Accounting Standard Interpretations

The issue is what period of time should be considered as ‘near future’

for the AS 21, 23 & 27..
The issue as to what period of time should be considered as near future

for the purposes of AS 21, AS 23 and AS 27 primarily depends on the facts

and circumstances of each case. However, ordinarily, the meaning of the

words ‘near future’ should be considered as not more than twelve months

from acquisition of relevant investments unless a longer period can be justified

on the basis of facts and circumstances of the case. The intention with

regard to disposal of the relevant investment should be considered at the

time of acquisition of the investment. Accordingly, if the relevant investment

is acquired without an intention to its subsequent disposal in near future, and

subsequently, it is decided to dispose off the investment, such an investment

is not excluded from consolidation.

Accounting Standard (AS) 16, Borrowing Costs, defines the term

‘qualifying asset’ as “an asset that necessarily takes a substantial period of

time to get ready for its intended use or sale”.

The issue as to what constitutes a substantial period of time primarily

depends on the facts and circumstances of each case. However, ordinarily,

a period of twelve months is considered as substantial period of time unless

a shorter or longer period can be justified on the basis of facts and

circumstances of the case.

5. In case of inventories, substantial period of time is considered to be

involved where time is the major factor in bringing about a change in the

condition of inventories. For example, liquor is often required to be kept in

store for more than twelve months for maturing.

(AS) 2, Valuation of Inventories,

provides that “Interest and other borrowing costs are usually considered

as not relating to bringing the inventories to their present location and

condition and are, therefore, usually not included in the cost of

inventories”.

Which machinery spares are covered under AS 2 and AS 10
2. Machinery spares which are not specific to a particular item of fixed

asset but can be used generally for various items of fixed assets should be

treated as inventories for the purpose of AS 2. Such machinery spares should

be charged to the statement of profit and loss as and when issued for

consumption in the ordinary course of operations.

3. Whether to capitalise a machinery spare under AS 10 or not will depend

on the facts and circumstances of each case.
The issue is how AS 22 should be applied in the situations of tax-holiday

under sections 80-IA and 80-IB of the Act.
3. The deferred tax in respect of timing differences which reverse during

the tax holiday period should not be recognised to the extent the enterprise’s

gross total income is subject to the deduction during the tax holiday period as

per the requirements of the Act.

4. Deferred tax in respect of timing differences which reverse after the

tax holiday period should be recognised in the year in which the timing

differences originate. However, recognition of deferred tax assets should be

subject to the consideration of prudence as laid down in paragraphs 15 to 18

of AS 22.. For the above purposes, the timing differences which originate first

should be considered to reverse first.
The issue is how AS 22 should be applied in respect of ‘loss’ arising

under the head ‘Capital gains’ of the Income-tax Act, 1961 (hereinafter

referred to as the ‘Act’), which can be carried forward and set-off in future

years, only against the income arising under that head as per the requirements

of the Act.
Where an enterprise’s statement of profit and loss includes an item

of ‘loss’ which can be set-off in future for taxation purposes, only against

the income arising under the head ‘Capital gains’ as per the requirements of

the Act, that item is a timing difference to the extent it is not set-off in the

current year and is allowed to be set-off against the income arising under the

head ‘Capital gains’ in subsequent years subject to the provisions of the Act.

In respect of such ‘loss’, deferred tax asset should be recognised and carried

forward subject to the consideration of prudence. Accordingly, in respect of

such ‘loss’, deferred tax asset should be recognised and carried forward

only to the extent that there is a virtual certainty, supported by convincing

evidence, that sufficient future taxable income will be available under the

head ‘Capital gains’ against which the loss can be set-off as per the provisions

of the Act. Whether the test of virtual certainty is fulfilled or not would

depend on the facts and circumstances of each case. The examples of

situations in which the test of virtual certainty, supported by convincing

evidence, for the purposes of the recognition of deferred tax asset in respect

of loss arising under the head ‘Capital gains’ is normally fulfilled, are sale of

an asset giving rise to capital gain (eligible to set-off the capital loss as per

the provisions of the Act) after the balance sheet date but before the financial

statements are approved, and binding sale agreement which will give rise to

capital gain (eligible to set-off the capital loss as per the provisions of the

Act).

The issue is how AS 22 is applied in a situation where a company pays

tax under section 115JB (commonly referred to as Minimum Alternative

Tax) of the Income-tax Act, 1961
4. In a period in which a company pays tax under section 115JB of the

Act, the deferred tax assets and liabilities in respect of timing differences

arising during the period, tax effect of which is required to be recognised

under AS 22, should be measured using the regular tax rates and not the tax

rate under section 115JB of the Act.
The issue is how should deferred tax assets and deferred tax liabilities

be disclosed in the balance sheet of a company.
2. In case of a company, deferred tax assets should be disclosed on the

face of the balance sheet separately after the head ‘Investments’ and deferred

tax liabilities should be disclosed on the face of the balance sheet separately

after the head ‘Unsecured Loans’
2. The issue is what amounts to ‘virtual certainty supported by convincing

evidence’ for the purpose of recognizing DTA under AS 22.
3. Determination of virtual certainty that sufficient future taxable income

will be available is a matter of judgement and will have to be evaluated on a

case to case basis. Virtual certainty refers to the extent of certainty, which,

for all practical purposes, can be considered certain. Virtual certainty cannot

be based merely on forecasts of performance such as business plans.

4. Virtual certainty is not a matter of perception and it should be supported

by convincing evidence. Evidence is a matter of fact. To be convincing, the

evidence should be available at the reporting date in a concrete form, for

example, a profitable binding export order, cancellation of which will result in

payment of heavy damages by the defaulting party. On the other hand, a

projection of the future profits made by an enterprise based on the future

capital expenditures or future restructuring etc., submitted even to an outside

agency, e.g., to a credit agency for obtaining loans and accepted by that

agency cannot, in isolation, be considered as convincing evidence.

Paragraph 4 (e) of AS 16, ‘Borrowing Costs’, provides that borrowing

costs may include “exchange differences arising from foreign currency

borrowings to the extent that they are regarded as an adjustment to interest

costs”.

2. The issue is which exchange differences are covered under paragraph

4 (e) of AS 16.

CONSENSUS

3. Paragraph 4 (e) of AS 16 covers exchange differences on the amount

of principal of the foreign currency borrowings to the extent of difference

between interest on local currency borrowings and interest on foreign currency

borrowings. For this purpose, the interest rate for the local currency

borrowings should be considered as that rate at which the enterprise would

have raised the borrowings locally had the enterprise not decided to raise the

foreign currency borrowings. If the difference between the interest on local

currency borrowings and the interest on foreign currency borrowings is equal

to or more than the exchange difference on the amount of principal of the

foreign currency borrowings, the entire amount of exchange difference is

covered under paragraph 4 (e) of AS 16.

The Appendix to this Interpretation illustrates the application of the above

requirements.

BASIS FOR CONCLUSIONS

4. Enterprises often borrow in foreign currency at a lower interest rate as

an alternative to borrowing locally in rupees, at a higher rate. However, the

likely currency depreciation and resulting exchange loss often offset, fully or

partly, the difference in the interest rates. In such cases, the exchange

difference on the foreign currency borrowings to the extent of the difference

between interest on local currency borrowing and interest on foreign currency

borrowing, is regarded as an adjustment to the interest costs. This exchange

difference is, in substance, a borrowing cost. In case of an enterprise, which

instead of borrowing locally at a higher interest rate, borrows in foreign

currency on the basis that the interest cost on foreign currency borrowings

as adjusted by the exchange fluctuations, is expected to be less than the

interest cost of an equivalent rupee borrowing, it is not appropriate to consider

only the explicit interest cost on the foreign currency borrowing as the

borrowing costs. In such a case, to the extent the exchange differences are

regarded as an adjustment to the interest costs, as explained above, the

same should also be considered as borrowing costs and accounted for

accordingly with a view to reflect economic reality. Accordingly, such an

exchange difference is covered under AS 16.

5. The explicit interest cost, including exchange difference thereon, if any,

is covered under paragraph 4 (a) of AS 16, which provides that borrowing

costs may include interest and commitment charges on bank borrowing and

other short term and long term borrowings. Accordingly, the intention of

paragraph 4(e) of AS 16 is to cover exchange differences on the amount of

the principal of the foreign currency borrowings. Further, since paragraph 4

(e) uses the words ‘to the extent that they are regarded as an adjustment to

interest costs’, the entire exchange difference on principal amount is not

covered by paragraph 4 (e). Since, the difference between interest on local

currency borrowings and interest on foreign currency borrowings, is regarded

as an adjustment to the interest costs, only the exchange difference to the

extent of such difference is covered by paragraph 4 (e) of AS 16. The

entire exchange difference on the principal amount is regarded as an

adjustment to the interest cost only in a situation where the difference between

interest on local currency borrowings and interest on foreign currency

borrowings is equal to or more than the exchange difference.

Facts:

XYZ Ltd. has taken a loan of USD 10,000 on April 1, 20X3, for a specific

project at an interest rate of 5% p.a., payable annually. On April 1, 20X3,

the exchange rate between the currencies was Rs. 45 per USD. The

exchange rate, as at March 31, 20X4, is Rs. 48 per USD. The corresponding

amount could have been borrowed by XYZ Ltd. in local currency at an

interest rate of 11 per cent per annum as on April 1, 20X3.

The following computation would be made to determine the amount of

borrowing costs for the purposes of paragraph 4(e) of AS 16:

(i) Interest for the period = USD 10,000 x 5%x Rs. 48/USD =

Rs. 24,000/-

(ii) Increase in the liability towards the principal amount = USD 10,000

x (48-45) = Rs. 30,000/-

(iii) Interest that would have resulted if the loan was taken in Indian

currency = USD 10000 x 45 x 11% = Rs. 49,500

(iv) Difference between interest on local currency borrowing and

foreign currency borrowing = Rs. 49,500 – Rs. 24,000 = Rs. 25,500

Therefore, out of Rs. 30,000 increase in the liability towards principal amount,

only Rs. 25,500 will be considered as the borrowing cost. Thus, total borrowing

cost would be Rs. 49,500 being the aggregate of interest of Rs. 24,000 on

foreign currency borrowings (covered by paragraph 4(a) of AS 16) plus the

exchange difference to the extent of difference between interest on local

currency borrowing and interest on foreign currency borrowing of Rs. 25,500.

Thus, Rs. 49,500 would be considered as the borrowing cost to be accounted

for as per AS 16 and the remaining Rs. 4,500 would be considered as the

exchange difference to be accounted for as per Accounting Standard (AS)

11, The Effects of Changes in Foreign Exchange Rates.

In the above example, if the interest rate on local currency borrowings is

assumed to be 13% instead of 11%, the entire exchange difference of Rs.

30,000 would be considered as borrowing costs, since in that case the

difference between the interest on local currency borrowings and foreign

currency borrowings (i.e., Rs. 34,500 (Rs. 58,500 – Rs. 24,000)) is more

than the exchange difference of Rs. 30,000. Therefore, in such a case, the

total borrowing cost would be Rs. 54,000 (Rs. 24,000 + Rs. 30,000) which

would be accounted for under AS 16 and there would be no exchange

difference to be accounted for under AS 11.

Whether companies which are required to give information under Part

IV of Schedule VI to the Companies Act, 1956, should calculate and disclose

earnings per share in accordance with AS 20.

2. Every company, which is required to give information under Part IV of

Schedule VI to the Companies Act, 1956, should calculate and disclose earnings

per share in accordance with AS 20, whether or not its equity shares or

potential equity shares are listed on a recognised stock exchange in India.
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.
1. Whether all the notes appearing in the separate financial statements of

the parent enterprise and its subsidiaries should be included in the notes to

the consolidated financial statements. AS 21
2. All the notes appearing in the separate financial statements of the parent

enterprise and its subsidiaries need not be included in the notes to the

consolidated financial statements. For preparing consolidated financial

statements, the following principles should be observed in respect of notes

and other explanatory material that form an integral part thereof:

(a) Notes which are necessary for presenting a true and fair view of

the consolidated financial statements should be included in the

consolidated financial statements as an integral part thereof.

(b) Only the notes involving items which are material need to be

disclosed. Materiality for this purpose should be assessed in

relation to the information contained in consolidated financial

statements. Additional statutory information disclosed in separate financial

statements of the subsidiary and/or a parent having no bearing on

the true and fair view of the consolidated financial statements

need not be disclosed in the consolidated financial statements.
1. In case an associate under AS 23 has made a provision for proposed dividend in its

financial statements, whether the investor should consider the same while

computing its share of the results of operations of the associate.

2. In case an associate has made a provision for proposed dividend in its

financial statements, the investor’s share of the results of operations of the

associate should be computed without taking into consideration the proposed

dividend.
“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 investor’s 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.”

1. For applying the definition of an ‘associate’, whether the potential equity

shares of the investee held by the investor should be taken into account for

determining the voting power of the investor.

2. The potential equity shares of the investee held by the investor should

not be taken into account for determining the voting power of the investor.

3. AS 23 defines ‘associate’ as “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 defined in AS 23 as “the

power to participate in the financial and/or operating policy decisions

of the investee but not control over those policies”.

1. Whether an enterprise, which has neither more than one business

segment nor more than one geographical segment, is required to disclose

segment information as per AS 17.

2. In case by applying the definitions of ‘business segment’ and

‘geographical segment’, contained in AS 17, it is concluded that there is

neither more than one business segment nor more than one geographical

segment, segment information as per AS 17 is not required to be disclosed.

However, the fact that there is only one ‘business segment’ and ‘geographical

segment’ should be disclosed by way of a note.
1. The issue is as to whether a non-executive director on the Board of

Directors of a company is a key management person.

2. Another related issue is as to whether a non-executive director is

covered by AS 18 in case he participates in the financial and/or operating

policy decisions of an enterprise.
3. A non-executive director of a company should not be considered as a

key management person under AS 18 by virtue of merely his being a director

unless he has the authority and responsibility for planning, directing and

controlling the activities of the reporting enterprise.

4. The requirements of AS 18 should not be applied in respect of a nonexecutive

director even if he participates in the financial and/or operating

policy decision of the enterprise, unless he falls in any of the categories in

paragraph 3 of AS 18.
AS 18 defines “key management personnel” as under:

“Key management personnel - those persons who have the authority

and responsibility for planning, directing and controlling the

activities of the reporting enterprise.”

AS 18 considers only such persons as key management personnel who have

the authority and responsibility for planning, directing and controlling the

activities of the reporting enterprise. Therefore, merely being a director of a

company is not sufficient for becoming key management person within the

meaning of AS 18, unless that director has the authority and responsibility

for planning, directing and controlling the activities of the reporting enterprise.

6. AS 18 defines ‘related party’ and ‘significant influence’ as below:

“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 other party

in making financial and/or operating decisions.”

“Significant influence - participation in the financial and/or

operating policy decisions of an enterprise, but not control of those

policies.”

A non-executive director, who participates in the financial and/or operating

policy decisions of the enterprise, may qualify as a ‘related party’.

1. Whether interest expense relating to overdrafts and other operating

liabilities identified to a particular segment should be included in the segment

expense or not under AS 17
2. Another issue is that in case interest is included as a part of the cost of

inventories where it is so required as per Accounting Standard (AS) 16,

Borrowing Costs, read with Accounting Standard (AS) 2, Valuation of

Inventories, and those inventories are part of segment assets of a particular

segment, whether such interest would be considered as a segment expense.

3. The interest expense relating to overdrafts and other operating liabilities

identified to a particular segment should not be included as a part of the

segment expense unless the operations of the segment are primarily of a

financial nature or unless the interest is included as a part of the cost of

inventories as per paragraph 4 below.

4. In case interest is included as a part of the cost of inventories where it

is so required as per AS 16, read with AS 2, Valuation of Inventories, and

those inventories are part of segment assets of a particular segment, such

interest should be considered as a segment expense.

1. The issue is whether remuneration paid to key management personnel

is a related party transaction. Another related issue is whether remuneration

paid to non-executive directors on the Board of Directors is a related party

transaction.

2. Remuneration paid to key management personnel should be considered

as a related party transaction requiring disclosures under AS 18. In case

non-executive directors on the Board of Directors are not related parties

(see Accounting Standards Interpretation 21), remuneration paid to them

should not be considered a related party transaction.

“Related party transaction - a transfer of resources or obligations

between related parties, regardless of whether or not a price is

charged.”

1. In case an enterprise is controlled by two enterprises - one controls by

virtue of ownership of majority of the voting power of that enterprise and the

other controls, by virtue of an agreement or otherwise, the composition of

the board of directors so as to obtain economic benefits from its activities -

whether in such a case both the controlling enterprises should consolidate

the financial statements of the first mentioned enterprise.

2. In a rare situation, when an enterprise is controlled by two enterprises

as per the definition of ‘control’ under AS 21, the first mentioned enterprise

will be considered as subsidiary of both the controlling enterprises within the

meaning of AS 21 and, therefore, both the enterprises should consolidate the

financial statements of that enterprise as per the requirements of AS 21.
AS 21 defines “control” and “subsidiary” as under:

“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 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).”

In case an enterprise owns majority of the voting power of another

enterprise but all the shares are held as ‘stock-in-trade’, whether this will

amount to temporary control within the meaning of paragraph 11(a) of AS 21.

2. Where an enterprise owns majority of voting power by virtue of

ownership of the shares of another enterprise and all the shares held as

‘stock-in-trade’ are acquired and held exclusively with a view to their

subsequent disposal in the near future, the control by the first mentioned

enterprise should be considered to be temporary.
A subsidiary should be excluded from consolidation when:

(a) control is intended to be temporary because the

subsidiary is acquired and held exclusively with a view

to its subsequent disposal in the near future; or

(b) it operates under severe long-term restrictions which

significantly impair its ability to transfer funds to the

parent.

In consolidated financial statements, 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.”

1. For preparing consolidated financial statements, whether the tax expense

(comprising current tax and deferred tax) should be recomputed in the context

of consolidated information or the tax expense appearing in the separate

financial statements of the parent and its subsidiaries should be aggregated

and no further adjustments should be made for the purposes of consolidated

financial statements.

2. While preparing consolidated financial statements, the tax expense to

be shown in the consolidated financial statements should be the aggregate of

the amounts of tax expense appearing in the separate financial statements of

the parent and its subsidiaries.
1. Whether AS 25 is applicable to interim financial results presented by

an enterprise pursuant to the requirements of a statute/regulator, for example,

quarterly financial results presented under Clause 41 of the Listing Agreement

entered into between Stock Exchanges and the listed enterprises.

2. The presentation and disclosure requirements contained in AS 25 should

be applied only if an enterprise prepares and presents an ‘interim financial

report’ as defined in AS 25. Accordingly, presentation and disclosure

requirements contained in AS 25 are not required to be applied in respect of

interim financial results (which do not meet the definition of ‘interim financial

report’ as per AS 25) presented by an enterprise. For example, quarterly

financial results presented under Clause 41 of the Listing Agreement entered

into between Stock Exchanges and the listed enterprises do not meet the

definition of ‘interim financial report’ as per AS 25. However, the recognition

and measurement principles laid down in AS 25 should be applied for

recognition and measurement of items contained in such interim financial

results.
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.”

1. AS 7, Construction Contracts (revised 2002) deals, inter alia, with

revenue recognition in respect of construction contracts in the financial

statements of contractors. It requires recognition of revenue by reference to

the stage of completion of a contract (referred to as ‘percentage of completion

method’). This method results in reporting of revenue which can be attributed

to the proportion of work completed. Under this method, contract revenue is

recognised as revenue in the statement of profit and loss in the accounting

period in which the work is performed.

The issue is whether the revenue so recognised in the financial statements

of contractors as per the requirements of AS 7 can be considered as

‘turnover’.

2. The amount of contract revenue recognised as revenue in the statement

of profit and loss as per the requirements of AS 7 should be considered as

‘turnover’.
An ‘onerous contract’ is a contract in which the unavoidable costs of

meeting the obligations under the contract exceed the economic benefits

expected to be received under it. The issue is how the recognition and

measurement principles of AS 29 should be applied to the ‘onerous contracts’

covered within its scope.

2. If an enterprise has a contract that is onerous, the present obligation

under the contract should be recognised and measured as a provision as per

AS 29.

3. For a contract to qualify as an onerous contract, the unavoidable costs

of meeting the obligation under the contract should exceed the economic

benefits expected to be received under it. The unavoidable costs under a

contract reflect the least net cost of exiting from the contract, which is the

lower of the cost of fulfilling it and any compensation or penalties arising

from failure to fulfill it.

4. The amount of provision in respect of an onerous contract should be

measured by applying the principles laid down in AS 29. Accordingly, the

amount of the provision should not be discounted to its present value.
6. Recognition of losses with regard to onerous contracts relating to items

of inventory are recognised, under AS 2, Valuation of Inventories, by virtue

of the consideration of the net realisable value. Further, the recognition of

losses in case of onerous construction contracts is dealt with in AS 7,

Construction Contracts.
