity
account, say, Investment Revaluation Reserve Account (see
paragraph 61 B.)
should be recognised in the statementiofgprofit and loss.
If the transferred asset is part of a larger financial asset (e.g., when an
entity transfers interest cash flows thathare part of a debt instrument,
see paragraph 15 A.) and the part transferred qualifies for derecognition
in its entirety, the previous carrying amount of the larger financial asset
should be allocated between the part that continues to be recognised
and the part that is derecognisedf/ based on the relative fair values of
those parts on the date of the transfer. For this purpose, a retained
servicing asset should be treatedpaS a part that continues to be
recoghised. The difference between:
A. the carrying amount allocated to the part derecognised and
B. the sum of a. the consideration received for the part derecognised
(including any mew asset obtained less any new liability assumed)
and baany cumulative ‘gain or loss allocated to it that had been
recognised diréctly in the equity account (see paragraph 61 B.)
should be recaghnised ingthe statement of profit and loss. A cumulative
gain or loss that had been recognised in the equity account is allocated
between the part“that continues to be recognised and the part that is
derecognised, based on the relative fair values of those parts.
When an entity allocates the previous carrying amount of a larger financial asset
between the part that continues to be recognised and the part that is
derecognised, the fair value of the part that continues to be recognised needs to
be determined. When the entity has a history of selling parts similar to the part
that continues to be recognised or other market transactions exist for such
parts, recent prices of actual transactions provide the best estimate of its fair
value. When there are no price quotes or recent market transactions to support
the fair value of the part that continues to be recognised, the best estimate of
the fair value is the difference between the fair value of the larger financial asset
as a whole and the consideration received from the transferee for the part that is
derecognised.

Transfers that Do Not Qualify for Derecognition (see paragraph 19 B.)

29.
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If a transfer does not result in derecognition because the entity has
retained substantially all the risks and rewards of ownership of the
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transferred asset, the entity should continue to recognise the
transferred asset in its entirety and should recognise a financial liability
for the consideration received. In subsequent periods, the entity should
recognise any income on the transferred asset and any expense incurred
on the financial liability.

Continuing Involvement in Transferred Assets (see paragraph 19 C. b.)

30.

31.

32.

33.

34.

IT an entity neither transfers nor retains substantially all the risks and
rewards of ownership of a transferred asset, but retains control of the
transferred asset, the entity continues to recognise the transferred
asset to the extent of its continuing involvement. The extent of the
entity 3 continuing involvement in the transferred asset is the extent to
which it is exposed to changes in the value of the transferred asset. For
example:

A. when the entity3 continuing involvement takes the form of
guaranteeing the transferred asset, the extent of the entity3
continuing involvement is the lower of a.sthe carrying amount of
the asset and b. the maximum amount of the consideration
received that the entity could be required to repay ( the guarantee
amount?.

B. when the entity 3 continuing_involvement takes the form of a
written or purchased option (or both)'on the transferred asset, the
extent of the entity 5 continuingiinvolvement is the amount of the
transferred asset that the entity“may repurchase. However, in
case of a written put option on an asset that is measured at fair
value, the extent of the entity 3,continuing involvement is limited
to the lower of the fair valug ofythef transferred asset and the
option exercise price.

C. when the entity3 continuing involvement takes the form of a
cash-settled option or_similar provision on the transferred asset,
the extent of“the, entitys continuing involvement is measured in
the same way as that whichiresults from non-cash settled options
as set out in B. above:

When anfentity continues to recognise an asset to the extent of its

continuing Involvement, the entity also recognises an associated

liability. Despite the other measurement requirements in this Standard,

the transferred asset and the associated liability are measured on a

basis that reflects, the rights and obligations that the entity has

retained. The assoc€lated liability is measured in such a way that the net
carrying amount of the transferred asset and the associated liability is:

A. the amortised cost of the rights and obligations retained by the
entity, if the transferred asset is measured at amortised cost; or
B. equal to the fair value of the rights and obligations retained by the

entity when measured on a stand-alone basis, if the transferred
asset is measured at fair value.
The entity should continue to recognise any income arising on the
transferred asset to the extent of its continuing involvement and should
recognise any expense incurred on the associated liability.
For the purpose of subsequent measurement, recognised changes in the
fair value of the transferred asset and the associated liability are
accounted for consistently with each other in accordance with
paragraph 61, and should not be offset.
If an entity 3 continuing involvement is in only a part of a financial asset
(e.g., when an entity retains an option to repurchase part of a
transferred asset, or retains a residual interest that does not result in
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the retention of substantially all the risks and rewards of ownership and
the entity retains control), the entity allocates the previous carrying
amount of the financial asset between the part it continues to recognise
under continuing involvement, and the part it no longer recognises on
the basis of the relative fair values of those parts on the date of the
transfer. For this purpose, the requirements of paragraph 28 apply. The
difference between:

A. the carrying amount allocated to the part that is no longer
recognised; and
B. the sum of a. the consideration received for the part no longer

recoghised and b. any cumulative gain or loss allocated to it that
had been recognised directly in the appropriate equity account
(see paragraph 61 B.)
should be recognised in the statement of profit and loss. A cumulative
gain or loss that had been recognised in the equity account is allocated
between the part that continues to be recognised and the part that is no
longer recognised on the basis of the relative faik values of those parts.
If the transferred asset is measured at amortised<eost, the option in this
Standard to designate a financial liability as at fair valuetthrough profit or loss is
not applicable to the associated liability.

All Transfers

36.

37.

If a transferred asset continues to be recognised, the asset and the
associated liability should not be offset.< Similarly, the entity should not
offset any income arising from the transferred asset with any expense
incurred on the associated liability (see AS'31, Financial Instruments:
Presentation, paragraph 72).
If a transferor provides non-cash collateral (such as debt or equity
instruments) to the transferee, the accounting for the collateral by the
transferor and the trkansfereegpdepends on whether the transferee has
the right to sell or repledge the collateral and on whether the transferor
has defaulted. The transferor and transferee should account for the
collateral as follows:

A. If the transfer@e has the right by contract or custom to sell or
repledge the collateral,” then the transferor should reclassify that
asset m its balance)sheet (e.g., as a loaned asset, pledged equity
instruments, or grepurchase receivable) separately from other
assets.

B. If the transferee sells collateral pledged to it, it should recognise
the proceeds from the sale and a liability measured at fair value
for its obligation to return the collateral.

C. If the transferor defaults under the terms of the contract and is no
longer entitled to redeem the collateral, it should derecognise the
collateral, and the transferee should recognise the collateral as its
asset initially measured at fair value or, if it has already sold the
collateral, derecognise its obligation to return the collateral.

D. Except as provided in C., the transferor should continue to carry
the collateral as its asset, and the transferee should not recognise
the collateral as an asset.

Reqgular Way Purchase or Sale of a Financial Asset

38.
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A regular way purchase or sale of financial assets should be recognised
and derecognised using trade date accounting or settlement date
accounting.
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A regular way purchase or sale of financial assets is recognised using either
trade date accounting or settlement date accounting as described in paragraphs
41 and 42. The method used is applied consistently for all purchases and sales
of financial assets that belong to the same category of financial assets defined in
paragraphs 8. For this purpose, assets that are held for trading form a separate
category from assets designated at fair value through profit or loss.
A contract that requires or permits net settlement of the change in the value of
the contract is not a regular way contract. Instead, such a contract is accounted
for as a derivative in the period between the trade date and the settlement date.
The trade date is the date that an entity commits itself to purchase or sell an
asset. Trade date accounting refers to A. the recognition of an asset to be
received and the liability to pay for it on the trade date, and B. derecognition of
an asset that is sold, recognition of any gain or loss on disposal and the
recognition of a receivable from the buyer for payment on the trade date.
Generally, interest does not start to accrue on the asset and corresponding
liability until the settlement date when title passes.
The settlement date is the date on which an asset is @elivered to or by an entity.
Settlement date accounting refers to A. the recognitionef an asset on the day it
is received by the entity, and B. the derecognition of an"asset and recognition of
any gain or loss on disposal on the day that it is delivered'by the entity. When
settlement date accounting is applied, an entity accounts er any change in the
fair value of the asset to be received duringgthesperiod between the trade date
and the settlement date in the same way as it"accounts for the acquired asset.
In other words, the change in value is not reeognised for assets carried at cost
or amortised cost; it is recognised in the statement of profit and loss for assets
classified as financial assets at fair value threugh profit or loss; and it is
recognised in the appropriate equity acca@nt,for assets classified as available for
sale.

Derecognition of a Finanecial Liability

43.

44.

45,

46.

An entity should remove a fimancial liability (or a part of a financial
liability) from its balance sheet when, and only when, it is
extinguished—i.e., when“the obligation specified in the contract is
discharge@,or cancelled or expires.

An exchange between an "existing borrower and lender of debt
instruments'with substantially different terms should be accounted for
as an extinguishments of the original financial liability and the
recognition of "a ynew financial liability. Similarly, a substantial
modification of the terms of an existing financial liability or a part of it
(whether or not attributable to the financial difficulty of the debtor)
should be accounted for as an extinguishment of the original financial
liability and the recognition of a new financial liability.

The difference between the carrying amount of a financial liability (or
part of a financial liability) extinguished or transferred to another party
and the consideration paid, including any non-cash assets transferred or
liabilities assumed, should be recognised in the statement of profit and
loss.

If an entity repurchases a part of a financial liability, the entity allocates the
previous carrying amount of the financial liability between the part that
continues to be recognised and the part that is derecognised based on the
relative fair values of those parts on the date of the repurchase. The difference
between A. the carrying amount allocated to the part derecognized and B. the
consideration paid, including any non-cash assets transferred or liabilities
assumed, for the part derecognised is recognised in the statement of profit and
loss.
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Measurement
Initial Measurement of Financial Assets and Financial Liabilities

47.

48.

49.

When a financial asset or financial liability is recognised initially, an
entity should measure it as follows:

A. A financial asset or financial liability at fair value through profit or
loss should be measured at fair value on the date of acquisition or
issue.

B. Short-term receivables and payables with no stated interest rate

should be measured at original invoice amount if the effect of
discounting is immaterial.

C. Other financial assets or financial liabilities should be measured at
fair value plus/ minus transaction costs that are directly
attributable to the acquisition or issue of the financial asset or
financial liability.

When an entity uses settlement date accounting for an asset that is

subsequently measured at cost or amortised cost, the asset is recognised initially

at its fair value on the trade date (see paragraphs 38=42).

Often it will be obvious whether the effect of disceunting of short-term

receivables and payables would be material or immaterial*and there would be no

need to make detailed calculations. In other cases, it will be mecessary to make
detailed calculations.

Subsequent Measurement of Financial Assets

50.

51.
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For the purpose of measuring a financial asset after initial recognition, this
Standard classifies financial assets into the following four Categories defined in
paragraph 8:

A. financial assets at fair value through profit or loss;
B. held-to-maturity investments;

C. loans and receiwables; and

D. available-for-sale financial asseéets:

These categories apply to measurement and profit or loss recognition under this
Standard. The entity may use other' descriptors for these categories or other
categorisations when gresenting information on the face of the financial
statements. Wl he entity sheuld disclose in the notes the information required by

AS 32 on Rinaneial Instrments: Disclosures.

After initial reeognitiony an entity should measure financial assets,

including derivatives that are assets, at their fair values, without any

deduction for transaction costs it may incur on sale or other disposal,
except for the following financial assets:

A. loans and receivables as defined in paragraph 8.4, which should
be measured at amortised cost using the effective interest
method. However, short-term receivables with no stated interest
rate should not be measured at amortised cost if the effect of
discounting is immaterial. Such short-term receivables should be
measured at the original invoice amount;

B. held-to-maturity investments as defined in paragraph 8.3, which
should be measured at amortised cost using the effective interest
method; and

C. investments in equity instruments that do not have a quoted
market price in an active market and whose fair value can not be
reliably measured and derivatives that are linked to and must be
settled by delivery of such unquoted equity instruments, which
should be measured at cost.
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Financial assets that are desighated as hedged items are subject to
measurement under the hedge accounting requirements in paragraphs
99-113. All financial assets except those measured at fair value through
profit or loss are subject to review for impairment in accordance with
paragraphs 64-79.

Subsequent Measurement of Financial Liabilities

52.

After initial recognition, an entity should measure all financial liabilities

at amortised cost using the effective interest method, except for:

A. financial liabilities at fair value through profit or loss. Such
liabilities, including derivatives that are liabilities, should be
measured at fair value other than a derivative liability that is
linked to and must be settled by delivery of an unquoted equity
instrument whose fair value cannot be reliably measured, which
should be measured at cost.

B. financial liabilities that arise when a transfer of a financial asset
does not qualify for derecognition ar)when the continuing
involvement approach applies. Paragraphs'29 and 31 apply to the
measurement of such financial liabilities.

C. short-term payables with no stated interest)rate should be
measured at the original jinvoice amountglif  the effect of
discounting is immaterial.

D. financial guarantee contracts as defined in paragraph 8.6. After
initial recognition, an issuer of such a contract should (unless
paragraph 52 A. or D. applies) measure it at the higher of:

a. the amount determined in accordance with AS 29; and
b. the amount initially recognised (see paragraphs 47-49) less,
when appropriate, cumulative amortisation recognised, if
any.
E. commitments te providepa, loanfat a below-market interest rate.

After initial recognition;“an issuer of such a commitment should
(unless paragraph 52 'A. applies) measure it at the higher of:

a. the amount determined in accordance with AS 29; and

b. the amount initially recognised (see paragraphs 47-49) less,
Wwhen appropriate, cumulative amortisation recognised, if
any.

Financiall liabilities that are designated as hedged items are
subject to“the hedge accounting requirements in paragraphs 99-
113.

Fair Value Measurement Considerations

53.

54.

In determining the fair value of a financial asset or a financial liability
for the purpose of applying this Standard, AS 31, Financial Instruments:
Presentation or AS 32 on Financial Instruments: Disclosures.

The best evidence of fair value is quoted prices in an active market. If the
market for a financial instrument is not active, an entity establishes fair vale by
using a valuation technique. The objective of using a valuation technique is to
establish what the transaction price would have been on the measurement date
in an arm3 length exchange motivated by normal business considerations.
Valuation techniques include using recent arm3 length market transactions
between knowledgeable, willing parties, if available, reference to the current fair
value of another instrument that is substantially the same, discounted cash flow
analysis and option pricing models. If there is a valuation technique commonly
used by market participants to price the instrument and that technique has been
demonstrated to provide reliable estimates of prices obtained in actual market
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transactions, the entity uses that technique. The chosen valuation technigque
makes maximum use of market inputs and relies as little as possible on entity
specific inputs. It incorporates all factors that market participants would
consider in setting a price and is consistent with accepted economic
methodologies for pricing financial instruments. Periodically, an entity calibrates
the valuation technique and tests it for validity using prices from any observable
current market transactions in the same instrument (i.e., without modification or
repackaging) or based on any available observable market data.

The fair value of a financial liability with a demand feature (e.g., a demand
deposit) is not less than the amount payable on demand, discounted from the
first date that the amount could be required to be paid.

Reclassifications

56.

57.

58.

59.

60.
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An entity should not reclassify a financial instrument into or out of the
fair value through profit or loss category while it is held or issued.

If, as a result of a change in intention or_ability, it is no longer
appropriate to classify an investment as held|{te. maturity, it should be
reclassified as available for sale and remeasuredat fair value, and the
difference between its carrying amount and fair, value should be
accounted for in accordance with paragraph 61 B..

Whenever sales or reclassification of more than_anginsignificant amount
of held to maturity investments do| notimeet any of the conditions in
paragraph 8, any remaining held toumaturity investments should be
reclassified as available for sale. On suchareclassification, the difference
between their carrying amount and fair value should be accounted for in
accordance with paragraph 61B...

If a reliable measure becomes availablexfor a financial asset or financial
liability for which such a measure swwas previously not available, and the
asset or liability is_required to bge, measured at fair value if a reliable
measure is available (see paragraphsi5l C. and 52), the asset or liability
should be remeasured, at [fairvalue, and the difference between its
carrying amount and fair value should be accounted for in accordance
with paragraph 61.

If,

A. as a result of a change in intention or ability; or

B. in the rare circumstance that a reliable measure of fair value is no
longer available (sée paragraphs 51 C. and 52); or

C. the two preceding financial years "referred to in paragraph 8 have
passed,

it becomes appropriate to carry a financial asset or financial liability at
cost or amortised cost rather than at fair value, the fair value carrying
amount of the financial asset or the financial liability on that date
becomes its new cost or amortised cost, as applicable. Any previous
gain or loss on that asset that has been recognised directly in the
appropriate equity account in accordance with paragraph 61 D. should
be accounted for as follows:

A. In the case of a financial asset with a fixed maturity, the gain or
loss should be amortised to the statement of profit and loss over
the remaining life of the held to maturity investment using the
effective interest method. Any difference between the new
amortised cost and maturity amount should also be amortised
over the remaining life of the financial asset using the effective
interest method, similar to the amortisation of a premium and a
discount. If the financial asset is subsequently impaired, any gain
or loss that has been recognised directly in the appropriate equity
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account is recognised in the statement of profit and loss in
accordance with paragraph 76.

B. In the case of a financial asset that does not have a fixed maturity,
the gain or loss should remain in the appropriate equity account
until the financial asset is sold or otherwise disposed of, when it
should be recognised in the statement profit and loss. If the
financial asset is subsequently impaired any previous gain or loss
that has been recognised directly in the appropriate equity
account is recognised in the statement of profit and loss in
accordance with paragraph 76.

Gains and Losses

61.

62.

63.

A gain or loss arising from a change in the fair value of a financial asset
or financial liability that is not part of a hedging relationship (see
paragraphs 99-113), should be recognised, as follows.

A. A gain or loss on a financial asset or financial liability classified as
at fair value through profit or loss should be recognised in the
statement of profit and loss.

B. A gain or loss on an available-for-sale financial asset should be
recognised directly in an appropriate equity account, say,
Investment Revaluation Reserve Account, exeept for impairment
losses (see paragraphs 76-79) andiforeign exchange gains and
losses, until the financial asset Is derecognised, at which time the
cumulative gain or loss previouslyrecognised in the appropriate
equity account should be recognisediin the statement of profit and
loss. However, interest calculated using the effective interest
method (see paragraph 8) is recognised tn the statement of profit
and loss. Dividends on an ayailable-forsale equity instrument are
recognised in_the statement,of profit and loss when the entity's
right to receive payment, 1S JeStablished (see AS 9, Revenue
Recognition).

For financial assets andj)financial liabilities carried at amortised cost

(see paragraphs 51 and 52), a gain or loss is recognised in the

statementiof profit and loss'when the financial asset or financial liability

is derecognised on impaired, and through the amortisation process.

However," for financial assets or financial liabilities that are hedged

items (see paragraphs,87- 94) the accounting for the gain or loss should

follow paragraphs 99-113.

If an entity recognises financial assets using settlement date accounting

(see paragraphs 38-42), any change in the fair value of the asset to be

received during the period between the trade date and the settlement

date is not recognised for assets carried at cost or amortised cost (other
than impairment losses). For assets carried at fair value, however, the
change in fair value should be recognised in the statement of profit and
loss or in the appropriate equity account, as appropriate under
paragraph 61.

Impairment and Uncollectibility of Financial Assets

64.

An entity should assess at each balance sheet date whether there is any
objective evidence that a financial asset or group of financial assets is
impaired. If any such evidence exists, the entity should apply
paragraph 69 (for financial assets carried at amortised cost), paragraph
72-74 (for short-term receivables with no stated interest rate carried at
original invoice amount), paragraph 75 (for financial assets carried at
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cost) or paragraph 76 (for available-for-sale financial assets) to
determine the amount of any impairment loss.
A financial asset or a group of financial assets is impaired and impairment losses
are incurred if, and only if, there is objective evidence of impairment as a result
of one or more events that occurred after the initial recognition of the asset (a
foss event’) and that loss event (or events) has an impact on the estimated
future cash flows of the financial asset or group of financial assets that can be
reliably estimated. It may not be possible to identify a single, discrete event
that caused the impairment. Rather the combined effect of several events may
have caused the impairment. Losses expected as a result of future events, no
matter how likely, are not recognised. Objective evidence that a financial asset
or group of assets is impaired includes observable data that comes to the
attention of the holder of the asset about the following loss events:

A. significant financial difficulty of the issuer or obligor;

B. a breach of contract, such as a default or delinquency in interest or
principal payments;

C. the lender, for economic or legal reasons| relating to the borrower3

financial difficulty, granting to the borrower a €oncession that the lender
would not otherwise consider;

D. it becoming probable that the borrower will enter<bankruptcy or other
financial reorganisation;

E. an active market no longer existSmforgthat financial asset because of
financial difficulties; or

F. observable data indicating that therejis a measurable decrease in the

estimated future cash flows from a group of financial assets since the
initial recognition of those assets, althoughwthe decrease cannot yet be
identified with the individual finangiahassets th the group, including:
a. adverse changes in the payment status of borrowers in the group
(e.g., an increased numper of /delayed payments or an increased
number Ofcredit cardsborrowers who have reached their credit limit
and are paying thé minimum monthly amount); or
b. national or lecal economic conditions that correlate with defaults on
the assets in the group (e.g., an increase in the unemployment rate
in the geog@raphical area of the borrowers, a decrease in property
prices for martgages in the relevant area, a decrease in oil prices
foryloaniassets to oil producers, or adverse changes in industry
conditions thatfaffect the borrowers in the group).
In case an active ymarket no longer exists because an entity3 financial
instruments have ceased to be publicly traded is not evidence of impairment. A
downgrade of an entity's credit rating is not, by itself, evidence of impairment,
although it may be evidence of impairment when considered with other available
information. A decline in the fair value of a financial asset below its cost or
amortised cost is not necessarily evidence of impairment (for example, a decline
in the fair value of an investment in a debt instrument that results from an
increase in the risk-free interest rate).
In addition to the types of events in paragraph 65, objective evidence of
impairment for an investment in an equity instrument includes information about
significant changes with an adverse effect that have taken place in the
technological, market, economic or legal environment in which the issuer
operates, and indicates that the cost of the investment in the equity instrunent
may not be recovered. A significant or prolonged decline in the fair value of an
investment in an equity instrument below its cost is also objective evidence of
impairment.
In some cases the observable data required to estimate the amount of an
impairment loss on a financial asset may be limited or no longer fully relevant to
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current circumstances. For example, this may be the case when a borrower is in
financial difficulties and there are few available historical data relating to similar
borrowers. In such cases, an entity uses its experienced judgement to estimate
the amount of any impairment loss. Similarly an entity uses its experienced
judgement to adjust observable data for a group of financial assets to reflect
current circumstances. The use of reasonable estimates is an essential part of
the preparation of financial statements and does not undermine their reliability.

Financial Assets Carried at Amortised Cost

69.

70.

71.

72.

73.

If there is objective evidence that an impairment loss on loans and
receivables or held to maturity investments carried at amortised cost
has been incurred, the amount of the loss is measured as the difference
between the asset s carrying amount and the present value of estimated
future cash flows (excluding future credit losses that have not been
incurred) discounted at the financial asset? original effective interest
rate (i.e., the effective interest rate computed at initial recognition).
The carrying amount of the asset should be reduced either directly or
through use of an allowance account. The amoungof the loss should be
recognised in the statement of profit and loss.

An entity first assesses whether objective evidence of)impairment exists
individually for financial assets that are individually sigaificant, and individually
or collectively for financial assets that arewnot individually. significant (see
paragraph 65). If an entity determines that no objective evidence of impairment
exists for an individually assessed financial‘asset, whether significant or not, it
includes the asset in a group of financial“assets with similar credit risk
characteristics and collectively assesses them for impairment. Assets that are
individually assessed for impairment and fer_which an impairment loss is or
continues to be recognised are notfincluded in a collective assessment of
impairment.

If, in a subsequent/period, thegamountiof the impairment loss decreases
and the decrease can be related objectively to an event occurring after
the impairment was recognised (such as an improvement in the debtor 3
credit rating), the previously recognised impairment loss should be
reversed [@ither direCtly ori by adjusting an allowance account. The
reversal should not result in' a carrying amount of the financial asset
that exceeds wvhat the) amortised cost would have been had the
impairment not been rgeognised at the date the impairment is reversed.
The amount of the,reversal should be recognised in the statement of
profit and loss. “Short-term Receivables Carried at Original Invoice
Amount

IT there is objective evidence that an impairment loss on short-term
receivables carried at original invoice amount has been incurred (i.e.,
some of the short-term receivables may not be recoverable), the
amount of the loss is measured as the difference between the
receivables “carrying amount and the undiscounted amount of estimated
future cash flows (excluding future credit losses that have not been
incurred). The carrying amount of the receivables should be reduced
either directly or through use of an allowance account. The amount of
the loss should be recognised in the statement of profit and loss.

An entity first assesses whether objective evidence of impairment exists
individually for short-term receivables that are individually significant, and
individually or collectively for short-term receivables that are not individually
significant (see paragraph 65). If an entity determines that no objective
evidence of impairment exists for an individually assessed shortterm receivable,
whether significant or not, it includes the receivable in a group of short-term

275



74.

Feedback : ishan_padia@yahoo.co.in

receivables with similar credit risk characteristics and collectively assesses them
for impairment. Short-term receivables that are individually assessed for
impairment and for which an impairment loss is or continues b be recognised
are not included in a collective assessment of impairment.
If, in a subsequent period, the amount of the impairment loss decreases
and the decrease can be related objectively to an event occurring after
the impairment was recognised (such as an improvement in the debtor 3
credit rating), the previously recognised impairment loss should be
reversed either directly or by adjusting the allowance account. The
reversal should not result in a carrying amount of the short-term
receivable that exceeds what the amount would have been had the
impairment not been recognised at the date the impairment is reversed.
The amount of the reversal should be recognised in the statement of
profit and loss.

Financial Assets Carried at Cost

75.

If there is objective evidence that an impairment loss has been incurred
on an unquoted equity instrument that is not carried at fair value
because its fair value cannot be reliably measuredj)or on a derivative
asset that is linked to and must be settled by delivery of such an
unquoted equity instrument, the amount of thegimpairment loss is
measured as the difference betweenithe carrying ‘amount of the
financial asset and the present value of“estimated future cash flows
discounted at the current market rate 'of, return for a similar financial
asset (see paragraph 51 C.). The amount of the loss should be
recognised in the statement of profit and loss.. Such impairment losses
should not be reversed.

Available-for-Sale Financial Assets

76.

77.

78.

79.
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When a decline in the fair value,of an available-for-sale financial asset
has been recognised directly'inthe appropriate equity account and there
is objective evidence thatythe asset is impaired (see paragraph 65), the
cumulative loss that had Been recognised directly in the equity account
should besremovedf{ from the equity account and recognised in the
statement of) profit amd loss even though the financial asset has not
been derecognised.

The amount of the cumulative loss that is removed from the equity
account and recognised in the statement of profit and loss under
paragraph 76 should be the difference between the acquisition cost (nhet
of any principal repayment and amortisation) and current fair value, less
any impairment loss on that financial asset previously recognised in the
statement of profit and loss.

Impairment losses recognised in the statement of profit and loss for an
investment in an equity instrument classified as available for sale
should not be reversed through the statement of profit and loss. This is
because in case of equity instruments classified as available for sale,
reversals of impairment losses cannot be distinguished from other
increases in fair value.

If, in a subsequent period, the fair value of a debt instrument classified
as available for sale increases and the increase can be objectively
related to an event occurring after the impairment loss was recognised
in the statement of profit and loss, the impairment loss should be
reversed, with the amount of the reversal recognised in the statement
of profit and loss.
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Hedging

80. If there is a designated hedging relationship between a hedging
instrument and a hedged item as described in paragraphs 95-98,
accounting for the gain or loss on the hedging instrument and the
hedged item should follow paragraphs 99-113.

Hedqging Instruments

Qualifying Instruments

81. This Standard does not restrict the circumstances in which a derivative may be
designated as a hedging instrument provided the conditions in paragraph 98 are
met, except for some written options. However, a non-derivative financial asset
or non-derivative financial liability may be designhated as a hedging instrument
only for a hedge of a foreign currency risk.

82. For hedge accounting purposes, only instruments that involve a party external to
the reporting entity (i.e., external to the group, segment or individual entity that
is being reported on) can be designated as hedging instruments. Although
individual entities within a consolidated group or divisiens within an entity may
enter into hedging transactions with other entities withinythe group or divisions
within the entity, any such intra-group transactions hjare eliminated on
consolidation. Therefore, such hedging transactions do notqualify for hedge
accounting in the consolidated financial Statementsgofithe group. However, they
may qualify for hedge accounting intthe individual or separate financial
statements of individual entities within the, group or in segment reporting
provided that they are external to the individual entity or segment that is being
reported on.

Designation of Hedging Instruments

83. There is normally a single fair value/ measure for a hedging instrument in its
entirety, and the fac¢ters that cause 'changes in fair value are co-dependent.
Thus, a hedging relationship isfdesignated by an entity for a hedging instrument
in its entirety. The only exeeptions permitted are:

A. separating the intrinsic,value and time value of an option contract and
designating as the hedging instrument only the change in intrinsic value of
an gptien and excluding change in its time value; and

B. separating, the interest element and the spot price of a forward contract.

These exceptions are permitted because the intrinsic value of the option and the

premium on the forward can generally be measured separately. A dynamic

hedging strategy that assesses both the intrinsic value and time value of an
option contract can qualify for hedge accounting.

84. A proportion of the entire hedging instrument, such as 50 per cent of the
notional amount, may be designated as the hedging instrument in a hedging
relationship. However, a hedging relationship may not be designated for only a
portion of the time period during which a hedging instrument remains
outstanding.

85. A single hedging instrument may be designated as a hedge of more than one
type of risk provided that A. the risks hedged can be identified clearly; B. the
effectiveness of the hedge can be demonstrated; and C. it is possible to ensure
that there is specific designation of the hedging instrument and different risk
positions.

86. Two or more derivatives, or proportions of them (or, in the case of a hedge of
currency risk, two or more non-derivatives or proportions of them, or a
combination of derivatives and non-derivatives or proportions of them), may be
viewed in combination and jointly designated as the hedging instrument,
including when the risk(s) arising from some derivatives offset(s) those arising
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from others. However, an interest rate collar or other derivative instrument that
combines a written option and a purchased option does not qualify as a hedging
instrument if it is, in effect, a net written option (for which a net premium is
received). Similarly, two or more instruments (or proportions of them) may be
designated as the hedging instrument only if none of them is a written option or
a net written option.

Hedged Items
Qualifying Items

87.

88.

89.

A hedged item can be a recognised asset or liability, an unrecognised firm
commitment, a highly probable forecast transaction or a net investment in a
foreign operation. The hedged item can be A. a single asset, liabiity, firm
commitment, highly probable forecast transaction or net investment in a foreign
operation, B. a group of assets, liabilities, firm commitments, highly probable
forecast transactions or net investments in foreign operations with similar risk
characteristics or C. in a portfolio hedge of interest rate risk only, a portion of
the portfolio of financial assets or financial liabilitiesythat share the risk being
hedged.

Unlike loans and receivables, a held to maturity investment cannot be a hedged
item with respect to interest-rate risk or prepayment risk because designation of
an investment as held to maturity requires an intentioagto*hold the investment
until maturity without regard to changes in the fair value“or-cash flows of such
an investment attributable to changes intinterest rates. However, a held to
maturity investment can be a hedged item with respect to risks from changes in
foreign currency exchange rates and credit risk:

For hedge accounting purposes, only assets, liabilities, firm commitnents or
highly probable forecast transactions that inwvolve a party external to the entity
can be designated as hedged items. /It follows that hedge accounting can be
applied to transactions between entities or segments in the same group only in
the individual or separate finangialistatemeénts of those entities or segments and
not in the consolidatedfinancial"statements of the group. As an exception, the
foreign currency risk of antintra-groupimonetary item (e.g., a payable/receivable
between two subsidiaries) may qualify as a hedged item in the consolidated
financial statements if gt'resultsin an exposure to foreign exchange rate gains or
losses that are not fully eliminated on consolidation in accordance with
Accounting Standard (AS) 11, The Effects of Changes in Foreign Exchange Rates.
In accordance WIthhAS 11ggforeign exchange rate gains and losses on intra-group
monetary item are_net fully eliminated on consolidation when the intragroup
monetary item is transacted between two group entities that have different
functional currencies. In addition, the foreign currency risk of a highly probable
forecast intra-group transaction may qualify as a hedged item in consolidated
financial statements provided that the transaction is denominated in a currency
other than the functional currency of the entity entering into that transaction
and the foreign currency risk will affect consolidated profit or loss.

Designation of Financial Items as Hedged Items

90.
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If the hedged item is a financial asset or financial liability, it may be a hedged
item with respect to the risks associated with only a portion of its cash flows or
fair value (such as one or more selected contractual cash flows or portions of
them or a percentage of the fair value) provided that effectiveness can be
measured. For example, an identifiable and separately measurable portion of
the interest rate exposure of an interest-bearing asset or interest-bearing
liability may be designated as the hedged risk (such as a risk-free interest rate
or benchmark interest rate component of the total interest rate exposure of a
hedged financial instrument).
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91. In a fair value hedge of the interest rate exposure of a portfolio of financial
assets or financial liabilities (and only in such a hedge), the portion hedged may
be designated in terms of an amount of a currency (e.g. an amount of rupees,
dollars, euro, pounds or rand) rather than as individual assets (or liabilities).
Although the portfolio may, for risk management purposes, include assets and
liabilities, the amount designated is an amount of assets or an amount of
liabilities. Designation of a net amount including assets and liabilities is not
permitted. The entity may hedge a portion of the interest rate risk associated
with this designated amount. For example, in the case of a hedge of a portfolio
containing prepayable assets, the entity may hedge the change in fair value that
is attributable to a change in the hedged interest rate on the basis of expected,
rather than contractual, repricing dates. When the portion hedged is based on
expected repricing dates, the effect that changes in the hedged interest rate
have on those expected repricing dates should be included when determining the
change in the fair value of the hedged item. Consequently, if a portfolio that
contains prepayable items is hedged with a non-prepayable derivative,
ineffectiveness arises if the dates on which items|in the hedged portfolio are
expected to prepay are revised, or actual prepayment,dates differ from those
expected.

Designation of Non-Financial Items as Hedged Items

92. If the hedged item is a non-financial asset or non-financial liability, it
should be designated as a hedged item A.“for foreign currency risks, or
B. in its entirety for all risks, because af,the difficulty of isolating and
measuring the appropriate portion of the cash flows or fair value
changes attributable to specific risks other than foreign currency risks.

Designation of groups of items as hedged items

93. Similar assets or similar liabilities arefaggregated and hedged as a group only if
the individual assets onindividual liabiities in the group share the risk exposure
that is designated as being bedged. Furthermore, the change in fair value
attributable to the hedgedirisk for each individual item in the group is exected
to be approximately proportignal to the overall change in fair value attributable
to the hedged risk of the"group“of items.

94. Because an entity assesses hedge effectiveness by comparing the change in the
fair value or cash flow of a hedging instrument (or group of similar hedging
instruments) and ashedged'item (or group of similar hedged items), comparing a
hedging instrument with an overall net position (e.g., the net of all fixed rate
assets and fixed rate liabilities with similar maturities), rather than with a
specific hedged item, does not qualify for hedge accounting.

Hedge Accounting
95. Hedge accounting recognises the offsetting effects on profit or loss of changes in

the fair values of the hedging instrument and the hedged item.
96. Hedging relationships are of three types:

A. fair value hedge: a hedge of the exposure to changes in fair value
of a recognised asset or liability or an unrecognised firm
commitment, or an identified portion of such an asset, liability or
firm commitment, that is attributable to a particular risk and could
affect profit or loss.

B. cash flow hedge: a hedge of the exposure to variability in cash
flows that a. is attributable to a particular risk associated with a
recognised asset or liability (such as all or some future interest
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payments on variable rate debt) or a highly probable forecast
transaction and b. could affect profit or loss.
hedge of a net investment in a foreign operation as defined in AS
11.

A hedge of the foreign currency risk of a firm commitment may be accounted for
as a fair value hedge or as a cash flow hedge.

A hedging relationship qualifies for hedge accounting under paragraphs
99-113 if, and only if, all of the following conditions are met.

A.

At the inception of the hedge there is formal designation and
documentation of the hedging relationship and the entity's risk
management objective and strategy for undertaking the hedge.
That documentation should include identification of the hedging
instrument, the hedged item or transaction, the nature of the risk
being hedged and how the entity will assess the hedging
instrument’'s effectiveness in offsetting the exposure to changes in
the hedged item3 fair value or cash flows attributable to the
hedged risk.

The hedge is expected to be highly effectivelin achieving offsetting
changes in fair value or cash flows attributable, to the hedged risk,
consistently with the originally documented®kisk management
strategy for that particular hedging relationships

For cash flow hedges, a forecastitransaction that is the subject of
the hedge must be highly probable’and must present an exposure
to variations in cash flows that could ultimately affect profit or
loss.

The effectiveness of the hedge can be réliably measured, i.e., the
fair value or cash flows of the h@dged item that are attributable to
the hedged risk and the fair/value of the hedging instrument can
be reliably measured (see paragraphs 51 and 52).

The hedge iSyassessedgson. angongoing basis and determined
actually to have) been highly“effective throughout the financial
reporting periodsifor which the hedge was designated.

Fair Value Hedges
If a fair value hedge _meets the conditions in paragraph 98 during the
period, it shauld belaceounted for as follows:

99.

100.
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A.

the gain‘“onloss from remeasuring the hedging instrument at fair
value (for a, derivative hedging instrument) or the foreign
currency component of its carrying amount measured in
accordance with AS 11 (for a non-derivative hedging instrument)
should be recognised in the statement of profit and loss; and

the gain or loss on the hedged item attributable to the hedged risk
should adjust the carrying amount of the hedged item and be
recognised in the statement of profit and loss. This applies if the
hedged item is otherwise measured at cost. Recognition of the
gain or loss attributable to the hedged risk in the statement of
profit and loss applies even if the hedged item is an available-for-
sale financial asset.

For a fair value hedge of the interest rate exposure of a portion of a portfolio of
financial assets or financial liabilities (and only in such a hedge), the requirement
in paragraph 99 B. may be met by presenting the gain or loss attributable to the
hedged item either:

A.

in a single separate line item within assets, for those repricing time
periods for which the hedged item is an asset; or



101.

102.

103.

104.

105.

Cash
106.
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B. in a single separate line item within liabilities, for those repricing time
periods for which the hedged item is a liability.

The separate line items referred to in A. and B. above are presented next to

financial assets or financial liabilities Amounts included in these line items are

removed from the balance sheet when the assets or liabilities to which they
relate are derecognised.

If only particular risks attributable to a hedged item are hedged, recognised

changes in the fair value of the hedged item unrelated to the hedged risk are

recognised as set out in paragraph 61.

An entity should discontinue prospectively the hedge accounting

specified in paragraph 99 if:

A. the hedging instrument expires or is sold, terminated or exercised
(for this purpose, the replacement or rollover of a hedging
instrument into another hedging instrument is not an expiration or
termination if such replacement or rollover is part of the entity s
documented hedging strategy);

B. the hedge no longer meets the criteria for hedge accounting in
paragraph 98; or
C. the entity revokes the designation.

Any adjustment arising from paragraph 99 B. to the carrying amount of
a hedged financial instrument for which the effectiveginterest method is
used (or, in the case of a portfoliol hedgegof interest rate risk, to the
separate balance sheet line item described in paragraph 100) should be
amortised to the statement of profit andyloss. Amortisation may begin
as soon as an adjustment exists and should begin no later than when
the hedged item ceases to be adjusted form€hanges in its fair value
attributable to the risk being hedged.n, The/ adjustment is based on a
recalculated effective interest rate at the date amortisation begins.
However, if, in the case of a fair value hedge of the interest rate
exposure of a portfelio of firancialpassets or financial liabilities (and
only in such a hedge),»amortising\using a recalculated effective interest
rate is not practicable, \the adjustment should be amortised using a
straight-line method. The adjustment should be amortised fully by
maturity of the finan€ial instrument or, in the case of a portfolio hedge
of interest rate risk{'by.eXpiry of the relevant repricing time period.

When an unrecegnised firm, commitment is designated as a hedged item, the
subsequent cumulative change in the fair value of the firm commitment
attributable to the hedged risk is recognised as an asset or liability with a
corresponding gain ‘or loss recognised in the statement of profit and loss (see
paragraph 99 B.). The changes in the fair value of the hedging instrument are
also recognised in the statement of profit and loss.

When an entity enters into a firm commitment to acquire an asset or assume a
liability that is a hedged item in a fair value hedge, the initial carrying anount of
the asset or liability that results from the entity meeting the firm commitment is
adjusted to include the cumulative change in the fair value of the firm
commitment attributable to the hedged risk that was recognised in the balance
sheet.

Flow Hedges

If a cash flow hedge meets the conditions in paragraph 98 during the

period, it should be accounted for as follows:

A. the portion of the gain or loss on the hedging instrument that is
determined to be an effective hedge (see paragraph 98) should be
recognised directly in an appropriate equity account, say, Hedging
Reserve Account; and
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B. the portion of the gain or loss on the hedging instrument that is

determined to be an ineffective hedge should be recognised in the
statement of profit and loss.

More specifically, a cash flow hedge is accounted for as follows:

A. the appropriate equity account (Hedging Reserve Account) associated with
the hedged item is adjusted to the lesser of the following (in absolute
amounts):

a. the cumulative gain or loss on the hedging instrument from
inception of the hedge; and

b. the cumulative change in fair value (present value) of the expected
future cash flows on the hedged item from inception of the hedge;

B. any remaining gain or loss on the hedging instrument or designated

component of it (that is not an effective hedge) is recognised in the
statement of profit and loss; and

C. if an entity3 documented risk management strategy for a particular
hedging relationship excludes from the assessment of hedge effectiveness
a specific component of the gain or loss orrelated cash flows on the
hedging instrument (see paragraphs 83, 847 and 98 A.), that excluded
component of gain or loss is recognised in accordanee with paragraph 61.

If a hedge of a forecast transaction subsequently results in the

recognition of a financial asset or a financial liability, the associated

gains or losses that were recognisedidirectly in the appropriate equity
account in accordance with paragraph 106 should be reclassified into,

i.e., recognised in, the statement of profit,and loss in the same period or

periods during which the asset acquired)or liability assumed affects

profit or loss (such as in the periods thattinterest income or interest

expense is recognised). However gifhan entity expects that all or a

portion of a loss recognised directly inithe equity account will not be

recovered in one or more future periods, it should reclassify into, i.e.,

recognise in, the statement_of, profitg@nd loss the amount that is not

expected to be recovered.

If a hedge of a forecast transaction subsequently results in the

recognition of a nonfinaneial asset or a non-financial liability, or a

forecast transactiongfor a“non-financial asset or non-financial liability

becomes [a firm commitment for which fair value hedge accounting is
applied, then the entity should adopt A. or B. below:

A. It reclassifies, i.eq4 recognises, the associated gains and losses
that were ‘recognised directly in the appropriate equity account in
accordance with paragraph 106 into the statement of profit and
loss in the same period or periods during which the asset acquired
or liability assumed affects profit or loss (such as in the periods
that depreciation expense or cost of sales is recognised).
However, if an entity expects that all or a portion of a loss
recognised directly in the equity account will not be recovered in
one or more future periods, it should reclassify into, i.e., recognise
in, the statement of profit and loss the amount that is not
expected to be recovered.

B. It removes the associated gains and losses that were recognised
directly in the equity account in accordance with paragraph 106,
and includes them in the initial cost or other carrying amount of
the asset or liability.

An entity should adopt either A. or B. in paragraph 109 as its accounting

policy and should apply it consistently to all hedges to which paragraph

109 relates.
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111. For cash flow hedges other than those covered by paragraphs 108 and
109, amounts that had been recognised directly in the equity account
should be reclassified into, i.e., recognised in, the statement of profit
and loss in the same period or periods during which the hedged forecast
transaction affects profit or loss (for example, when a forecast sale
occurs).

In any of the following circumstances an entity should discontinue
prospectively the hedge accounting specified in paragraphs 106-111:

112.

A.

The hedging instrument expires or is sold, terminated or exercised
(for this purpose, the replacement or rollover of a hedging
instrument into another hedging instrument is not an expiration or
termination if such replacement or rollover is part of the entity 5
documented hedging strategy). In this case, the cumulative gain
or loss on the hedging instrument that remains recognised directly
in the appropriate equity account from the period when the hedge
was effective (see paragraph 106 A.) should remain separately
recognised in the equity account untilthe forecast transaction
occurs. When the transaction occurs, paragraph 108, 109 or 111
applies, as the case may be.

The hedge no longer meets the criteria for hedge accounting in
paragraph 98. In this case, the cumulative_gain or loss on the
hedging instrument that remainsgrecognised directly in the equity
account from the period when the“hedge was effective (see
paragraph 106 A.) should remain®so separately recognised in the
equity account until the forecast transaction occurs. When the
transaction occurs, paragraph 108, 109 or 111 applies, as the case
may be.

The forecast transaction is n@ longer expected to occur, in which
case any related cumulative gain or loss on the hedging
instrument that remainsgrecognised directly in the equity account
from the period when/the hedge was effective (see paragraph 106
A.) should be recognised in the statement of profit and loss. A
forecast transaction, that is no longer highly probable (see
paragraph 98 Cf) may still be expected to occur.

The| entity revokes the designation. For hedges of a forecast
transaction, the cumulative gain or loss on the hedging instrument
that remains recognised directly in the equity account from the
period when, the” hedge was effective (see paragraph 106 A.)
should remain separately recognised in the equity account until
the forecast transaction occurs or is no longer expected to occur.
When the transaction occurs, paragraph 108, 109 or 111 applies,
as the case may be. If the transaction is no longer expected to
occur, the cumulative gain or loss that had been recognised
directly in the equity account should be recognised in the
statement of profit and loss.

Hedges of a Net Investment

113. Hedges of a net investment in a foreign operation (see AS 11), including
a hedge of a monetary item that is accounted for as part of the net
investment (see AS 11), should be accounted for similarly to cash flow
hedges:

A.

the portion of the gain or loss on the hedging instrument that is
determined to be an effective hedge (see paragraph 98) should be
recognised directly in the appropriate equity account; and
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B. the portion of the gain or loss on the hedging instrument that is

determined to be an ineffective hedge should be recognised in the
statement of profit and loss.

The gain or loss on the hedging instrument relating to the effective

portion of the hedge that has been recognised directly in the equity

account should be recognised in the statement of profit and loss on
disposal of the foreign operation.

Transitional Provisions
Designation and Measurement of Financial Assets and Financial

Liabilities
114. On the date of this Standard becoming mandatory, an entity should

change the designation and measurement of all its financial assets and
financial liabilities existing on that date as per the requirements of this
Standard. Any resulting gain or loss (as adjusted by any related tax
expense/ benefit) should be adjusted against opening balance of
revenue reserves and surplus except gains and/Z0x losses relating to the
financial instruments which as per the requirements,of this Standard are
recognised in an appropriate equity account, )say, Investment
Revaluation Reserve Account. Such gains and/or_losses should be
recognised in the said equity accounis

Derecognition of Financial Assets and Financial Liabilities
115. The derecognition requirements in the“Standard should be applied

116.

prospectively for transactions occurring ongor after the date of this
Standard becoming mandatory. Amf entity/ may, however, apply the
derecognition requirements in the /Standard retrospectively from a date
of the entity 3 choosing, provided/that the information needed to apply
this Standard to financial assets andyfinancial liabilities derecognised as
a result of past transactions was“obtained at the time of initially
accounting for those transactions:

The derecognition requirements in the Standard apply prospectively for
transactions, occurringgon oOr jafter the date of this Standard becoming
mandatory. AThis impliesgthatyif an entity has derecognised non-derivative
financial assets, or (mon-derivative financial liabilities under its previous
accounting poliey 'as a result of a transaction that occurred before the date of
this Standard becoming /mandatory, it should not recognise those assets and
liabilities under Accounting Standards (unless they qualify for recognition as a
result of a later transaction or event). This, however, does not prohibit an entity
from applying the derecognition requirements in the Standard retrospectively
from a date of the entity 3 choosing, provided that the information needed to
apply this Standard to financial assets and financial liabilities derecognised as a
result of past transactions was obtained at the time of initially accounting for
those transactions.

Hedge Accounting

117. As required by the Standard, on the date of this Standard becoming
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mandatory, an entity should:

A. measure all derivatives at fair value; and

B. eliminate all deferred losses and gains, if any, arising on
derivatives that under the previous accounting policy of the entity
were reported as assets or liabilities. Any resulting gain or loss
(as adjusted by any related tax expense/ benefit) should be
adjusted against opening balance of revenue reserves and surplus.



118.

119.
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On the date of this Standard becoming mandatory, an entity should not
reflect in its financial statements a hedging relationship of a type that
does not qualify for hedge accounting under this Standard (for example,
hedging relationships where the hedging instrument is a cash
instrument or written option; where the hedged item is a net position;
or where the hedge covers interest risk in a held-to-maturity
investment). However, if an entity designated a net position as a
hedged item under its previous accounting policy, it may designate an
individual item within that net position as a hedged item under
Accounting Standards, provided that it does so on the date of this
Standard becoming mandatory.
If, before the date of this Standard becoming mandatory, an entity had
designated a transaction as a hedge but the hedge does not meet the
conditions for hedge accounting in this Standard, the entity should apply
paragraphs 102 and 112 to discontinue hedge accounting. Transactions
entered into before the date of this Standard becoming mandatory
should not be retrospectively designated as hedges.

Embedded Derivatives

120.

An entity that applies this Standard for the first time should assess
whether an embedded derivative is required to_begseparated from the
host contract and accounted for as avderivative on the basis of the
conditions that existed on the date it first became a party to the
contract or on the date on which a reassessment is required, whichever
is the later date.

285



Feedback : ishan_padia@yahoo.co.in

Accounting Standard - 31,

Financial Instruments: Presentation
(effecting from 2009, mandatory from 2011)

(This Accounting Standard includes paragraphs set in bold italic type and plain type,
which have equal authority. Paragraphs in bold italic type indicate the main principles.
This Accounting Standard should be read in the context of its objective and the Preface
to the Statements of Accounting Standards.)

Accounting Standard (AS) 31, Financial Instruments: Presentation, issued by the
Council of the Institute of Chartered Accountants of India, comes into effect in respect
of accounting periods commencing on or after 1-4-2009 and will be recommendatory in
nature for an initial period of two years. This Accounting Standard will become
mandatory in respect of accounting periods commencing ,on or after 1-4-2011 for all
commercial, industrial and business entities except to fa)Small and Medium-sized
Entity, as defined below:

A. Whose equity or debt securities are not listed or are not'inythe process of listing
on any stock exchange, whether in India or outside India;

B. which is not a bank (including co-operative bank),_finan€ial institution or any
entity carrying on insurance business;

C. whose turnover (excluding other income) “dees not exceed rupees fifty crore in
the immediately preceding accounting year;

D. which does not have borrowings (including publie deposits) in excess of rupees
ten crore at any time during the immediately preceding accounting year; and

E. which is not a holding or subsidiary entity. ofsangentity which is not a small and

medium-sized entity.

For the above purpose, an entity would qualify asfa Small and Medium-sized Entity, if
the conditions mentioned therein are satisfied as at the end of the relevant accounting
period. Where, in respect of‘amentity there is a statutory requirement for presenting
any financial instrument in a ‘particular manner as liability or equity and/ or for
presenting interest, dividend, lesseshyand gains relating to a financial instrument in a
particular mannerjas income/“expense or as distribution of profits the entity should
present that instrument and/or interest, dividend, losses and gains relating to the
instrument in accordance with the requirements of the statute governing the entity.
untill the relevant statute, is ameénded, the entity presenting that instrument and/ or
interest, dividend, lossestand gains relating to the instrument in accordance with the
requirements thereof will be considered to be complying with this Accounting Standard,
in view of paragraph 4 of the Preface to the Statements of Acoounting Standards which
recognises that where a requirement of an Accounting Standard is different from the
applicable law, the law prevails. The following is the text of the Accounting Standard.

Objective

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

2. The principles in this Standard complement the prirciples for recognising and
measuring financial assets and financial liabilities in Accounting Standard (AS)
30, Financial Instruments: Recognition and Measurement and for disclosing
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information about them in Accounting Standard (AS) 32, Financial Instruments:
Disclosures.

Scope

3. This Standard should be applied by all entities to all types of financial
instruments except:

A.

those interests in subsidiaries, associates and joint ventures that

are accounted for in accordance with AS 21, Consolidated Financial

Statements and Accounting for Investments in Subsidiaries in

Separate Financial Statements, AS 23, Accounting for Investments

in Associates, or AS 27, Financial Reporting of Interests in Joint

Ventures. However, in some cases, AS 21, AS 23 or AS 27 permits

or requires an entity to account for an interest in a subsidiary,

associate or joint venture using Accounting Standard (AS) 30,

Financial Instruments: Recognition and Measurement; in those

cases, entities should apply the disclosure requirements in AS 21,

AS 23 or AS 27 in addition to those in this Standard. Entities

should also apply this Standard to all “derivatives linked to

interests in subsidiaries, associates or joint ventures.

employers “rights and obligations under employeeybenefit plans, to

which AS 15, Employee Benefits, applies.

contracts for contingent consideration in abusiness combination.

This exemption applies only to the acquirer.

insurance contracts as defined inthe Accounting Standard on

Insurance Contracts. However, “this Standard applies to

derivatives that are embedded impinsurance contracts if Accounting

Standard (AS) 30, Financial Instruments: Recognition and

Measurement requires the entity to account for them separately.

Moreover, an, issuer should, apply this Standard to financial

guarantee contracts ifgthe issuer applies AS 30 in recognising and

measuring the“ eontracts;  but should apply the Accounting

Standard on Insurance Contracts if the issuer elects, in accordance

with the Accounting Standard on Insurance Contracts, to apply

that Standard jn recognising and measuring them.

financial, instruments that are within the scope of the Accounting

Standard ) on' Insurance Contracts because they contain a

discretionary participation feature. The issuer of these

instruments is exempt from applying to these features paragraphs

32-67 of this'Standard regarding the distinction between financial

liabilities and equity instruments. However, these instruments are

subject to all other requirements of this Standard. Furthermore,
this Standard applies to derivatives that are embedded in these
instruments (see Accounting Standard (AS) 30, Financial

Instruments: Recognition and Measurement).

financial instruments, contracts and obligations under share-

based payment transactions except for

a. contracts within the scope of paragraphs 4-6 of this
Standard, to which this Standard applies.

b. paragraphs 67 to 69 of this Standard, which should be
applied to treasury shares, purchased, sold, issued or
cancelled in connection with employee share option plans,
employees share purchase plans, and all other share-based
payment arrangements.
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This Standard should be applied to those contracts to buy or sell a non-
financial item that can be settled net in cash or another financial
instrument, or by exchanging financial instruments, as if the contracts
were financial instruments, with the exception of contracts that were
entered into and continue to be held for the purpose of the receipt or
delivery of a non-financial item in accordance with the entity 5 expected
purchase, sale or usage requirements.

There are various ways in which a contract to buy or sell a non-financial item

can be settled net in cash or another financial instrument or by exchanging

financial instruments. These include:

A. when the terms of the contract permit either party to settle it net in cash
or another financial instrument or by exchanging financial instruments;

B. when the ability to settle net in cash or another financial instrument, or by
exchanging financial instruments, is not explicit in the terms of the
contract, but the entity has a practice of settling similar contracts net in
cash or another financial instrument, or by exchanging financial
instruments (whether with the counterparty, by entering into offsetting
contracts or by selling the contract before its exereise or lapse);

C. when, for similar contracts, the entity has a practiee of taking delivery of
the underlying and selling it within a short period after delivery for the
purpose of generating a profit from short-term_fluetuations in price or
dealer 3 margin; and

D. when the non-financial item that 1s the“subject of the contract is readily
convertible to cash.

A contract to which B. or C. applies is not entered into for the purpose of the
receipt or delivery of the non-financial item Inj@ccordance with the entity3
expected purchase, sale or usage requireéments,and, accordingly, is within the
scope of this Standard. Other contwwacts“to which paragraph 4 applies are
evaluated to determine whether they were entered into and continue to be held
for the purpose of the keceipt or deliverypef the non-financial item in accordance
with the entity 3 expected, purchase, sale“or usage requirement, and accordingly,
whether they are within theyscope of this Standard.

A written option to buy or“sell a non-financial item that can be settled net in

cash or anether financial instrument, or by exchanging financial instruments, in

accordance with paragraphS) A."or B. is within the scope of this Standard. Such

a contract cannot be entered into for the purpose of the receipt or delivery of the

non-financial itemyin "accordance with the entity 3 expected purchase, sale or

usage requirements.

Definitions

7.
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The following terms are used in this Standard with the meanings
specified:

A financial instrument is any contract that gives rise to a financial asset
of one entity and a financial liability or equity instrument of another
entity.

A financial asset is any asset that is:

A. cash;
B. an equity instrument of another entity;
C. a contractual right:
a. to receive cash or another financial asset from another

entity; or
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b. to exchange financial assets or financial liabilities with

another entity under conditions that are potentially
favourable to the entity; or

D. a contract that will or may be settled in the entity 3 own equity
instruments and is:
a. a non-derivative for which the entity is or may be obliged to

receive a variable number of the entity3 own equity
instruments; or

b. a derivative that will or may be settled other than by the
exchange of a fixed amount of cash or another financial
asset for a fixed number of the entity3s own equity
instruments. For this purpose the entity3s own equity
instruments do not include instruments that are themselves
contracts for the future receipt or delivery of the entity3
own equity instruments.

A financial liability is any liability that is:

A. a contractual obligation:
a. to deliver cash or another financial asset to another entity;
or
b. to exchange financial assets or finanegial\ liabilities with

another entity under | conditions that are potentially
unfavourable to the entity; or

B. a contract that will or may be settled in the entity 3 own equity
instruments and is
a. a non-derivative for which the entity is or may be obliged to

deliver a variable number, of4 the entity3s own equity
instruments; or

b. a derivative that will or may be settled other than by the
exchange, of a fixed ameunt of cash or another financial
asset for a fixed number of the entity % own equity
instruments. For this purpose the entitys own equity
instruments do not include instruments that are themselves
contractsdfor the) future receipt or delivery of the entity3
own equitynstruments.

An equity insttument isgany contract that evidences a residual interest
in the assets of an entity after deducting all of its liabilities.

Fair value is the amount for which an asset could be exchanged, or a
liability settled, between knowledgeable, willing parties in an arm3%
length transaction.

The following terms are defined in paragraph 8 of Accounting Standard (AS) 30,
Financial Instruments: Recognition and Measurement and are used in this
Standard with the meaning specified in AS 30.

amortised cost of a financial asset or financial liability

available-for-sale financial assets

derecognition

derivative

effective interest method

financial asset or financial liability at far value through profit or loss
financial guarantee contract

firm commitment

forecast transaction

RERRRRERREKRR
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hedge effectiveness

hedged item

hedging instrument

held to maturity investments

loans and receivables

regular way purchase or sale

transaction costs.

9. In this Standard, tontract”and tontractual “refer to an agreement between two
or more parties that has clear economic consequences that the parties have
little, if any, discretion to avoid, usually because the agreement is enforceable
by law. Contracts, and thus financial instruments, may take a variety of forms
and need not be in writing.

10. In this Standard, ®ntity ”includes individuals, partnerships, incorporated bodies,
trusts and government agencies.

RRERERKRERR

Financial Assets and Financial Liabilities

11. Currency (cash) is a financial asset because it|represents the medium of
exchange and is therefore the basis on which all transaetions are measured and
recognised in financial statements. A deposit of cash“with a bank or similar
financial institution is a financial asset because it representSithe contractual right
of the depositor to obtain cash from the institution or _to.draw a cheque or similar
instrument against the balance in favour offarcreditor in“payment of a financial
liability.

12. Common examples of financial assets representing a contractual right to receive
cash in the future and corresponding finamcial liabilities representing a
contractual obligation to deliver cash in the futuretare:

trade accounts receivable and payabley

bills receivable and payable;

loans receivable and payable;

bonds receivableyand payable; and

deposits and advanees.

In each case, one party 3 contractual right to receive (or obligation to pay) cash
is matched by the other party 3 corresponding obligation to pay (or right to
receive).

13. Another type of financialdnstrument is one for which the economic benefit to be
received or given up IS a jfinancial asset other than cash. For example, a
promissory note payablegin government bonds gives the holder the contractual
right to receive and the ‘issuer the contractual obligation to deliver government
bonds, not cash. “The bonds are financial assets because they represent
obligations of the issuing government to pay cash. The promissory note is,
therefore, a financial asset of the promissory note holder and a financial liability
of the promissory note issuer.

14. Perpetual ” debt instruments normally provide the holder with the contractual
right to receive payments on account of interest at fixed dates extending into
the indefinite future, either with no right to receive a return of principal or a
right to a return of principal under terms that make it very unlikely or very far in
the future. For example, an entity may issue a financial instrument requiring it
to make annual payments in perpetuity equal to a stated interest rate of 8 per
cent applied to a stated par or principal amount of Rs. 1,000. Assuming 8 per
cent to be the market rate of interest for the instrument when issued, the issuer
assumes a contractual obligation to make a stream of future interest payments
having a fair value (present value) of Rs. 1,000 on initial recognition. The holder
and issuer of the instrument have a financial asset and a financial liability,
respectively.

moowz
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A contractual right or contractual obligation to receive, deliver or exchange
financial instruments is itself a financial instrument. A chain of contractual rights
or contractual obligations meets the definition of a financial instrument if it will
ultimately lead to the receipt or payment of cash or to the acquisition or issue of
an equity instrument.
The ability to exercise a contractual right or the requirement to satisfy a
contractual obligation may be absolute, or it may be contingent on the
occurrence of a future event. For example, a financial guarantee is a contractual
right of the lender to receive cash from the guarantor, and a corresponding
contractual obligation of the guarantor to pay the lender, if the borrower
defaults. The contractual right and obligation exist because of a past transaction
or event (assumption of the guarantee), even though the lender3% ability to
exercise its right and the requirement for the guarantor to perform under its
obligation are both contingent on a future act of default by the borrower. A
contingent right and obligation meet the definition of a financial asset and a
financial liability, even though such assets and liabilities are not always
recognised in the financial statements. Some off the contingents rights and
obligations may be insurance contracts within the“scope of the Accounting
Standard on Insurance Contracts.
Under AS 19, Leases, a finance lease is regarded as primarily an entitlement of
the lessor to receive, and an obligation of the lessee te@ pay, a stream of
payments that are substantially the samevasgblended payments of principal and
interest under a loan agreement. The lessor‘aceounts for its investment in the
amount receivable under the lease contract rather than the leased asset itself.
An operating lease, on the other hand, is regarded as primarily an unconpleted
contract committing the lessor to provide the use @f an asset in future periods in
exchange for consideration similar to a fe€ fer a service. The lessor continues to
account for the leased asset itself rather “than any amount receivable in the
future under the contract. Accordingly, a finance lease is regarded as a financial
instrument and an gperating lease iS met' regarded as a financial instrument
(except as regards individual payments currently due and payable).
Physical assets (such astinventories; property, plant and equipment), leased
assets and intangible assets (such as patents and trademarks) are not financial
assets. Caontrol of suchfphysical and intangible assets creates an opportunity to
generate an inflow of /Cash#or another financial asset, but it does not give rise to
a present right te receive cash or another financial asset.
Assets (such as prepaid expenses) for which the future economic benefit is the
receipt of goods ‘or ‘services, rather than the right to receive cash or another
financial asset, are“not financial assets. Similarly, items such as deferred
revenue and most warranty obligations are not financial liabilities because the
outflow of economic benefits associated with them is the delivery of goods and
services rather than a contractual obligation to pay cash or another financial
asset.
Liabilities or assets that are not contractual (such as income taxes that are
created as a result of statutory requirements imposed by governments) are not
financial liabilities or financial assets. Accounting for income taxes is dealt with in
AS 22, Accounting for Taxes on Income.

Equity Instruments

21.

Examples of equity instruments include non-puttable equity shares, some types
of preference shares (see paragraphs 38 and 39) and warrants or written call
options that allow the holder to subscribe for or purchase a fixed number of non-
puttable equity shares in the issuing entity in exchange for a fixed amount of
cash or another financial asset. An obligation of an entity to issue or purchase a
fixed number of its own equity instruments in exchange for a fixed amount of
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cash or another financial asset is an equity instrument of the entity. However, if
such a contract contains an obligation for the entity to pay cash or another
financial asset, it also gives rise to a liability for the present value of the
redemption amount (see paragraph 51 A.). An issuer of non-puttable equity
shares assumes a liability when it formally acts to make a distribution and
becomes legally obligated to the shareholders to do so. This may be the case
following the declaration of a dividend or when the entity is being wound up and
any assets remaining after the satisfaction of liabilities become distributable to
shareholders.
A purchased call option or other similar contract acquired by an entity that gives
it the right to reacquire a fixed number of its own equity instruments in
exchange for delivering a fixed amount of cash or another financial asset is not a
financial asset of the entity. Instead, any consideration paid for such a contract
is deducted from equity.

Derivative Financial Instruments

23.

24.

25.
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Financial instruments include primary instruments (Sueh as receivables, payables
and equity instruments) and derivative financial instruments (such as financial
options, futures and forwards, interest rate swaps “‘@amd currency swaps).
Derivative financial instruments meet the definition of a“financial instrument
and, accordingly, are within the scope of this Standard.

Derivative financial instruments create rightsyand obligationsthat have the effect
of transferring between the parties to the“instrument one or more of the
financial risks inherent in an underlying primary financial instrument. On
inception, derivative financial instruments give ene party a contractual right to
exchange financial assets or financial Jliabilities with another party under
conditions that are potentially favourable, or a contractual obligation to
exchange financial assets or financial liabilities with another party under
conditions that are potentially unfavourable. However, they generally do not
result in a transfer of the underlying, primary financial instrument on inception of
the contract, nor does‘such a/transfer necessarily take place on maturity of the
contract. Some instruments, émbody‘tboth a right and an obligation to make an
exchange. Because the_terms, of the exchange are determined on inception of
the derivative instrument, as prices in financial markets change those terms may
become eithenfavourable®r unfavourable.

A put or call gption| to" exchange financial assets or financial liabilities (i.e.
financial instruments other’ than an entity 3 own equity instruments) gives the
holder a right totobtain potential future economic benefits associated with
changes in the fair*value of the financial instrument underlying the contract.
Conversely, the writer of an option assumes an obligation to forgo potential
future economic benefits or bear potential losses of economic benefits associated
with changes in the fair value of the underlying financial ingrument. The
contractual right of the holder and obligation of the writer meet the definition of
a financial asset and a financial liability, respectively. The financial instrument
underlying an option contract may be any financial asset, including shares in
other entities and interest-bearing instruments. An option may require the
writer to issue a debt instrument, rather than transfer a financial asset, but the
instrument underlying the option would constitute a financial asset of the holder
if the option were exercised. The option-holder 3 right to exchange the financial
asset under potentially favourable conditions and the writer3 obligation to
exchange the financial asset under potentially unfavourable conditions are
distinct from the underlying financial asset to be exchanged upon exercise of the
option. The nature of the holder3 right and of the writer3 obligation are not
affected by the likelihood that the option will be exercised.
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Another example of a derivative financial instrument is a forward contract to be
settled in six months” time in which one party (the purchaser) promises to
deliver Rs. 10,00,000 cash in exchange for Rs. 10,00,000 face amount of fixed
rate government bonds, and the other party (the seller) promises to deliver Rs.
10,00,000 face amount of fixed rate government bonds in exchange for Rs.
10,00,000 cash. During the six months, both parties have a contractual right
and a contractual obligation to exchange financial instruments. If the market
price of the government bonds rises above Rs. 10,00,000, the conditions will be
favourable to the purchaser and unfavourable to the seller; if the market price
falls below Rs. 10,00,000, the effect will be the opposite. The purchaser has a
contractual right (a financial asset) similar to the right under a call option held
and a contractual obligation (a financial liability) similar to the obligation under a
put option written; the seller has a contractual right (a financial asset) similar to
the right under a put option held and a contractual obligation (a financial
liability) similar to the obligation under a call option written. As with options,
these contractual rights and obligations constitute financial assets and financial
liabilities separate and distinct from the underlyingyfirancial instruments (the
bonds and cash to be exchanged). Both parties tora‘ferward contract have an
obligation to perform at the agreed time, whereas performance under an option
contract occurs only if and when the holder of the option ch@eses to exercise it.
Many other types of derivative instruments embody a rightser obligation to make
a future exchange, including interest rategamnd@€urrency. swaps, interest rate
caps, collars and floors, loan commitments, ‘and“letters of credit. An interest
rate swap contract may be viewed as a variation of a forward contract in which
the parties agree to make a series of future“exchanges of cash amounts, one
amount calculated with reference to a floating interest rate and the other with
reference to a fixed interest rate. Futurésycontracts are another variation of
forward contracts, differing primarily in"that the contracts are standardised and
traded on an exchange.

Contracts to Buy or Sell'fNon-Financial I'tems

28.

29.

Contracts to buy or sell“nen-financial items do not meet the definition of a
financial instrument because the contractual right of one party to receive a non
financial agset or service and the corresponding obligation of the other party do
not establish a present right or“obligation of either party to receive, deliver or
exchange a financial @asset. | For example, contracts that provide for settlement
only by the receiptyor delivery of a non-financial item (e.g. an option, futures or
forward contract ‘enysilver) are not financial instruments. Many commodity
contracts are of this type. Some are standardised in form and traded on
organised markets in much the same fashion as some derivative financial
instruments. For example, a commodity futures contract may be bought and
sold readily for cash because it is listed for rading on an exchange and may
change hands many times. However, the parties buying and selling the contract
are, in effect, trading the underlying commodity. The ability to buy or sell a
commodity contract for cash, the ease with which it may be bought o sold and
the possibility of negotiating a cash settlement of the obligation to receive or
deliver the commodity do not alter the fundamental character of the contract in
a way that creates a financial instrument. Nevertheless, some contracts to buy
or sell non-financial items that can be settled net or by exchanging financial
instruments, or in which the non-financial item is readily convertible to cash, are
within the scope of the Standard as if they were financial instruments (see
paragraph 4).

A contract that involves the receipt or delivery of physical assets does not give
rise to a financial asset of one party and a financial liability of the other party
unless any corresponding payment is deferred past the date on which the
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physical assets are transferred. Such is the case with the purchase or sale of
goods on trade credit.

Some contracts are commodity-linked, but do not involve settlement through the
physical receipt or delivery of a commodity. They specify settlement through
cash payments that are determined according to a formula in the contract,
rather than through payment of fixed amounts. For example, the principal
amount of a bond may be calculated by applying the market price of ail
prevailing at the maturity of the bond to a fixed quantity of oil. The principal is
indexed by reference to a commodity price, but is settled only in cash. Such a
contract constitutes a financial instrument.

The definition of a financial instrument also encompasses a contract that gives
rise to a non-financial asset or non-financial liability in addition to a financial
asset or financial liability. Such financial instruments often give one party an
option to exchange a financial asset for a non-financial asset. For example, an
oil-linked bond may give the holder the right to receive a stream of fixed
periodic interest payments and a fixed amount of cash on maturity, with the
option to exchange the principal amount for a [fixed quantity of oil. The
desirability of exercising this option will vary from time to tme depending on the
fair value of oil relative to the exchange ratio of cash for'il (the exchange price)
inherent in the bond. The intentions of the bondholder coneerning the exercise
of the option do not affect the substance of the componentsassets. The financial
asset of the holder and the financial liabilitygoffthe issuer make the bond a
financial instrument, regardless of the other ‘types of assets and liabilities also
created.

Presentation
Liabilities and Equity

32.

33.

294

The issuer of a financial instrument should classify the instrument, or its
component parts, on initial recognition as a financial liability, a financial
asset or an equity instrument inmyaccordance with the substance of the
contractual arrangement and the definitions of a financial liability, a
financial asset and an equity instrument.

When an issuer appliesgthe definitions in paragraph 7 to determine whether a
financial insteument ighan _equity instrument rather than a financial liability, the
instrument IS an equity’ instrument if, and only if both conditions A. and B.
below are met:

A. The instrument includes no contractual obligation:
a. to deliverncash or another financial asset to another entity; or
b. to exchange financial assets or financial liabilities with another
entity under conditions that are potentially unfavourable to the
issuer.
B. If the instrument will or may be settled in the issuer3 own equity
instruments, it is
a. a non-derivative that includes no contractual obligation for the
issuer to deliver a variable number of its own equity instrunments;
or
b. a derivative that will be settled only by the issuer exchanging a

fixed amount of cash or another financial asset for a fixed number
of its own equity instruments. For this purpose the issuer3 own
equity instruments do not include instruments that are themselves
contracts for the future receipt or delivery of the issuer 3 own equity
instruments.
A contractual obligation, including one arising from a derivative financial
instrument that will or may result in the future receipt or delivery of the
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issuer3 own equity instruments, but does not meet conditions A. and B.
above, is not an equity instrument.

No Contractual Obligation to Deliver Cash or Another Financial Asset
(paragraph 33 A.)

34.

35.

36.

A critical feature in differentiating a financial liability fom an equity instrument
is the existence of a contractual obligation of one party to the financial
instrument (the issuer) either to deliver cash or another financial asset to the
other party (the holder) or to exchange financial assets or financial liabilities
with the holder under conditions that are potentially unfavourable to the issuer.
Although the holder of an equity instrument may be entitled to receive a pro rata
share of any dividends or other distributions of equity, the issuer does not have
a contractual obligation to make such distributions because it cannot be required
to deliver cash or another financial asset to another party.
The substance of a financial instrument, rather than its legal form, governs its
classification on the entity3 balance sheet. Substance and legal form are
commonly consistent, but not always. Some financiahinstruments take the legal
form of equity but are liabilities in substance and others may combine features
associated with equity instruments and features associated with financial
liabilities. For example:

A. a preference share that provides for mandatory edeémption by the issuer
for a fixed or determinable amount at a fixed or determinable future date,
or gives the holder the right to"require the issuer to redeem the
instrument at or after a particular “date for a fixed or determinable
amount, is a financial liability.

B. a financial instrument that gives the holder the right to put it back to the
issuer for cash or another finaneial assetf (@ puttable instrument?) is a
financial liability. This is so even when the amount of cash or other
financial assets_is determined aon, the Jbasis of an index or other item that
has the potentialto increasepor decrease, or when the legal form of the
puttable instrument, gives the holder a right to a residual interest in the
assets of an issuer.< fhe existence of an option for the holder to put the
instrument back to thejissuer for cash or another financial asset means
that/the puttable“instrument meets the definition of a financial liaklity.
For example, open<ended mutual funds, unit trusts and some co-operative
entities'may provide their unit holders or members with a right to redeem
their interests inggthe issuer at any time for cash equal to their
proportionate share of the asset value of the issuer. However,
classification as a financial liability does not preclude the use of
descriptors such as fet asset value attributable to unit holders” and
thange in net asset value attributable to unit holders”on the face of the
financial statements of an entity that has no equity capital or the use of
additional disclosure to show that total members ”interests comprise items
such as reserves that meet the definition of equity and puttable
instruments that do not.

If an entity does not have an unconditional right to avoid delivering cash or

another financial asset to settle a contractual obligation, the obligation meets

the definition of a financial liability. For example:

A. a restriction on the ability of an entity to satisfy a contractual obigation,
such as lack of access to foreign currency or the need to obtain approval
for payment from a regulatory authority, does not negate the entity3
contractual obligation or the holder3 contractual right under the
instrument.
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B. a contractual obligation that is conditional on a counterparty exercising its
right to redeem is a financial liability because the entity does not have the
unconditional right to avoid delivering cash or another financial asset.

A financial instrument that does not explicitly establish a contractual obligation

to deliver cash or another financial asset may establish an obligation indirectly

through its terms and conditions. For example:

A. a financial instrument may contain a non-financial obligation that must be
settled if, and only if, the entity fails to make distributions or to redeem
the instrument. If the entity can avoid a transfer of cash or another
financial asset only by settling the non-financial obligation, the financial
instrument is a financial liability.

B. a financial instrument is a financial liability if it provides that on
settlement the entity will deliver either:
a. cash or another financial asset; or
b. its own shares whose value is determined to exceed substantially

the value of the cash or other financial asset.

Although the entity does not have an explicit contractual obligation to

deliver cash or another financial asset, the valug,of the share settlement

alternative is such that the entity will settle in cash. In any event, the

holder has in substance been guaranteed receipt of‘an amount that is at

least equal to the cash settlement option (see paragraph 52).
Preference shares may be issued with variousgrights. In deterimining whether a
preference share is a financial liability“or~an“equity instrument, an issuer
assesses the particular rights attaching to“the share to determine whether it
exhibits the fundamental characteristic of a financial liability. For example, a
preference share that provides for redemption onia@aspecific date or at the option
of the holder contains a financial liabilitygbeeause/the issuer has an obligation to
transfer financial assets to the holder of the'share. The potential inability of an
issuer to satisfy an obligation to redeem a preference share when contractually
required to do so, whether because, of aglack of funds, a statutory restriction or
insufficient profits orfreserves,/does not negate the obligation. An option of the
issuer to redeem the shares,for cash ‘does not satisfy the definition of a financial
liability because the issuer does not have a present obligation to transfer
financial assets to the Sharehalders. In this case, redemption of the shares is
solely at the discretiogn ofgthe issuer. An obligation may arise, however, when
the issuer 'of\the shares exercises its option, usually by formally notifying the
shareholders offamjintention’to redeem the shares.
When preference“shares“are non-redeemable, the appropriate classification is
determined by the other rights that attach to them. Classification is based on an
assessment of the substance of the contractual arrangements and the definitions
of a financial liability and an equity instrument. When distributions to holders of
the preference shares, whether cumulative or non-cumulative, are at the
discretion of the issuer, the shares are equity instruments. The classification of
a preference share as an equity instrument or a financial liability is not affected
by, for example:

A. a history of making distributions;
B. an intention to make distributions in the future;
C. a possible negative impact on the price of equity shares of the issuer if

distributions are not made (because of restrictions on paying dividends on
the equity shares if dividends are not paid on the preference shares);

D. the amount of the issuer 3 reserves;
E. an issuer 3 expectation of a profit or loss for a period; or
F. an ability or inability of the issuer to influence the amount of its profit or

loss for the period.



40.

41.

42.

43.

44,

45.

46.

Feedback : ishan_padia@yahoo.co.in
The contractual right of the holder of a financial instrument (including members~
shares in co-operative entities) to request redemption does not, in itself, require
that financial instrument to be classified as a financial liability. Rather, the
entity must consider all of the terms and conditions of the financial instrument in
determining its classification as a financial liability or equity. Those terms and
conditions include relevant laws, regulations and the governing rules or byelaws
of the entity in effect at the date of classification, but not expected future
amendments to those laws, regulations or bye-laws.
Members ”shares in co-operative entities that would be classified as equity if the
members did not have a right to request redemption are equity if either of the
conditions described in paragraphs 42 and 43 is present. Demand deposits,
including current accounts, deposit accounts and similar contracts that arise
when members act as customers are financial liabilities of the entity.
Members ” shares are equity if the entity has an unconditional right to refuse
redemption of the members ”shares.
Law, regulation or the governing rules or bye-laws of the entity can impose
various types of prohibitions on the redemptionl ef members~” shares, e.g.,
unconditional prohibitions or prohibitions based" @n, liquidity criteria. If
redemption is unconditionally prohibited by law, regulation or the governing
rules or bye-laws of the entity, members” shares arejequity. However,
provisions in law, regulation or the governing rules or byelaws of the entity that
prohibit redemption only if conditions — | suechgasuliquidity constraints — are met
(or are not met) do not result in members?sharesbeing equity.
An unconditional prohibition may be abselute, in that all redemptions are
prohibited. An unconditional prohibition mayybe partial, in that it prohibits
redemption of members” shares if redemptioni would cause the number of
members ” shares or amount of paid-upg#capital #/rom members” shares to fall
below a specified level. Members~shares in excess of the prohibition against
redemption are liabilities, unless the entity has the urconditional right to refuse
redemption as described in paragtaph'42s4n some cases, the number of shares
or the amount of paid=upicapital subjectto a redemption prohibition may change
from time to time. Suchja [Changelin the redemption prohibition leads to a
transfer between financial liabilities and equity. In such a case, the entity should
disclose separately the@amount, timing and reason for the transfer.
Equity is the, residual imaterestl in the assets after deducting all liabilities.
Therefore, 'atinitial recognition, the entity should measure the equity component
in the member® shares atfthe residual amount after deducting from the total
amount of the shares,as @ whole the value separately determined for its financial
liabilities for redemption. The entity measures its financial liability for
redemption at fair value. In the case of members”shares with a redemption
feature, the fair value of the financial liability for redemption is measured at no
less than the maximum amount payable under the redemption provisions of its
governing bye-laws or applicable law discounted from the first date that the
amount could be required to be paid.
As required by paragraph 70, distributions to holders of equity instruments (net
of any income tax benefits) are recognised directly in the revenue reserves and
surplus. Interest, dividends and other returns relating to financial instruments
classified as financial liabilities are expenses, regardless of whether those
amounts paid are legally characterised as dividends, interest or otherwise.

Settlement in the Entity 3 Own Equity Instruments (paragraph 33 B.)

47.

A contract is not an equity instrument solely because it may result in the receipt
or delivery of the entity3 own equity instruments. An entity may have a
contractual right or obligation to receive or deliver a number of its own shares or
other equity instruments that varies so that the fair value of the entity3 own
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equity instruments to be received or delivered equals the amount of the
contractual right or obligation. Such a contractual right or obligation may be for
a fixed amount or an amount that fluctuates in part or in full in response to
changes in a variable other than the market price of the entity3 own equity
instruments (e.g. an interest rate, a commodity price or a financial instrument
price). Two examples are A. a contract to deliver as many of the entity 3 own
equity instruments as are equal in value to Rs.100, and B. a contract to deliver
as many of the entity 3 own equity instruments as are equalin value to the value
of 100 grams of gold. Such a contract is a financial liability of the entity even
though the entity must or can settle it by delivering its own equity instruments.
It is not an equity instrument because the entity uses a variable number of its
own equity instruments as a means to settle the contract. Accordingly, the
contract does not evidence a residual interest in the entity3 assets after
deducting all of its liabilities.

A contract that will be settled by the entity (receiving a) delivering a fixed
number of its own equity instruments in exchange for a fixed amount of cash or
another financial asset is an equity instrument. Fon example, an issued share
option that gives the counterparty a right to buy a'fixed number of the entty 3
shares for a fixed price or for a fixed stated principal amount of a bond is an
equity instrument. Changes in the fair value of a contract arising from variations
in market interest rates that do not affect the amount of_eash or other financial
assets to be paid or received, or the numberof equity instruments to be
received or delivered, on settlement of the contract do not preclude the contract
from being an equity instrument. Any consideration received (such as the
premium received for a written option or warrant on the entity 3 own shares) is
added directly to equity in an appropriate account.WAny consideration paid (such
as the premium paid for a purchasedgioption)/is® deducted directly from an
appropriate equity account. Changes/in the fair value of an equity instrument
are not recognised in the financial statements.
A contract that contaihs an obligation ferg@n entity to purchase its own equity
instruments for cashior another financial asset gives rise to a financial liability
for the present value of ‘the redemption amount (for example, for the present
value of the forward repurchase price, option exercise price or other redemption
amount). glhis is the £€ase even if the contract itself is an equity instrument.
One examplejis an entity® obligation under a forward contract to purchase its
own equity sttuments for cash. When the financial liability is recognised
initially under AS 30, its fair value (the present value of the redemption amount)
is reclassified from equity. Subsequently, the financial liability is measured in
accordance with ASY30. If the contract expires without delivery, the carrying
amount of the financial liability is reclassified to equity. An entity 3 contractual
obligation to purchase its own equity instruments gives rise to a financial liability
for the present value of the redemption amount even if the obligation to
purchase is conditional on the counterparty exercising a right to redeem (eg. a
written put option that gives the counterparty the right to sell an entity 3 own
equity instruments to the entity for a fixed price).
A contract that will be settled by the entity delivering or receiving a fixed
number of its own equity instruments in exchange for a variable amount of cash
or another financial asset is a financial asset or financial liability. An example is
a contract for the entity to deliver 100 of its own equity instruments in return for
an amount of cash calculated to equal the value of 100 grams of gold.
The following examples illustrate how to classify different types of contracts on
an entity 3 own equity instruments:
A. A contract that will be settled by the entity receiving or delivering a fixed
number of its own shares for no future consideration, or exchanging a
fixed number of its own shares for a fixed amount of cash or another
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financial asset, is an equity instrument. Accordingly, any consideration
received or paid for such a contract is added directly to or deducted
directly from equity. One example is an issued share option that gives the
counterparty a right to buy a fixed number of the entity3 shares for a
fixed amount of cash. However, if the contract requires the entity to
purchase (redeem) its own shares for cash or another financial asset at a
fixed or determinable date or on demand, the entity also recognises a
financial liability for the present value of the redemption amount. One
example is an entity 3 obligation under a forward contract to repurchase a
fixed number of its own shares for a fixed amount of cash.

B. An entity ”s obligation to purchase its own shares for cash gives rise to a
financial liability for the present value of the redemption amount even if
the number of shares that the entity is obliged to repurchase is not fixed
or if the obligation is conditional on the counterparty exercising a right to
redeem. One example of a conditional obligation is an issued option that
requires the entity to repurchase its own shares for cash if the
counterparty exercises the option.

C. A contract that will be settled in cash or anather financial asst is a
financial asset or financial liability even if the amo@unt of cash or another
financial asset that will be received or delivered is based on changes in the
market price of the entity3 own equity. One _example is a net cash
settled share option.

D. A contract that will be settled in"a variable " nhumber of the entity3 own
shares whose value equals a fixediamount or an amount based on
changes in an underlying variable (e.g."aycommodity price) is a financial
asset or a financial liability. An example“isga written option to buy gold
that, if exercised, is settled net dn the entity3 own instruments by the
entity delivering as many of thoge instruments as are equal to the value of
the option contract. Such a/contract is a financial asset or financial
liability even ifsthe underlying: variable is the entity3 own share price
rather than gold. » Similarly, a contract that will be settled in a fixed
number of the entity3 own Shares, but the rights attaching to those
shares will be varied“so, that the settlement value equals a fixed amount
or am, amount based on _ehanges in an underlying variable, is a financial
asset ok, a financial diability.

Contingent Settlement Prowvisions

52.

53.

A financial instrument, may require the entity to deliver cash or another financial
asset, or otherwise ta settle it in such a way that it would be a financial liability,
in the event of the occurrence or non-occurrence of uncertain future events (or
on the outcome of uncertain circumstances) that are beyond the control of both
the issuer and the holder of the instrument, such as a change in a stock market
index, consumer price index, interest rate or taxation requirements, or the
issuer 3 future revenues, net income or debt to equity ratio). The issuer of such
an instrument does not have the unconditional right to avoid delivering cash or
another financial asset (or otherwise to settle it in such a way that it would be a
financial liability). Therefore, it is a financial liability of the issuer unless:

A. the part of the contingent settlement provision that could require
settlement in cash or another financial asset (or otherwise in such a way
that it would be a financial liability) is not genuine; or

B. the issuer can be required to settle the obligation in cash or another
financial asset (or otherwise to settle it in such a way that it would be a
financial liability) only in the event of liquidation of the issuer.

Paragraph 52 requires that if a part of a contingent settlement provision that

could require settlement in cash or another financial asset (or in another way
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that would result in the instrument being a financial liability) is not genuine, the
settlement provision does not affect the classification of a financial instrument.
Thus, a contract that requires settlement in cash or a variable number of the
entity 3 own shares only on the occurrence of an event that is extremely rare,
highly abnormal and very unlikely to occur is an equity instrument. Similarly,
settlement in a fixed number of an entity3 own shares may be contractually
precluded in circumstances that are outside the control of the entity, but if these
circumstances have no genuine possibility of occurring, classification as an
equity instrument is appropriate.

Settlement Options

54.

55.

When a derivative financial instrument gives one party a choice over
how it is settled (e.g. the issuer or the holder can choose settlement net
in cash or by exchanging shares for cash), it is a financial asset or a
financial liability unless all of the settlement alternatives would result in
it being an equity instrument.

An example of a derivative financial instrument with asettlement option that is a
financial liability is a share option that the issuer can deeide to settle net in cash
or by exchanging its own shares for cash. Similarly, some contracts © buy or
sell a non-financial item in exchange for the entity s own equity instruments are
within the scope of this Standard because they can be_settled either by delivery
of the non-financial item or net in cash orranother financial instrument (see
paragraphs 4-6). Such contracts are financral"assets or financial liabilities and
not equity instruments.

Treatment in Consolidated Financial Statements

56.

In consolidated financial statements, agl entity,presents minority interests - i.e.
the interests of other parties in the/equity“and income of its subsidiaries in
accordance with AS 1 (revised), Presentation of Financial Statements, and AS
21, Consolidated Financial Statéments and Accounting for Investments in
Subsidiaries in Separate yFinancial“Statements. When classifying a financial
instrument (or a componentyof it) in consolidated financial statements, an entity
considers all terms and_eonditions agreed between members of the group and
the holders ef the instfument i determining whether the group as a whole has
an obligation yto deliverf cash or another financial asset in respect of the
instrument orto settle it'in a manner that results in liability classification. When
a subsidiary in a‘greup issties a financial instrument and a parent or other group
entity agrees additional terms directly with the holders of the instrument (e.g. a
guarantee), the group. may not have discretion over distributions or redemption.
Although the subsidiary may appropriately classify the instrument without regard
to these additional terms in its individual financial statements, the effect of other
agreements between members of the group and the holders of the instrument is
considered in order to ensure that consolidated financial statements reflect the
contracts and transactions entered into by the group as a whole. To the extent
that there is such an obligation or settlement provision, the instrument (or the
component of it that is subject to the obligation) is classified as a financial
liability in consolidated financial statements.

Compound Financial Instruments

57.

300

The issuer of a non-derivative financial instrument should evaluate the
terms of the financial instrument to determine whether it contains both
a liability and an equity component. Such components should be
classified separately as financial liabilities or equity instruments in
accordance with paragraph 32.
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Paragraph 57 applies only to issuers of non-derivative compound financial
instruments. Paragraph 57 does not deal with compound financial instruments
from the perspective of holders. Accounting Standard (AS) 30, Financial
Instruments: Recognition and Measurement deals with the separation of
embedded derivatives from the perspective of holders of compound financial
instruments that contain debt and equity features.
An entity recognises separately the components of a financial instrument that A.
creates a financial liability of the entity and B. grants an option to the holder of
the instrument to convert it into an equity instrument of the entity. For
example, a debenture or similar instrument convertible by the holder into a fixed
number of equity shares of the entity is a compound financial instrument. From
the perspective of the entity, such an instrument comprises two components: a
financial liability (a contractual arrangement to deliver cash or another financial
asset) and an equity instrument (a call option granting the holder the right, for a
specified period of time, to convert it into a fixed number of equity shares of the
entity). The economic effect of issuing such an instrument is substantially the
same as issuing simultaneously a debt instrument, with an early settlement
provision and warrants to purchase equity shares, orissuing a debt instrument
with detachable share purchase warrants. Accordingly,in al cases, the entity
presents the liability and equity components separately on'its, balance sheet.
Classification of the liability and equity components of a coavertible instrument is
not revised as a result of a change in thelikeliheod that a conversion gtion will
be exercised, even when exercise of the option“may appear to have become
economically advantageous to some holders.jHolders may not always act in the
way that might be expected because, for “example, the tax consequences
resulting from conversion may differ among holderss Furthermore, the likelihood
of conversion will change from time to times,_The entity 3 contractual obligation
to make future payments remains outstanding until it is extinguished through
conversion, maturity of the instrument.or some other transaction.
Accounting Standardy, (AS) 304, Finaneial Instruments: Recognition and
Measurement deals with, the/ measurement of financial assets and financial
liabilities. Equity instruments are inStruments that evidence a residual interest
in the assets of an entity after,deducting all of its liabilities. Therefore, when the
initial carrying amoungfof a eompound financial instrument is allocated to its
equity and liability caompanents,® the equity component is assigned the residual
amount afterideducting from the fair value of the instrument as a whole the
amount separately, determined for the liability component. The value of any
derivative features (such”as a call option) embedded in the compound financial
instrument other than the equity component (such as an equity conversion
option) is included in the liability component. The sum of the carrying amounts
assigned to the liability and equity components on initial recognition is always
equal to the fair value that would be ascribed to the instrument as a whole. No
gain or loss arises from initially recognising the components of the instrument
separately.

A common form of compound financial instrument is a debt instrument with an

embedded conversion option, such as a debenture convertible into equity shares

of the issuer, and without any other embedded derivative features. Paragraph

57 requires the issuer of such a financial instrument to present the liability

component and the equity component separately on the balance sheet, as

follows:

A. The issuer3 obligation to make scheduled payments of interest and
principal is a financial liability that exists as long as the instrument is not
converted. Accordingly, the issuer of a debenture convertible into equity
shares first determines the carrying amount of the liability component by
measuring the fair value of a similar liability (including any embedded
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non-equity derivative features) that does not have an associated equity
component. Thus, on initial recognition, the fair value of the liability
component is the present value of the contractually determined stream of
future cash flows discounted at the rate of interest applied at that time by
the market to instruments of comparable credit status and providing
substantially the same cash flows, on the same terms, but without the
conversion option.

B. The equity instrument is an embedded option to convert the liability into
equity of the issuer. The fair value of the option comprises its time value
and its intrinsic value, if any. This option has value on irtial recognition
even when it is out of the money. The carrying amount of the equity
instrument represented by such option is determined by deducting the fair
value of the financial liability from the fair value of the compound financial
instrument as a whole.

On conversion of a convertible instrument at maturity, the entity derecognises

the liability component and recognises it as equity. The original equity

component remains as equity (although it may be transferred from one line item
within equity to another). There is no gain or loss on conversion at maturity.

When an entity extinguishes a convertible instrument hefore maturity through

an early redemption or repurchase in which the original conversion privileges are

unchanged, the entity allocates the consideration paid andsany transaction costs
for the repurchase or redemption to the liability#and equity components of the
instrument at the date of the transaction. The“method used in allocating the
consideration paid and transaction costsi o the separate components is
consistent with that used in the original allocation to the separate components of
the proceeds received by the entity when the convertible instrument was issued,

in accordance with paragraphs 57-62.

Once the allocation of the consideration is“made, any resulting gain or loss is

treated in accordance with accounting principles applicable to the related

component, as follows:

A. the amount of igainyor loSs relating to the liability component is recognised
in the statement of\profit and lass; and
B. the amount of consideration relating to the equity component is adjusted

in eguity againstfthe original equity component and the balance, if any,

againstithe reservesfand surplus.
An entity may 'amend the terms of a convertible instrument to induce early
conversion, for'example bygoffering a more favourable conversion ratio or paying
other additional consideration in the event of conversion before a specified date.
The difference, at the date the terms are amended, between the fair value of the
consideration the holder receives on conversion of the instrument under the
revised terms and the fair value of the consideration the holder would have
received under the original terms is recognised as a loss in the statement of
profit and loss.

Treasury shares

67.

68.
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If an entity reacquires its own equity instruments, those instruments
(treasury shares? should be deducted from equity. No gain or loss
should be recognised in statement of profit and loss on the purchase,
sale, issue or cancellation of an entity 3 own equity instruments. Such
treasury shares may be acquired and held by the entity or by other
members of the consolidated group. Consideration paid or received
should be recognised directly in equity.

The amount of treasury shares held is disclosed separately either on the face of
the balance sheet or in the notes, in accordance with AS 1 (Revised),
Presentation of Financial Statements. An entity provides disclosure in accordance
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with AS 18, Related Party Disclosures, if the entity reacquires its own equity
instruments from related parties.
An entity3 own equity instruments are not recognised as a financial asset
regardless of the reason for which they are reacquired. Paragraph 67 requires
an entity that reacquires its own equity instruments to deduct those equity
instruments from equity. However, when an entity holds its own equity on
behalf of others, e.g., a financial institution holding its own equity on behalf of a
client, there is an agency relationship and as a result those holdings are not
included in the entity 3 balance sheet.

Interest, Dividends, Losses and Gains

70.

71.

72.

73.

74.

75.

Interest, dividends, losses and gains relating to a financial instrument
or a component of financial instrument that is a financial liability should
be recognised as income or expense in the statement of profit and loss.
Distributions to holders of an equity instrument should be debited by
the entity directly to an appropriate equity account, net of any related
income tax benefit. Transaction costs of an equity transaction should be
accounted for as a deduction from equity net of ‘@ny related income tax
benefit.

The classification of a financial instrument as a financial“liability or an equity
instrument determines whether interest, dividends, lossesgand gains relating to
that instrument are recognised as expense ‘oriincome in the“statement of profit
and loss or are recognised directly in the“revenue reserves and surplus. Thus,
dividend payments on shares wholly recognised as liabilities are recognised as
expenses in the same way as interest on a band/ debenture. Similarly, gains
and losses associated with redemptions or, refinancihgs of financial liabilities are
recognised in the statement of profit amnd_less, whereas redemptions or
refinancings of equity instruments are gecognised as changes in equity. Changes
in the fair value of an equity instrument are not recognised in the financial
statements.

An entity typically ineurs, various“costs In issuing or acquiring its own equity
instruments. Those costsimight include regulatory fees, amounts paid to legal,
accounting and other professional advisers, printing costs and stamp duties. The
transactionieosts (net gf'any related income tax benefit) of an equity transaction
are recognised, directly ingthe appropriate equity account to the extent they are
incremental casts directly attributable to the equity transaction that otherwise
would have been avoided«The costs of an equity transaction that is abandoned
are recognised as an expense.

Transaction costs that relate to the issue of a compound financial instrument are
allocated to the liability and equity components of the instrument in proportion
to the allocation of proceeds. Transaction costs that relate jointly to more than
one transaction are allocated to those transactions using a basis of allocation
that is rational and consistent with similar transactions.

The amount of transaction costs recognised in the revenue reserves and surplus
is disclosed separately under AS 1 (revised).

The following example illustrates the application of paragrgph 70 to a compound
financial instrument. Assume that a non-cumulative preference share is
mandatorily redeemable for cash in five years, but that dividends are payable at
the discretion of the entity before the redemption date. Such an instrument is a
compound financial instrument, with the liability component being the present
value of the redemption amount. The unwinding of the discount on this
component is recognised in statement of profit and loss and classified as interest
expense. Any dividends paid relate to the equity component and, accordingly,
are recognised directly in the revenue reserves and surplus. A similar treatment
would apply if the redemption was not mandatory but at the option of the
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holder, or if the share was mandatorily convertble into a variable number of
equity shares calculated to equal a fixed amount or an amount based on
changes in an underlying variable (e.g., commodity). However, if any unpaid
dividends are added to the redemption amount, the entire instrument is a
liability. In such a case, any dividends are classified as interest expense.
Dividends classified as an expense are presented in the statement of profit and
loss as a separate item. In addition to the requirements of this Standard,
disclosure of interest and dividends is subject to the requirements of AS 1
(revised) and Accounting Standard (AS) 32, Financial Instruments: Disclosures.
Gains and losses related to changes in the carrying amount of a financial liability
are recognised as income or expense in the statement of profit and loss even
when they relate to an instrument that includes a right to the residual interest in
the assets of the entity in exchange for cash or another financial asset (see
paragraph 35 B.). Under AS 1 (revised), the entity presents any gain or loss
arising from remeasurement of such an instrument separately on the face of the
statement of profit and loss when it is relevant in explaining the entity3
performance.

Offsetting a Financial Asset and a Financial Liability

78.

79.

80.

81.

82.
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A financial asset and a financial liability should be “@ffset and the net
amount presented in the balance sheet when, and.ealy when, an entity:

A. currently has a legally enforceablerright to set off\the recognised
amounts; and
B. intends either to settle on a net basis, or to realise the asset and

settle the liability simultaneously.
In accounting for a transfer of a financial asset that does not qualify for
derecognition, the entity should not®ffset thetransferred asset and the
associated liability (see Accounting “Standard (AS) 30, Financial
Instruments: Recognition and Measurement).
This Standard requires the presentation ofiffinancial assets and financial liabilities
on a net basis when doing,so reflects an entity 3 expected future cash flows from
settling two or more separate financial instruments. When an entity has the
right to receive or pay a singleynet amount and intends to do so, it has, in effect,
only a simgle financial "fasset®or financial liability. In other circumstances,
financial assets and financial liabilities are presented separately from each other
consistently withytheir charagteristics as resources or obligations of the entity.
Offsetting a recagnised fimancial asset and a recognised financial liability and
presenting the net@amount differs from the derecognition of a financial asset or a
financial liability. Although offsetting does not give rise to recognition of a gain
or loss, the derecognition of a financial instrument not only results in the
removal of the previously recognised item from the balance sheet but also may
result in recognition of a gain or loss.
A right of set-off is a debtor3 legal right, by contract or otherwise, to settle or
otherwise eliminate all or a portion of an amount due to a creditor by applying
against that amount an amount due from the creditor. In  unusual
circumstances, a debtor may have a legal right to apply an amount due from a
third party against the amount due to a creditor provided that there is an
agreement between the three parties that clearly establishes the debtor$ right
of set-off. Because the right of set-off is a legal right, the conditions supporting
the right may vary from one legal jurisdiction to another and the laws applicable
to the relationships between the parties need to be considered.
The existence of an enforceable right to set off a financial asset and a financial
liability affects the rights and obligations associated with a financial asset and a
financial liability and may affect an entity 3 exposure to credit and liquidity risk.
However, the existence of the right, by itself, is not a sufficient basis for
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offsetting. In the absence of an intention to exercise the right or to settle
simultaneously, the amount and timing of an entity 3 future cash flows are not
affected. When an entity intends to exercise the right or to settle
simultaneously, presentation of the asset and liability on a net basis reflects
more appropriately the amounts and timing of the expected future cash flows, as
well as the risks to which those cash flows are exposed. An intention by one or
both parties to settle on a net basis without the legal right to do so is not
sufficient to justify offsetting because the rights and obligations associated with
the individual financial asset and financial liability remain unaltered.

An entity3 intentions with respect to settlement of particular assets and
liabilities may be influenced by its normal business practices, the requirements
of the financial markets and other circumstances that may limit the ability to
settle net or to settle simultaneously. When an entity has a right of set-off, but
does not intend to settle net or to realise the asset and settle the liability
simultaneously, the effect of the right on the entity3 credit risk exposure is
disclosed in accordance with Accounting Standard (AS) 32, Financial
Instruments: Disclosures.

Simultaneous settlement of two financial instrumentsymay occur through, for
example, the operation of a clearing house in an organised financial market or a
face-to-face exchange. In these circumstances the cash flows are, in effect,
equivalent to a single net amount and there is no exposukesto credit or liquidity
risk. In other circumstances, an entity maygsettle’two instruments by receiving
and paying separate amounts, becomihg exposed to credit risk for the full
amount of the asset or liquidity risk for the full amount of the liability. Such risk
exposures may be significant even thoughyrelatively brief. Accordingly,
realisation of a financial asset and settlement of a financial liability are treatd as
simultaneous only when the transactionsgoceur at4he same moment.

The conditions set out in paragraph 78 are generally not satisfied and offsetting
is usually inappropriate when:

A. several differentifinancial instruments are used to emulate the features of
a single financial instrument (a\synthetic instrument’;
B. financial assets andhfinancial Yiabilities arise from financial instruments

having the same primary risk exposure (for example, assets and liabilities
withim a portfoliodof forward contracts or other derivative instruments) but
involvedifferent counterparties;

C. financial »or other assets are pledged as collateral for non-recourse
financial fiabilities;
D. financial assets are set aside in trust by a debtor for the purpose of

discharging an obligation without those assets having been accepted by
the creditor in settlement of the obligation (for example, a sinking fund
arrangement); or
E. obligations incurred as a result of events giving rise to losses are expected
to be recovered from a third party by virtue of a claim made under an
insurance contract.
To offset a financial asset and a financial liability, an entity must have a
currently enforceable legal right to set off the recognised amounts. An entity
may have a conditional right to set off recognised amounts. An entity that
undertakes a number of financial instrument transactions with a single
counterparty may enter into a fTnaster netting arrangement” with that
counterparty. Such an agreement provides for a single net settlement of all
financial instruments covered by the agreement in the event of default on, or
termination of, any one contract. These arrangements are commonly used by
financial institutions to provide protection against loss in the event of bankruptcy
or other circumstances that result in a counterparty being unable to meet its
obligations. A master netting arrangement commonly creates a right of setoff

305



87.

306

Feedback : ishan_padia@yahoo.co.in

that becomes enforceable and affects the realisation or settlement of individual
financial assets and financial liabilities only following a specified event of default
or in other circumstances not expected to arise in the normal course of business.
A master netting arrangement does not provide a basis for offsetting unless both
of the criteria in paragraph 78 are satisfied. When financial assets and financial
liabilities subject to a master netting arrangement are not offset, the effect of
the arrangement on an entity 3 exposure to credit risk is disclosed in accordance
with Accounting Standard (AS) 32, Financial Instruments: Disdosures.
The Standard does not provide special treatment for so called %Synthetic
instruments ] which are groups of separate financial instruments acquired and
held to emulate the characteristics of another instrument. For example, a
floating rate long-term debt combined with an interest rate swap that involves
receiving floating payments and making fixed payments synthesises a fixed rate
long-term debt. Each of the individual financial instruments that together
constitute a Synthetic instrument” represents a contractual right or obligation
with its own terms and conditions and each may be transferred or settled
separately. Each financial instrument is exposed toyrisks that may differ from
the risks to which other financial instruments are expesed. Accoardingly, when
one financial instrument in a Synthetic instrument”is anasset and another is a
liability, they are not offset and presented on an entity 3 balance sheet on a net
basis unless they meet the criteria for offsetting in paragraph 78.



