Guidance Notes
Guidance Note on 

Accounting for Investments in the 

Financial Statements of Mutual Funds

3. Accounting Standard (AS) 13 on ‘Accounting for Investments’, issued by the Institute of Chartered Accountants of India, does not apply to accounting for investments in the financial statements of mutual funds.
Clause (a) of the Ninth Schedule to the Regulations, prescribing Accounting Policies and Standards, also provides as below

"For the purposes of the financial statements, mutual fund shall mark all investments to market and carry investments in the balance sheet at market value. However, since the unrealised gain arising out of appreciation on investments cannot be distributed, provision has to be made for exclusion of this item when arriving at distributable income."

Carrying Amount and the Treatment of Depreciation and Appreciation when Investments are Marked to Market
 

8. The market value of investments should be determined on the basis of investment valuation norms prescribed in the Eighth Schedule to the Regulations.

 

9. The basic objective of marking the investments to market, in a mutual fund, is to arrive at the current net asset value of the units. It is felt that this basic objective would be met if the investments are marked to market for balance sheet purposes. Further, as per the existing generally accepted accounting principles in India, unrealised profit is not considered for arriving at the profit (loss) for the period concerned. The recommendations on accounting for investments in the financial statements of mutual funds contained in the following paragraphs are based on the aforesaid principles.

 

10. The investments should be marked to market on the balance sheet date. The provision for depreciation in the value of investments should be made in the books by debiting the Revenue Account. The provision so created should be shown as a deduction from the value of investments in the balance sheet. However, unrealised appreciation should be directly transferred to the Unrealised Appreciation Reserve, i.e., without routing it through the Revenue Account with the corresponding debit to the Investments Account. It is recommended that the Unrealised Appreciation Reserve should be reversed at the beginning of the next accounting year.

 

11. Clause 2(i) of the Eleventh Schedule also provides that "where the financial statements are prepared on a mark to market basis, there need not be a separate provision for depreciation". However, keeping in view ‘prudence’ as a factor for preparation of financial statements and correct disclosure of the amount of depreciation on investments, it is recommended that the gross value of depreciation on investments should be reflected in the Revenue Account rather than the same being netted off with the appreciation in the value of other investments. In other words, depreciation/appreciation on investments should be worked out on an individual investment basis or by category of investment basis, but not on an overall (or global) basis for the entire investment portfolio.

_____________________________________________________________________________
74. Amortisation of Intangible assets 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

intangible assets used in a production process is included in the carrying

amount of inventories
Guidance Note on 

Accounting Treatment for Excise Duty

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

 

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.

 

7. Excisable goods, after completion of their manufacturing process, are required to be kept in a storeroom or other identified place of storage in a factory till the time of their clearance. Each such storeroom or storage place is required to be declared to the Excise Authorities and approved by them. Such storeroom or storage place is generally referred to as a Bonded Storeroom. Dutiable goods are also allowed, subject to approval of Excise Authorities, to be removed without payment of duty, to a Bonded Warehouse outside factory. In such cases, excise duty is collected at the time of clearance of goods from such Bonded Warehouses.

Excise Duty as an Element of Cost
 

9. In considering the appropriate treatment of excise duty for the purpose of determination of cost for inventory valuation, it is necessary to consider whether excise duty should be considered differently from other expenses.

11. Excise duty contributes to the value of the product. A "duty paid" product has a higher value than a product on which duty remains to be paid and no sale or further utilisation of excisable goods can take place unless the duty is paid. It is, therefore, a necessary expense which must be incurred if the goods are to be put in the location and condition in which they can be sold or further used in the manufacturing process.

 

12. Excise duty cannot, therefore, be treated differently from other expenses for the purpose of determination of cost for inventory valuation. To do so would be contrary to the basic objective of carrying forward the cost related to inventories until these are sold or consumed.

 

13. As stated in para 6 above, liability to excise duty arises even on excisable goods manufactured and used in further manufacturing process. In such a case, excise duty paid (if the same is not exempted) on the intermediary product becomes a manufacturing expense. Excise duty paid on such intermediary products must, therefore, be included in the valuation of work-in-process or finished goods manufactured by the subsequent processing of such products.

18. Since the liability for excise duty arises when the manufacture of the goods is completed, it is necessary to create a provision for liability of unpaid excise duty on stocks lying in the factory or bonded warehouse. It is true that the recovery of the duty is deferred till the goods are removed from the factory or the bonded warehouse and the exact quantification will, therefore, be at the time of removal and that estimate of duty made on balance sheet date may change on account of subsequent events, e.g., change in the rate of duty and exports under bond. But, this is true of many other items also, e.g., provision for gratuity and this cannot be an argument for not making a provision for existing liability on estimated basis.

 

19. The estimate of such liability can be made at the rates in force on the balance sheet date.

the liability for excise duty arises at the point of time at which the manufacture is completed. The excise duty paid or provided on finished goods should, therefore, be included in inventory valuation. Similarly, excise duty paid on purchases (other than those subsequently recoverable by the enterprise from the taxing authorities) as well as intermediary products used for manufacture should also be included in the valuation of work-in-progress or finished goods. Excise duty should be considered as a manufacturing expense and like other manufacturing expenses be considered as an element of cost for inventory valuation.
ASI
1. What should be the manner of disclosure of excise duty in the presentation of revenue from sales transactions (turnover) in the statement of profit and loss.

2. The amount of turnover should be disclosed in the following manner on

the face of the statement of profit and loss:

Turnover (Gross) XX

Less: Excise Duty XX

Turnover (Net) XX

3. The amount of excise duty to be shown as deduction from turnover as

per paragraph 2 above should be the total excise duty for the year except the

excise duty related to the difference between the closing stock and opening

stock. The excise duty related to the difference between the closing stock

and opening stock should be recognised separately in the statement of profit

and loss, with an explanatory note in the notes to accounts to explain the

nature of the two amounts of excise duty.
Guidance Note on

Treatment of Reserve Created on Revaluation of Fixed Assets

11. The Revaluation Reserve is not available for payment of dividends. This view is also supported by the Companies (Declaration of Dividend out of Reserves) Rules, 1975. Similarly, accumulated losses or arrears of depreciation should not be set off against Revaluation Reserve. However, the revaluation reserve can be utilised for adjustment of the additional depreciation on the increased amount due to revaluation from year to year or on the retirement of the relevant fixed assets (as discussed in paras 9 and 10 above respectively).
 

12. The revaluation of fixed assets is normally done in order to bring into books the replacement cost of such assets. This is a healthy trend as it recognises the importance of retaining sufficient funds through additional depreciation in the business for replacement of fixed assets. As such, it will be prudent not to charge the additional depreciation against revaluation reserve, though this may result in reduction of distributable profits. This practice would also give a more realistic appraisal of the company’s operations in an inflationary situation.

 

 

29. If a company has transferred the difference between the revalued figure and the book value of fixed assets to the "Revaluation Reserve" and has charged the additional depreciation related thereto to its Profit and Loss Account, it is possible to transfer an amount equivalent to accumulated additional depreciation from the revaluation reserve to the Profit and Loss Account or to the General Reserve provided suitable disclosure is made in the accounts as recommended in this guidance note

Guidance Note on 

Accounting for Changing Prices

popularly known as inflation accounting

38. Out of the various methods of accounting for changing prices discussed above, the Current Cost Accounting method seems to be most appropriate in the context of the economic environment in India.
However, the introduction of a full-fledged system of Current Cost Accounting on a wide scale in India will inevitably take some time. During this transitional phase, periodic revaluations of fixed assets along with the adoption of LIFO formula for inventory valuation would reflect the impact of changing prices substantially in the case of manufacturing and trading enterprises

40. Considering the importance of the information regarding the impact of changing prices it is recommended that while the primary financial statements should continue to be prepared and presented on the historical cost basis, supplementary information reflecting the effect of changing prices may also be provided in the financial statements on a voluntary basis, at least by large enterprises.

Guidance Note on 

Accrual Basis of Accounting

3.2 Recognition of revenue requires that revenue is measurable and that at the time of sale or the rendering of service or the use of resources of the enterprise by others it would not be unreasonable to expect ultimate collection.

 

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

 

3.4 When recognition of revenue is postponed due to the effect of uncertainties, it is considered as revenue for the period in which it is properly recognised according to the principles discussed herein.

3.7 In a transaction involving the sale of goods, performance should be regarded as being achieved when the following conditions have been fulfilled:

 

	(i)
	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 control of the goods transferred to a degree usually associated with ownership; and

	(ii)
	no significant uncertainty exists regarding the amount of the consideration that will be derived from the sale of goods. Thus, when such consideration is not determinable within reasonable limits, the recognition of revenue is postponed.

 


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

 

3.9 The use of resources of the enterprise by others yielding interest, royalties and dividends is recognised when no significant uncertainty as to measurability or collectability exists.

	(i)
	Identification with revenue transactions 

	 
	Costs directly associated with the revenue recognised during the relevant period (in respect of which whether money has been paid or not) are considered as expenses and are charged to income for the period.

 

	(ii)
	Identification with a period of time

	 
	In many cases, although some costs may have connection with the revenue for the period, the relationship is so indirect that it is impracticable to attempt to establish it. However, there is a clear identification with a period of time. Such costs are regarded as ‘period costs’ and are expensed in the relevant period, e.g., salaries, telephone, traveling, depreciation on office building etc. Similarly, the costs the benefits of which do not clearly extend beyond the accounting period are also charged as expenses.


Appendix

This Appendix is illustrative only. The purpose of the Appendix is to illustrate the application of the Guidance Note on Accrual Basis of Accounting to some of the important commercial situations.

 

REVENUE RECOGNITION
 

1. Sale of Goods

 

	(i)
	Delivery is delayed at buyer’s request and buyer takes title and accepts billing
 

	 
	Revenue should be recognised notwithstanding that physical delivery has not been completed so long as there is every expectation that delivery will be made. However, the item must be on hand, identified and ready for delivery to the buyer at the time the sale is recognised rather than there being simply an intention to acquire or manufacture the goods in time for delivery.

 

	(ii) 
	Delivered subject to conditions
 

	 
	(a)
installation and inspection i.e. goods are sold subject to installation, inspection etc. 

 

 

Revenue should normally not be recognised until the customer accepts delivery and installation and inspection are complete. In some cases, however, the installation process may be so simple in nature that it may be appropriate to recognise the sale notwithstanding that installation is not yet completed (e.g. installation of a factory tested television receiver normally only requires unpacking and connecting of power and antenna.)

 

(b)
 on approval
 

 

Revenue should not be recognised until the goods have been formally accepted by the buyer or the buyer has done an act adopting the transaction or the time period for rejection has elapsed or where no time has been fixed, a reasonable time has elapsed.

 

(c) 
guaranteed sales i.e. delivery is made giving the buyer an unlimited right of return
 

 

Recognition of revenue in such circumstances will depend on the substance of the agreement. In the case of retail sales offering a guarantee of "money back if not completely satisfied" it may be appropriate to recognise the sale but to make a suitable provision for returns based on previous experience. In other cases, the substance of the agreement may amount to a sale on consignment, in which case it should be treated as indicated below.

 

(d)
Consignment sales i.e. a delivery is made whereby the recipient undertakes to sell the goods on behalf of the consignor
 

Revenue should not be recognised until the goods are sold to a third party.

 

(e)
Cash on delivery sales
 

Revenue should not be recognised until cash is received by the seller or his agent.

 



	(iii)
	Sales where the purchaser makes a series of installment payments to the seller, and the seller delivers the goods only when the final payment is received
 

	 
	Revenue from such sales should not be recognised until goods are delivered. However, when experience indicates that most such sales have been consummated, revenue may be recognised when a significant deposit is received.

 

	(iv)
	Special order and shipments i.e. where payment (or partial payment) is received for goods not presently held in stock e.g. the stock is still to be manufactured or is to be delivered directly to the customer from a third party
 

	 
	Revenue from such sales should not be recognised until goods are manufactured, identified and ready for delivery to the buyer by the third party.

 

	(v)
	Sale/repurchase agreements i.e. where seller concurrently agrees to repurchase the same goods at a later date
 

	 
	For such transactions that are in substance a financing agreement, the resulting cash inflow is not revenue as defined and should not be recognised as revenue.

 

	(vi)
	Sales to intermediate parties i.e. where goods are sold to distributors, dealers or others for resale
 

	 
	Revenue from such sales can generally be recognised if significant risks of ownership have passed, however, in some situations the buyer may in substance be an agent and in such cases the sale should be treated as a consignment sale.

 

	(vii)
	Subscriptions for publications
 

	 
	Revenue received or billed should be deferred and recognised either on a straight line basis over time or, where the items delivered vary in value from period to period, revenue should be based on the sales value of the item delivered in relation to the total sales value of all items covered by the subscription.

 

	(viii)
	Installments sales
 

	 
	When the consideration is receivable in installments, revenue attributable to the sales price exclusive of interest should be recognised at the date of sale. The interest element should be recognised as revenue, proportionately to the unpaid balance due to the seller.

 


2. Rendering of Services

 

	(i)
	 Installation fees
 

In cases where installation fees are other than incidental to the sale of a product, they should be recognised as revenue only when the equipment is installed and accepted by the customer.

 

	(ii)
	Advertising and Insurance Agency Commissions
 

Revenue should be recognised when the service is completed. For advertising agencies, media commissions will normally be recognised when the related advertisement or commercial appears before the public and the necessary intimation is received by the agency, as opposed to production commission which will be recognised when the project is completed. Insurance agency commissions should be recognised on the effective commencement or renewal dates of the related policies. 

 

	(iii)
	Financial service commissions
 

	 
	A financial service may be rendered as a single act or may be provided over a period of time. Similarly, charges for such services may be made as a single amount or in stages over the period of the service or the life of the transaction to which it relates. Such charges may be settled in full when made, or added to a loan or other account and settled in stages. The recognition of such revenue should, therefore, have regard to:

 

(a)

Whether the service has been provided "once and for all"or is on a "continuing" basis;

 

(b)

the incidence of the costs relating to the service;

 

(c)

when the payment for the service will be received. In general, commissions charged for arranging or granting loan or other facilities should be recognised when a binding obligation has been entered into. Commitment, facility or loan management fees which relate to continuing obligations or services should normally be recognised over the life of the loan or facility having regard to the amount of the obligation outstanding, the nature of the services provided and the timing of the costs relating thereto.

 



	(iv) 
	Admission Fees
 

	 
	Revenue from artistic performances, banquets and other special events should be recognised when the event takes place. When a subscription to a number of events is sold, the fee should be allocated to each event on a systematic and rational basis.

 

	(v)
	Entrance and membership fees
 

	 
	Revenue recognition from these sources will depend on the nature of the services being provided. Entrance fee received is generally capitalized. If the membership fee permits only membership and all other services or products are paid for separately, or is there is a separate annual subscription, the fee should be recognised when received. If the membership fee entitles the member to services or publications to be provided during the year, it should be recognised on a systematic and rational basis having regard to the timing and nature of all services provided.


 

3. Uncertainty of collection

 

In respect of the following items of revenue, if the ability to assess the ultimate collection with reasonable certainty is lacking at the time of raising any claim, revenue recognition is postponed to the extent of uncertainty involved :

 

	(i)
	Claim for escalation of price under a contract.

 

	(ii)
	Export incentives due from the Government or any statutory authority.

 

	(iii)
	Drawback claims, cash subsidies, benefits of Import Licenses etc. received from the Government or any statutory authority.

 

	(iv)
	Interest due or receivable on loans or other dues when the recovery of the amount is in dispute or is doubtful.

 

	(v)
	Insurance claim in respect of loss of goods or loss of profits, when the amount receivable is not certain or capable or being determined.


 

4. Construction contracts
 

In accounting for construction contracts in financial statements either the percentage of completion method (POC Method) may be used. When a contractor uses a particular method of accounting for a contract, then the same method should be adopted for all other contracts which meet similar criteria.

 

LIABILITY FOR EXPENDITURE

 

Gratuity

 

Under accrual basis of accounting it is necessary to provide for accruing liability in each accounting period.






1 Accounting Standard (AS) 7, ‘Construction Contracts’ (revised) issued by the Institute of Chartered Accountants of India, permits the use of only percentage of completion method for accounting for construction contracts. AS 7 (revised) 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.

Guidance Note on

Accounting for Depreciation in Companies1
Adoption of different methods for different types of assets

 

5. A company may adopt more than one method of depreciation. Thus, it is permissible to follow different methods for different types of assets provided the same methods are consistently adopted from year to year in accordance with Section 205(2). Also, units in different geographical locations can follow different methods of depreciation provided the same are consistently followed.

Change in the method of providing depreciation

 

6. The depreciation method selected should be applied consistently from period to period. A change from one method of providing depreciation to another should be made only if the adoption of 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 a more appropriate preparation or presentation of the financial statements of the enterprise. When a change in the method of depreciation is made, depreciation should be 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 would be 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 should be charged to the profit and loss account. In case the change in the method results in surplus, it is recommended that the surplus be initially transferred to the ‘Appropriations’ part of the profit and loss account and thence to General Reserve through the same part of the profit and loss account. Such a change should be treated as a change in accounting policy and its effects should be quantified and disclosed.

 

 

10. This view is supported by the Department of Company Affairs and it has clarified that "the rates as contained in Schedule XIV should be viewed as the minimum rates, and, therefore, a company will not be permitted to charge depreciation at rates lower than those specified in the Schedule in relation to assets purchased after the date of applicability of the Schedule. If, however, on the basis of bona fide technological evaluation, higher rates of depreciation are justified, they may be provided with proper disclosure by way of a note forming part of annual accounts"2.

Guidance Note on Availability of Revaluation

Reserve for Issue of Bonus Shares1
4. It may be noted that the excess of the revalued amount over the net book value of fixed assets, which is credited to revaluation reserve, is created as a result of a book adjustment only. The revaluation reserve does not result from an arm’s length transaction; it represents an expert’s perception of value. The revaluation reserve thus does not represent a realised gain.

5. Share capital represents the amount of money or money’s worth received from the owners and the capitalisation of earned profits or other gains arising out of an arm’s length transaction. It has, therefore, been a cardinal principle that only such profits as are earned or the relevant capital receipts (e.g. share premium), as are realised, can be capitalised.

 

6. In view of the above, in the opinion of the Institute of Chartered Accountants of India, bonus shares cannot be issued by capitalisation of revaluation reserve. If any company (including a private or a closely held public company) utilises revaluation reserve for issue of bonus shares, the statutory auditor of the company should qualify his audit report. An illustrative manner of the qualification is given below:

Accounting for Leases in the Books of a Lessee
 

Finance Leases
 

24. A lessee should disclose assets taken under a finance lease by way of a note to the accounts, disclosing, inter alia, the future obligations of the lessee as per the agreement.

 

25. Lease rentals should be accounted for on accrual basis over the lease term so as to recognise an appropriate charge in this respect in the profit and loss account, with a separate disclosure thereof. The appropriate charge should be worked out with reference to the terms of the lease agreement, type of the asset, proportion of the lease period to the life of the asset as per the technical/commercial evaluation and such other considerations. The excess of lease rentals paid over the amount accrued in respect thereof should be treated as prepaid lease rental and vice versa.

 

Operating Leases
 

26. Lease rentals should be accounted for on accrual basis over the lease term so as to recognise an appropriate charge in this respect in the profit and loss account with a separate disclosure thereof. In other words, aggregate of the lease rentals payable over the lease term should, unless another systematic basis is more representative of the time pattern, be spread over the term on straight line basis, irrespective of the payment schedule as per the terms and conditions of the lease. The excess of lease rentals paid over the amount accrued in respect thereof should be treated as prepaid lease rental and vice versa.
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Example 1: Warranties

A manufacturer gives warranties at the time of sale to purchasers of its

product. Under the terms of the contract for sale the manufacturer undertakes

to make good, by repair or replacement, manufacturing defects that become

apparent within three years from the date of sale. On past experience, it is

probable (i.e. more likely than not) that there will be some claims under the

warranties.

Present obligation as a result of a past obligating event - The obligating

event is the sale of the product with a warranty, which gives rise to an

obligation.

An outflow of resources embodying economic benefits in settlement

- Probable for the warranties as a whole (see paragraph 23).

Conclusion - A provision is recognised for the best estimate of the costs of

making good under the warranty products sold before the balance sheet date

(see paragraphs 14 and 23).

Example 2: Contaminated Land - Legislation Virtually Certain to be Enacted

An enterprise in the oil industry causes contamination but does not clean up

because there is no legislation requiring cleaning up, and the enterprise has

been contaminating land for several years. At 31 March 2005 it is virtually

certain that a law requiring a clean-up of land already contaminated will be

enacted shortly after the year end.

Present obligation as a result of a past obligating event - The obligating

event is the contamination of the land because of the virtual certainty of

legislation requiring cleaning up.

An outflow of resources embodying economic benefits in settlement

- Probable.

Conclusion - A provision is recognised for the best estimate of the costs of

the clean-up (see paragraphs 14 and 21).

Example 3: Offshore Oilfield

An enterprise operates an offshore oilfield where its licensing agreement

requires it to remove the oil rig at the end of production and restore the

seabed. Ninety per cent of the eventual costs relate to the removal of the oil

rig and restoration of damage caused by building it, and ten per cent arise

through the extraction of oil. At the balance sheet date, the rig has been

constructed but no oil has been extracted.

Present obligation as a result of a past obligating event - The

construction of the oil rig creates an obligation under the terms of the licence

to remove the rig and restore the seabed and is thus an obligating event. At

the balance sheet date, however, there is no obligation to rectify the damage

that will be caused by extraction of the oil.

An outflow of resources embodying economic benefits in settlement

- Probable.

Conclusion - A provision is recognised for the best estimate of ninety per

cent of the eventual costs that relate to the removal of the oil rig and restoration

of damage caused by building it (see paragraph 14). These costs are included

as part of the cost of the oil rig. The ten per cent of costs that arise through

the extraction of oil are recognised as a liability when the oil is extracted.

Example 4: Refunds Policy

A retail store has a policy of refunding purchases by dissatisfied customers,

even though it is under no legal obligation to do so. Its policy of making

refunds is generally known.

Present obligation as a result of a past obligating event - The obligating

event is the sale of the product, which gives rise to an obligation because

obligations also arise from normal business practice, custom and a desire to

maintain good business relations or act in an equitable manner.

An outflow of resources embodying economic benefits in settlement

- Probable, a proportion of goods are returned for refund (see paragraph

23).

Conclusion - A provision is recognised for the best estimate of the costs of

refunds (see paragraphs 11, 14 and 23).

Example 5: Legal Requirement to Fit Smoke Filters

Under new legislation, an enterprise is required to fit smoke filters to its

factories by 30 September 2005. The enterprise has not fitted the smoke

filters.

(a) At the balance sheet date of 31 March 2005

Present obligation as a result of a past obligating event - There is no

obligation because there is no obligating event either for the costs of fitting

smoke filters or for fines under the legislation.

Conclusion - No provision is recognised for the cost of fitting the smoke

filters (see paragraphs 14 and 16-18).

(b) At the balance sheet date of 31 March 2006

Present obligation as a result of a past obligating event - There is still

no obligation for the costs of fitting smoke filters because no obligating event

has occurred (the fitting of the filters). However, an obligation might arise to

pay fines or penalties under the legislation because the obligating event has

occurred (the non-compliant operation of the factory).

An outflow of resources embodying economic benefits in settlement

- Assessment of probability of incurring fines and penalties by non-compliant

operation depends on the details of the legislation and the stringency of the

enforcement regime.

Conclusion - No provision is recognised for the costs of fitting smoke filters.

However, a provision is recognised for the best estimate of any fines and

penalties that are more likely than not to be imposed (see paragraphs 14 and

16-18).

Example 6: Staff Retraining as a Result of Changes in the Income Tax System

The government introduces a number of changes to the income tax system.

As a result of these changes, an enterprise in the financial services sector

will need to retrain a large proportion of its administrative and sales workforce

in order to ensure continued compliance with financial services regulation.

At the balance sheet date, no retraining of staff has taken place.

Present obligation as a result of a past obligating event - There is no

obligation because no obligating event (retraining) has taken place.

Conclusion - No provision is recognised (see paragraphs 14 and 16-18).

Example 7: A Single Guarantee

During 2004-05, Enterprise A gives a guarantee of certain borrowings of

Enterprise B, whose financial condition at that time is sound. During 2005-

06, the financial condition of Enterprise B deteriorates and at 30 September

2005 Enterprise B goes into liquidation.

(a) At 31 March 2005

Present obligation as a result of a past obligating event - The obligating

event is the giving of the guarantee, which gives rise to an obligation.

An outflow of resources embodying economic benefits in settlement

- No outflow of benefits is probable at 31 March 2005.

Conclusion - No provision is recognised (see paragraphs 14 and 22). The

guarantee is disclosed as a contingent liability unless the probability of any

outflow is regarded as remote (see paragraph 68).

(b) At 31 March 2006

Present obligation as a result of a past obligating event - The obligating

event is the giving of the guarantee, which gives rise to a legal obligation.

An outflow of resources embodying economic benefits in settlement

- At 31 March 2006, it is probable that an outflow of resources embodying

economic benefits will be required to settle the obligation.

Conclusion - A provision is recognised for the best estimate of the obligation

(see paragraphs 14 and 22).

Note: This example deals with a single guarantee. If an enterprise has a

portfolio of similar guarantees, it will assess that portfolio as a whole in

determining whether an outflow of resources embodying economic benefit is

probable (see paragraph 23). Where an enterprise gives guarantees in exchange

for a fee, revenue is recognised under AS 9, Revenue Recognition.

Example 8: A Court Case

After a wedding in 2004-05, ten people died, possibly as a result of food

poisoning from products sold by the enterprise. Legal proceedings are started

seeking damages from the enterprise but it disputes liability. Up to the date

of approval of the financial statements for the year 31 March 2005, the

enterprise’s lawyers advise that it is probable that the enterprise will not be

found liable. However, when the enterprise prepares the financial statements

for the year 31 March 2006, its lawyers advise that, owing to developments

in the case, it is probable that the enterprise will be found liable.

(a) At 31 March 2005

Present obligation as a result of a past obligating event - On the basis

of the evidence available when the financial statements were approved, there

is no present obligation as a result of past events.

Conclusion - No provision is recognised (see definition of ‘present obligation’

and paragraph 15). The matter is disclosed as a contingent liability unless the

probability of any outflow is regarded as remote (paragraph 68).
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(b) At 31 March 2006

Present obligation as a result of a past obligating event - On the basis

of the evidence available, there is a present obligation.

An outflow of resources embodying economic benefits in settlement

- Probable.

Conclusion - A provision is recognised for the best estimate of the amount

to settle the obligation (paragraphs 14-15).

Example 9A: Refurbishment Costs - No Legislative Requirement

A furnace has a lining that needs to be replaced every five years for technical

reasons. At the balance sheet date, the lining has been in use for three

years.

Present obligation as a result of a past obligating event - There is no

present obligation.

Conclusion - No provision is recognised (see paragraphs 14 and 16-18).

The cost of replacing the lining is not recognised because, at the balance

sheet date, no obligation to replace the lining exists independently of the

company’s future actions - even the intention to incur the expenditure depends

on the company deciding to continue operating the furnace or to replace the

lining.

Example 9B: Refurbishment Costs – Legislative Requirement

An airline is required by law to overhaul its aircraft once every three years.

Present obligation as a result of a past obligating event - There is no

present obligation.

Conclusion - No provision is recognised (see paragraphs 14 and 16-18).

The costs of overhauling aircraft are not recognised as a provision for the

same reasons as the cost of replacing the lining is not recognised as a

provision in example 9A. Even a legal requirement to overhaul does not

make the costs of overhaul a liability, because no obligation exists to overhaul

the aircraft independently of the enterprise’s future actions - the enterprise

could avoid the future expenditure by its future actions, for example by

selling the aircraft.
Guidance Note on Accounting for Credit Available under MAT
Whether MAT is DTA?

Under AS 22, DTA & DTL arise on account of differences in items of income and expense credited or debited in the P&L Account as compared to items of income and expense that are taxed or items of expense that are allowed as a deduction. Thus DTL & DTA do not arise on account of amount of tax expense itself. In view of this, it is not apt to consider MAT credit as DTA under AS 22.

Whether MAT credit can be considered as an asset?

MAT credit qualifies as asset under the definition of asset i.e an resource controlled by the enterprise as a result of past events from which future economic benefits are expected to flow to the enterprise. 

However, based on prudence and supported by convincing evidence that MAT credit will be availed in future, it should be recognized in FS under Loans & Advances as MAT Credit Entitlement. MAT is a current tax .In the year in which MAT credit becomes eligible to be recognized as an asset, it should be created by way of crediting the P&L account as a separate line item.
