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APPENDIX 2

Classification of Prior Period Operations

This appendix is illustrative only and does not form part of the Accounting Standard. The purpose of the
appendix is to illustrate the application of the Accounting Standard to assist in clarifying its meaning.

Facts

1.

Paragraph 34 requires that comparative information for prior periods that is presented in financial

statements prepared after the initial disclosure event be restated to segregate assets, liabilities,

reven

ue, expenses, and cash flows of continuing and discontinuing operations in a manner similar to

that required by paragraphs 20, 23, 26, 28, 29, 31 and 32.

2.
(@)
(b)
©)
(d)

3.
years

Consider following facts:
Operations A, B, C, and D were all continuing in years 1 and 2;
Operation D is approved and announced for disposal in year 3 but actually disposed of in year 4;

Operation B is discontinued in year 4 (approved and announced for disposal and actually
disposed of) and operation E is acquired; and

Operation F is acquired in year 5.

The following table illustrates the classification of continuing and discontinuing operations in
3to5:

FINANCIAL STATEMENTS FOR YEAR 3
(Approved and Published early in Year 4)

Year 2 Comparatives Year 3
Continuing Discontinuing Continuing Discontinuing
A A
B B
C C
D D

FINANCIAL STATEMENTS FOR YEAR 4
(Approved and Published early in Year 5)

Year 3 Comparatives Year 4
Continuing Discontinuing Continuing Discontinuing
A A
B B
C C
D D
E
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FINANCIAL STATEMENTS FOR YEAR 5
(Approved and Published early in Year 6)
Year 4 Comparatives Year 5
Continuing Discontinuing Continuing Discontinuing
A A
B
C C
D
E E
F

4. If, for whatever reason, five-year comparative financial statements were prepared in year 5, the
classification of continuing and discontinuing operations would be as follows:

FINANCIAL STATEMENTS FOR YEAR 5

Year 1 Comparatives Year 2 Year 3 Year 4 Year 5
Comparatives Comparatives Comparatives
Cont. Disc. Cont. Disc. Cont. Disc. Cont. Disc. Cont. | Disc.
A A A A A
B B B B
C C C C C
D D D D
E E
F

AS 25: INTERIM FINANCIAL REPORTING*

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 for an interim period. Timely and reliable interim financial reporting improves the ability of
investors, 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 which enterprises should be required to present interim
financial reports, how frequently, or how soon after the end of an interim period. If an enterprise
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is required or elects to prepare and present an interim 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
certain information at an interim date which may be different in form and/or content 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 such information, 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 financial reporting period may be
shorter than a financial year. In such a case, that shorter period is not considered as an interim period.

Content of an Interim Financial Report

6. A complete set of financial statements normally includes:

(@) balance sheet;

(b) statement of profit and loss;

(c) cash flow statement; and

(d) notes including those relating to accounting policies and other statements and explanatory

material that are an integral part of the financial statements.

7. 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
interim dates 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 statements is intended to provide an update on the latest annual financial
statements. Accordingly, it focuses on new activities, events, and circumstances and does not
duplicate information previously reported.

8.  This Statement does not prohibit or discourage an enterprise from presenting a complete set of
financial statements in its interim financial 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 and measurement principles set
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out in this Statement apply also to complete financial statements for an interim period, and such
statements would include all disclosures required by this Statement (particularly the selected
disclosures in paragraph 16) as well as those required by other Accounting Standards.

Minimum Components of an Interim Financial Report

9. Aninterim financial report should include, at a minimum, the following components:
(a) condensed balance sheet;

(b) condensed statement of profit and loss;

(c) condensed cash flow statement; and

(d) selected explanatory notes.

Form and Content of Interim Financial Statements

10. 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.

11. 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.

12. 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
statement of profit and loss, complete or condensed, for an interim period.

13. 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.

14,  Appendix 1 provides illustrative formats of condensed financial statements.
Selected Explanatory Notes

15. 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.

16. An enterprise should include the following information, 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
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(b)
(c)

(d)

(e)

(f)

(9

(h)

17.
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statements as those followed in the most recent annual financial statements or, if those
policies have been changed, a description of the nature and effect of the change;

explanatory comments about the seasonality of interim operations;

the nature and amount of items affecting assets, liabilities, equity, net income, or cash
flows that are 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 Accounting Policies);

the nature and amount of changes in estimates of amounts reported in prior interim
periods of the current financial year or changes in estimates of amounts reported in prior
financial years, if those changes have a material effect in the current interim period;

issuances, buy-backs, repayments and restructuring of debt, equity and potential equity
shares;

dividends, aggregate or per share (in absolute or percentage terms), separately for equity
shares and other shares;

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’s 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);

material events subsequent to the end of the interim period that have not been reflected in
the financial statements for the interim period.£

(i)  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

(i)  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.

£ The council of the Institute decided to make a limited revision to AS 25 in 2004, pursuant to which this sub-paragraph
has been added in paragraph 16 of AS 25. The revision comes into effect in respect of accounting periods commencing
on or after 1.4.2004.
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Periods for which Interim Financial Statements are required to be presented

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 interim period and a comparative balance sheet
as of the end of 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 for the current financial year to date, with a comparative
statement for the comparable year-to-date period of the immediately preceding financial
year.

19. For an enterprise whose business is highly seasonal, financial information for the twelve months
ending on the interim reporting date and comparative information for the prior twelve-month period may
be useful. Accordingly, enterprises whose business is highly seasonal are encouraged to consider
reporting such information in addition to the information called for in the preceding paragraph.

20. Appendix 2 illustrates the periods required to be presented by an enterprise that reports half-
yearly and an enterprise that reports quarterly.

Materiality

21. In deciding how to recognise, 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.

22. The Preface to the Statements of Accounting Standards states that “The Accounting Standards
are intended to apply only to items which are material.” The Framework for the Preparation and
Presentation of Financial Statements, issued by the Institute of Chartered Accountants of India, states
that “information 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.”

23. 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 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

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 25 requires certain
disclosures to be made in the annual financial statements for that financial year.
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25. 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.

26. Accounting Standard (AS) 5, Net Profit or Loss for the Period, Prior Period ltems and Changes in
Accounting Policies, requires disclosure, in financial statements, of the nature and (if practicable) the
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. Paragraph 16(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 impairment losses that were
reported in an earlier interim period of the financial year. The disclosure required by the preceding
paragraph is consistent with AS 5 requirements and is intended to be restricted in scope so as to relate
only to the change in estimates. An enterprise is not required to include additional interim period
financial information in its annual financial statements.

Recognition and Measurement
Same Accounting Policies as Annual

27. 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 financial statements that are to be reflected in the next
annual financial statements. However, the frequency of an enterprise’s reporting (annual, 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.

28. 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 27 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.

29. Toillustrate:

(@) the principles for recognising and measuring losses from inventory write-downs, restructurings, or
impairments in an interim period are the same 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) acost 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
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(c) income tax expense is recognised in each interim period based on the best estimate of the
weighted average annual effective 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 effective income tax rate
changes.

30. Under the Framework for the Preparation and Presentation of Financial 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.

31. For assets, the same tests of future economic benefits 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 financial
year end would not qualify at interim dates as well. Similarly, a liability at an interim reporting date must
represent an existing obligation at that date, just as it must at an annual reporting date.

32. 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 measured
reliably. Expenses are recognised in the statement of profit and loss when a decrease in future
economic benefits related to a decrease in an asset 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 of
assets or liabilities is not allowed.

33. In measuring assets, liabilities, income, expenses, and cash flows reported in its financial
statements, an enterprise that reports only annually is able to take into account information that
becomes available throughout the financial year. Its measurements are, in effect, on a year-to-date
basis.

34. 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 vyear-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 six-month period.
The amounts reported in the interim financial report for the first six-month period are not retrospectively
adjusted. Paragraphs 16(d) and 25 require, however, that the nature and amount of any significant
changes in estimates be disclosed.

35. 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 16(d) and
25 require, however, that the nature and amount of any significant changes in estimates be disclosed.

Revenues Received Seasonally or Occasionally

36. 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.
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37. 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

38. 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.

Applying the Recognition and Measurement principles

39. Appendix 3 provides examples of applying the general recognition and measurement principles
set out in paragraphs 27 to 38.

Use of Estimates

40. The measurement procedures to be followed in an interim financial report should be
designed to ensure that the resulting information is reliable and that all material financial
information that is relevant to an understanding of the financial position 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 financial reports.

41.  Appendix 4 provides examples of the use of estimates in interim periods.
RESTATEMENT OF PREVIOUSLY REPORTED INTERIM PERIODS

42. A change in accounting policy, other than one for which the transition is specified by an
Accounting Standard, should be reflected by restating the financial statements of prior interim
periods of the current financial year.

43. One objective of the preceding principle is to ensure that a single accounting policy is applied to a
particular class of transactions throughout an entire financial year. The effect of the principle in
paragraph 42 is to require that within the current financial year any change in accounting policy be
applied retrospectively to the beginning of the financial year.

Transitional Provision

44. 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:

(@) 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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APPENDIX 1
lllustrative Format of Condensed Financial Statements

This Appendix, which is illustrative and does not form part of the Accounting Standard, provides
illustrative format of condensed financial statements. The purpose of the appendix is to illustrate the
application of the Accounting Standard to assist in clarifying its meaning.

Paragraph 11 of the Accounting Standard provides that 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 the Standard. Additional
line items or notes should be included if their omission would make the condensed interim financial
statements misleading.

The purpose of the following illustrative format is primarily to illustrate the requirements of paragraph
11 of the Standard. It may be noted that these illustrative formats are subject to the requirements laid
down in the Standard including those of paragraph 11.

Illustrative Format of Condensed Financial Statements for an enterprise other than a bank
(A) Condensed Balance Sheet

Figures at the end of the |Figures at the end of the
current interim period previous accounting year

l. Sources of Funds
1. Capital
2. Reserve and surplus

3. Minority interests (in case of
consolidated financial statements)

4. Loan funds:
(a) Secured loans
(b) Unsecured loans

Total

Il. Application of funds

1. Fixed assets
(a) Tangible fixed assets
(b) Intangible fixed assets

2. Investments

3. Current assets, loans and advances
(@) Inventories
(b) Sundry debtors
(c) Cash and bank balances
(d) Loans and advances
(e) Others
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Less: Current liabilities and provisions
(a) Liabilities
(b) Provisions

Net Current assets

4. Miscellaneous expenditure to the
extent not written off or adjusted

5. Profit and loss account

Total

(B) Condensed Statement of Profit and Loss

Three Corresponding | Year-to-date | Year-to-date

months |three months of |figures for|figures for

ended the previous | current the previous
accounting year |period year

1 Turnover

2. Other Income

Total

3. Changes in inventories of finished
goods and work in progress

4. Cost of Raw materials and
consumables used

5. Salaries, wages and other staff costs
6. Other expenses

7. Interest

8. Depreciation and amortisations

Total

9. Profit or loss from ordinary activities
before tax

10. Extraordinary items

11. Profit or loss before tax

12. Tax expense

13. Profit or loss after tax

14. Minority Interests (in case of
consolidated financial statements)

15. Net profit or loss for the period

Earnings Per share
1. Basic Earnings Per Share
2. Diluted Earnings Per Share
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(C) Condensed Cash Flow Statement

Year-to-date figures for the |Year-to-date figures for
current period the previous year

1. Cash flows from operating activities

2. Cash flows from investing activities

3. Cash flows from financing activities

4. Net increase/(decrease) in cash and
cash equivalents

5. Cash and cash equivalents at
beginning of period

6. Cash and cash equivalents at end of
period

(D) Selected Explanatory Notes
This part should contain selected explanatory notes as required by paragraph 16 of this Statement.

lllustrative Format of Condensed Financial Statements for a Bank

(A) Condensed Balance Sheet

Figures at the end of the |Figures at the end of the
current interim period previous accounting year

I. Capital and Liabilities

1. Capital

2. Reserve and surplus

3. Minority interests (in case of
consolidated financial statements)

4. Deposits

5. Borrowings

6. Other liabilities and provisions

Total

Il. Assets

1. Cash and balances with Reserve Bank
of India

2. Balances with banks and money at
call and short notice

3. Investments

4. Advances
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5. Fixed assets
(a) Tangible fixed assets
(b) Intangible fixed assets

6. Other Assets

Total

(B) Condensed Statement of Profit and Loss

Three Corresponding Year-to-date |Year-to-date

months three months of |figures for |figures for

ended the previous | current period | the previous
accounting year year

1. Interest earned

(@) Interest/discount on
advances/bills

(b) Interest on Investments

(c) Interest on balances with
Reserve Bank of India
and other inter banks
funds

(d) Others

2. Other Income

Total Income

1. Interest expended

2. Operating expenses

(@) Payments to and provisions
for employees

(b) Other operating expenses

3. Total expenses (excluding
provisions and contingencies)

4. Operating profit (profit before
provisions and contingencies)

5. Provisions and contingencies

6. Profit or loss from ordinary
activities before tax

7. Extraordinary items

8. Profit or loss before tax

9. Tax expense

10. Profit or loss after tax
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11. Minority Interests (in case of
consolidated financial statements)
12. Net profit or loss for the
period

Earnings Per share
1. Basic Earnings Per Share
2. Diluted Earnings Per Share

(C) Condensed Cash Flow Statement

Year-to-date figures | Year-to-date figures
for the current period | for the previous year

1. Cash flows from operating activities

2. Cash flows from investing activities

3. Cash flows from financing activities

4, Net increase/(decrease) in cash and cash
equivalents

5. Cash and cash equivalents at beginning of period

6. Cash and cash equivalents at end of period

(D) Selected Explanatory Notes
This part should contain selected explanatory notes as required by paragraph 16 of this Statement.
APPENDIX 2
lllustration of Periods Required to Be Presented

This Appendix, which is illustrative and does not form part of the Accounting Standard, provides
examples to illustrate application of the principles in paragraphs 18 and 19. The purpose of the
appendix is to illustrate the application of the Accounting Standard to assist in clarifying its meaning.

Enterprise Preparing and Presenting Interim Financial Reports Half-Yearly

1. An enterprise whose financial year ends on 31 March, presents financial statements (condensed
or complete) for following periods in its half-yearly interim financial report as of 30 September 2001:

Balance Sheet:

As at 30 September 2001 31 March 2001
Statement of Profit and Loss :

6 months ending 30 September 2001 30 September 2000
Cash Flow Statement':

6 months ending 30 September 2001 30 September 2000

1t is assumed that the enterprise prepares a cash flow statement for the purpose of its Annual Report.
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Enterprise Preparing and Presenting Interim Financial Reports Quarterly

2. An enterprise whose financial year ends on 31 March, presents financial statements (condensed
or complete) for following periods in its interim financial report for the second quarter ending 30

September 2001:
Balance Sheet:
As at 30 September 2001 31 March 2001
Statement of Profit and Loss:
6 months ending 30 September 2001 30 September 2000
3 months ending 30 September 2001 30 September 2000
Cash Flow Statement:
6 months ending 30 September 2001 30 September 2000

Enterprise whose business is highly seasonal Preparing and Presenting Interim Financial
Reports Quarterly

3. An enterprise whose financial year ends on 31 March, may present financial statements
(condensed or complete) for the following periods in its interim financial report for the second quarter
ending 30 September 2001:

Balance Sheet:

As at 30 September 2001 31 March 2001
30 September 2000

Statement of Profit and Loss:

6 months ending 30 September 2001 30 September 2000

3 months ending 30 September 2001 30 September 2000
12 months ending 30 September 2001 30 September 2000
Cash Flow Statement:

6 months ending 30 September 2001 30 September 2000

12 months ending 30 September 2001 30 September 2000

APPENDIX 3

Examples of Applying the Recognition and Measurement Principles

This Appendix, which is illustrative and does not form part of the Accounting Standard, provides
examples of applying the general recognition and measurement principles set out in paragraphs 27-38
of this Standard. The purpose of the appendix is to illustrate the application of the Accounting Standard
to assist in clarifying its meaning.

Gratuity and Other Defined Benefit Schemes

1. Provisions in respect of gratuity and other defined benefit schemes for an interim period are
calculated on a year-to-date basis by using the actuarially determined rates at the end of the prior
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financial year, adjusted for significant market fluctuations since that time and for significant
curtailments, settlements, or other significant one-time events.

Major Planned Periodic Maintenance or Overhaul

2. The cost of a major planned periodic maintenance or overhaul or other seasonal expenditure that
is expected to occur late in the year is not anticipated for interim reporting purposes unless an event
has caused the enterprise to have a present obligation. The mere intention or necessity to incur
expenditure related to the future is not sufficient to give rise to an obligation.

Provisions

3. This Statement requires that an enterprise apply the same criteria for recognising and measuring
a provision at an interim date as it would at the end of its financial year. The existence or non-existence
of an obligation to transfer economic benefits is not a function of the length of the reporting period. It is
a question of fact subsisting on the reporting date.

Year-End Bonuses

4. The nature of year-end bonuses varies widely. Some are earned simply by continued employment
during a time period. Some bonuses are earned based on monthly, quarterly, or annual measure of
operating result. They may be purely discretionary, contractual, or based on years of historical
precedent.

5. A bonus is anticipated for interim reporting purposes if, and only if, (a) the bonus is a legal
obligation or an obligation arising from past practice for which the enterprise has no realistic alternative
but to make the payments, and (b) a reliable estimate of the obligation can be made.

Intangible Assets

6.  An enterprise will apply the definition and recognition criteria for an intangible asset in the same
way in an interim period as in an annual period. Costs incurred before the recognition criteria for an
intangible asset are met are recognised as an expense. Costs incurred after the specific point in time at
which the criteria are met are recognised as part of the cost of an intangible asset. “Deferring” costs as
assets in an interim balance sheet in the hope that the recognition criteria will be met later in the
financial year is not justified.

Other Planned but Irregularly Occurring Costs

7. An enterprise’s budget may include certain costs expected to be incurred irregularly during the
financial year, such as employee training costs. These costs generally are discretionary even though
they are planned and tend to recur from year to year. Recognising an obligation at an interim financial
reporting date for such costs that have not yet been incurred generally is not consistent with the
definition of a liability.

Measuring Income Tax Expense for Interim Period

8. Interim period income tax expense is accrued using the tax rate that would be applicable to
expected total annual earnings, that is, the estimated average annual effective income tax rate applied
to the pre-tax income of the interim period.

9. This is consistent with the basic concept set out in paragraph 27 that the same accounting
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recognition and measurement principles should be applied in an interim financial report as are applied
in annual financial statements. Income taxes are assessed on an annual basis. Therefore, interim
period income tax expense is calculated by applying, to an interim period’s pre-tax income, the tax rate
that would be applicable to expected total annual earnings, that is, the estimated average annual
effective income tax rate. That estimated average annual effective income-tax rate would reflect the tax
rate structure expected to be applicable to the full year's earnings including enacted or substantively
enacted changes in the income tax rates scheduled to take effect later in the financial year. The
estimated average annual effective income tax rate would be re-estimated on a year-to-date basis,
consistent with paragraph 27 of this Statement. Paragraph 16(d) requires disclosure of a significant
change in estimate.

10. To the extent practicable, a separate estimated average annual effective income tax rate is determined
for each governing taxation law and applied individually to the interim period pre-tax income under such laws.
Similarly, if different income tax rates apply to different categories of income (such as capital gains or
income earned in particular industries), to the extent practicable a separate rate is applied to each
individual category of interim period pre-tax income. While that degree of precision is desirable, it may
not be achievable in all cases, and a weighted average of rates across such governing taxation laws or
across categories of income is used if it is a reasonable approximation of the effect of using more
specific rates.

11. As illustration, an enterprise reports quarterly, earns Rs. 150 lakhs pre-tax profit in the first
quarter but expects to incur losses of Rs 50 lakhs in each of the three remaining quarters (thus having
zero income for the year), and is governed by taxation laws according to which its estimated average
annual effective income tax rate is expected to be 35 per cent. The following table shows the amount of
income tax expense that is reported in each quarter:

(Amount in Rs. lakhs)

1st 2nd 3rd 4th
Quarter Quarter Quarter Quarter Annual
Tax Expense 52.5 (17.5) (17.5) (17.5) 0

Difference in Financial Reporting Year and Tax Year

12. If the financial reporting year and the income tax year differ, income tax expense for the interim
periods of that financial reporting year is measured using separate weighted average estimated
effective tax rates for each of the income tax years applied to the portion of pre-tax income earned in
each of those income tax years.

13. To illustrate, an enterprise’s financial reporting year ends 30 September and it reports quarterly.
Its year as per taxation laws ends 31 March. For the financial year that begins 1 October, Year 1 ends
30 September of Year 2, the enterprise earns Rs 100 lakhs pre-tax each quarter. The estimated
weighted average annual effective income tax rate is 30 per cent in Year 1 and 40 per cent in Year 2.
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(Amount in Rs. lakhs)

Quarter Quarter Quarter Quarter Year
Ending Ending Ending Ending Ending
31 Dec. 31 Mar. 30 June 30 Sep. 30 Sep.
Year 1 Year 1 Year 2 Year 2 Year 2
Tax Expense 30 30 40 40 140

Tax Deductions/Exemptions

14. Tax statutes may provide deductions/exemptions in computation of income for determining tax
payable. Anticipated tax benefits of this type for the full year are generally reflected in computing the
estimated annual effective income tax rate, because these deductions/exemptions are calculated on an
annual basis under the usual provisions of tax statutes. On the other hand, tax benefits that relate to a
one-time event are recognised in computing income tax expense in that interim period, in the same way
that special tax rates applicable to particular categories of income are not blended into a single
effective annual tax rate.

Tax Loss Carry forwards

15. A deferred tax asset should be recognised in respect of carryforward tax losses to the extent that
it is virtually certain, supported by convincing evidence, that future taxable income will be available
against which the deferred tax assets can be realised. The criteria are to be applied at the end of each
interim period and, if they are met, the effect of the tax loss carryforward is reflected in the computation
of the estimated average annual effective income tax rate.

16. To illustrate, an enterprise that reports quarterly has an operating loss carryforward of Rs 100
lakhs for income tax purposes at the start of the current financial year for which a deferred tax asset
has not been recognised. The enterprise earns Rs 100 lakhs in the first quarter of the current year and
expects to earn Rs 100 lakhs in each of the three remaining quarters. Excluding the loss carryforward,
the estimated average annual effective income tax rate is expected to be 40 per cent. The estimated
payment of the annual tax on Rs. 400 lakhs of earnings for the current year would be Rs. 120 lakhs
{(Rs. 400 lakhs - Rs. 100 lakhs) x 40%}. Considering the loss carryforward, the estimated average
annual effective income tax rate would be 30% {(Rs. 120 lakhs/Rs. 400 lakhs) x 100}. This average
annual effective income tax rate would be applied to earnings of each quarter. Accordingly, tax
expense would be as follows:

(Amount in Rs. lakhs)

1st 2nd 3rd 4th
Quarter Quarter Quarter Quarter Annual
Tax Expense 30.00 30.00 30.00 30.00 120.00
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Contractual or Anticipated Purchase Price Changes

17.  Volume rebates or discounts and other contractual changes in the prices of goods and services
are anticipated in interim periods, if it is probable that they will take effect. Thus, contractual rebates
and discounts are anticipated but discretionary rebates and discounts are not anticipated because the
resulting liability would not satisfy the conditions of recognition, viz., that a liability must be a present
obligation whose settlement is expected to result in an outflow of resources.

Depreciation and Amortisation

18. Depreciation and amortisation for an interim period is based only on assets owned during that
interim period. It does not take into account asset acquisitions or disposals planned for later in the
financial year.

Inventories

19. Inventories are measured for interim financial reporting by the same principles as at financial year
end. AS 2 on Valuation of Inventories, establishes standards for recognising and measuring
inventories. Inventories pose particular problems at any financial reporting date because of the need to
determine inventory quantities, costs, and net realisable values. Nonetheless, the same measurement
principles are applied for interim inventories. To save cost and time, enterprises often use estimates to
measure inventories at interim dates to a greater extent than at annual reporting dates. Paragraph 20
below provides an example of how to apply the net realisable value test at an interim date.

Net Realisable Value of Inventories

20. The net realisable value of inventories is determined by reference to selling prices and related
costs to complete and sell the inventories. An enterprise will reverse a write-down to net realisable
value in a subsequent interim period as it would at the end of its financial year.

Foreign Currency Translation Gains and Losses

21. Foreign currency translation gains and losses are measured for interim financial reporting by the
same principles as at financial year end in accordance with the principles as stipulated in AS 11 on
Accounting for the Effects of Changes in Foreign Exchange Rates.

Impairment of Assets

22. Accounting Standard on Impairment of Assets? requires that an impairment loss be recognised if
the recoverable amount has declined below carrying amount.

23. An enterprise applies the same impairment tests, recognition, and reversal criteria at an interim
date as it would at the end of its financial year. That does not mean, however, that an enterprise must
necessarily make a detailed impairment calculation at the end of each interim period. Rather, an
enterprise will assess the indications of significant impairment since the end of the most recent
financial year to determine whether such a calculation is needed.

2 Accounting Standard (AS)28 , ‘Impairment of Assets *, specifies the requirements relating to impairment of assets..
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APPENDIX 4
Examples of the Use of Estimates

This Appendix, which is illustrative and does not form part of the Accounting Standard, provides
examples to illustrate application of the principles in this Standard. The purpose of the appendix is to
illustrate the application of the Accounting Standard to assist in clarifying its meaning.

1. Provisions: Determination of the appropriate amount of a provision (such as a provision for
warranties, restructuring costs, gratuity, etc.) may be complex and often costly and time-consuming.
Enterprises sometimes engage outside experts to assist in annual calculations. Making similar
estimates at interim dates often involves updating the provision made in the preceding annual financial
statements rather than engaging outside experts to do a new calculation.

2. Contingencies: Measurement of contingencies may involve obtaining opinions of legal experts or
other advisers. Formal reports from independent experts are sometimes obtained with respect to
contingencies. Such opinions about litigation, claims, assessments, and other contingencies and
uncertainties may or may not be needed at interim dates.

3. Specialised industries: Because of complexity, costliness, and time involvement, interim period
measurements in specialised industries might be less precise than at financial year end. An example is
calculation of insurance reserves by insurance companies.

AS 26 : INTANGIBLE ASSETS*

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:

()  Enterprises whose equity or debt securities are listed on a recognised stock exchange in India, and
enterprises that are in 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’ resolution in this regard.

(i) Al other commercial, industrial and business reporting enterprises, whose turnover for the
accounting period exceeds Rs.50 crores.

In respect of all other enterprises, the Accounting Standard comes into effect in respect of expenditure
incurred on intangible items during accounting periods commencing on or after 1-4-2004 and is
mandatory in nature from that date.

Earlier application of the Accounting Standard is encouraged.

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 case may be, the Standard has limited application as stated in paragraph
99. From the date of this Standard becoming mandatory for the concerned enterprises, the following
stand withdrawn:

(i)  Accounting Standard (AS) 8, Accounting for Research and Development;

(i) Accounting Standard (AS) 6, Depreciation Accounting, with respect to the amortisation
(depreciation) of intangible assets; and
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(i) Accounting Standard (AS) 10, Accounting for Fixed Assets - paragraphs 16.3 to 16.7, 37 and 38.
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?;

(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 in respect of termination benefits *also.

2. 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:

(@) 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);

(b) deferred tax assets (see AS 22, Accounting for Taxes on Income);

—~
O
~

leases that fall within the scope of AS 19, Leases; and

(d) goodwill arising on an amalgamation (see AS 14, Accounting for Amalgamations) and goodwill
arising on consolidation (see AS 21, Consolidated Financial Statements).

3. This Statement applies to, among other things, expenditure on advertising, training, start-up,

3 A financial asset is any asset that is:

(@ cash;

(b)  acontractual 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 ownership interest in another enterprise.

£ Termination benefits are employee benefits payable as a result of either:

(@ anenterprise’s decision to terminate an employee’s employment before the normal retirement date;

(b)  an employee’s decision to accept voluntary redundancy in exchange for those benefits (voluntary retirement)

* The council of the Institute decided to make a limited revision to As 26 in 2004, pursuant to which the last sentence

has been added to paragraph 1.
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research and development activities. Research and development activities are directed to the
development of knowledge. Therefore, although these activities may result in an asset with physical
substance (for example, a prototype), the physical element of the asset is secondary to its intangible
component, that is 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.

4. 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
Statement.

5. Exclusions from the scope of an Accounting Standard may occur if certain activities or
transactions are 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 the exploration for, or development and
extraction of, oil, gas and mineral deposits in extractive industries and in the case of contracts between
insurance enterprises and their policyholders. Therefore, this Statement does not apply to expenditure
on such activities. However, this Statement applies to other intangible assets used (such as computer
software), and other expenditure (such as start-up costs), in extractive industries or by insurance
enterprises. Accounting issues of specialised nature also arise 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.

Definitions
6. 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:

(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 asset less its residual value.
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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 which an enterprise expects to obtain for an asset at the end of its
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
knowledgeable, 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, 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.

8. 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).

9. 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 of the intangible asset contained in or on it.

4 Accounting Standard (AS)28 , ‘Impairment of Assets ‘, specifies the requirements relating to impairment of assets.
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10. In some cases, an asset may incorporate both intangible and tangible elements that are, in
practice, inseparable. In determining whether such an asset should be treated under AS 10,
Accounting for Fixed Assets, or as an intangible asset under this Statement, judgement is
required to assess as to which element is predominant. For example, computer software for a
computer controlled machine tool that cannot operate without that specific 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 software is treated as an intangible asset.

Identifiability

11. The definition of an intangible asset requires that an intangible asset be identifiable. To be
identifiable, it is necessary that the intangible asset is clearly 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 benefits. The future 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.

12. Anintangible 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.

13. Separability is not a necessary condition for identifiability since 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.

Control

14.  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.

15.  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.

16. 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
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continue to make their skills available to the enterprise. However, usually an enterprise has insufficient
control over the expected future economic benefits arising from 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
management or technical talent is unlikely to meet the definition of an intangible asset, 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.

17. An enterprise may have a portfolio of customers or a market share and expect that, due to its
efforts in building customer relationships and loyalty, the customers will continue to trade with the
enterprise. However, in the absence of legal rights to protect, or other ways to control, the
relationships with customers or the loyalty of the customers to the enterprise, the enterprise usually has
insufficient control over the economic benefits from customer relationships and loyalty to consider that
such items (portfolio of customers, market shares, customer relationships, customer loyalty) meet the
definition of intangible assets.

Future Economic Benefits

18. The future economic benefits flowing from an intangible asset may include revenue from the sale
of products or services, cost savings, or other benefits resulting from the use of the asset by the
enterprise. For example, the use of intellectual property in a production process may reduce future
production costs rather than increase future revenues.

Recognition and Initial Measurement of an Intangible Asset

19. The recognition of an item as an intangible asset requires an enterprise to demonstrate that the
item meets the:

(@) definition of an intangible asset (see paragraphs 6-18); and
(b) recognition criteria set out in this Statement (see paragraphs 20-54).
20. Anintangible asset should be recognised if, and only if:

(a) itis 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.

21. 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.

22. 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.

23. An intangible asset should be measured initially at cost.
Separate Acquisition

24. If an intangible asset is acquired separately, the cost of the intangible asset can usually be
measured reliably. This is particularly so when the purchase consideration is in the form of cash or
other monetary assets.
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25. 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.

26. 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. 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 individual identifiable
assets and liabilities on the basis of their fair values at the date of amalgamation, paragraphs 28 to 32
of this Statement need to be considered.

28. 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 in an active market provide the most reliable measurement of fair
value. The appropriate market price is usually the current bid price. If current bid prices are
unavailable, the price of the most recent similar transaction may provide a basis from which to estimate
fair value, provided that there has not been a significant change in economic circumstances between
the transaction date and the date at which the asset's fair value is estimated.

29. 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.

30. 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.

31. In accordance with this Statement:

(@) 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

(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).
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32. 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.

Acquisition 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 requires
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 charge, or for nominal consideration, by way of
government grant is recognised at a nominal value or at the acquisition cost, as appropriate; any
expenditure that is directly attributable to making the asset ready for its intended use is also included in
the cost of the asset.

Exchanges of Assets

34. Anintangible asset may be acquired in exchange or part exchange for another asset. In such a
case, the cost of the asset acquired is determined in accordance with the principles laid down in this
regard in AS 10, Accounting for Fixed Assets.

Internally Generated Goodwill
35. Internally generated goodwill should not be recognised as an asset.

36. In some cases, expenditure is incurred to generate future economic benefits, but it does not result
in the creation of an intangible asset that meets the recognition criteria in this Statement. Such
expenditure is often described as contributing to internally generated goodwill. Internally generated
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.

37. 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 enterprise's
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.

39. To assess whether an internally generated intangible asset meets the criteria for recognition, an
enterprise classifies the generation of the asset into:

(@) aresearch phase; and
(b) adevelopment phase.

Although the terms 'research’ and 'development' are defined, the terms 'research phase' and
'development phase' have a broader meaning for the purpose of this Statement.

40. 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. 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.

42. This Statement takes the view that, in the research phase of a project, an enterprise cannot
demonstrate that an intangible asset exists from which future economic benefits are probable.
Therefore, this expenditure is recognised as an expense when it is incurred.

43. Examples of research activities are:
(@) 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. An intangible asset arising from development (or from the development phase of an
internal project) should be recognised if, and only if, an enterprise can demonstrate all of the
following:

(a) the technical feasibility of completing the intangible asset so that it will be available for
use or sale;

(b) its intention to complete the intangible asset and use or sell it;
(c) its ability to use or sell the intangible asset;

(d) 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
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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

() its ability to measure the expenditure attributable to the intangible asset during its
development reliably.

45. In the development phase of a project, an enterprise can, in some instances, identify an
intangible asset and demonstrate that future economic benefits from the asset are probable. This is
because the development phase of a project is further advanced than the research phase.

46. Examples of development activities are:

(@) 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 of a 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.

47. 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.

48. Availability of resources to complete, use and obtain the benefits from an intangible asset can be
demonstrated by, for example, a 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.

49. 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.

50. Internally generated brands, mastheads, publishing titles, customer lists and items similar
in substance should not be recognised as intangible assets.

51. This Statement takes the view that expenditure on internally generated brands, mastheads,
publishing titles, customer lists and items similar in substance cannot be distinguished from the cost of
developing the business as a whole. Therefore, such items are not recognised as intangible assets.

Cost of an Internally Generated Intangible Asset

52. The cost of an internally generated intangible asset for the purpose of paragraph 23 is the sum of

5 Accounting Standard (AS)28 , ‘Impairment of Assets *, specifies the requirements relating to impairment of assets.
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expenditure incurred from the time when the intangible asset first meets the recognition criteria 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.

53. 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:

(@) 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). 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.

54. The following are not components of the cost of an internally generated intangible asset:

(@) 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.
Example lllustrating Paragraph 52

An enterprise is developing a new production process. During the year 20X1, expenditure incurred was
Rs. 10 lakhs, of which Rs. 9 lakhs was incurred before 1 December 20X1 and 1 lakh was incurred
between 1 December 20X1 and 31 December 20X1. The enterprise is able to demonstrate that, at 1
December 20X1, the production process met the criteria for recognition as an intangible asset. The
recoverable amount of the know-how embodied in the process (including future cash outflows to
complete the process before it is available for use) is estimated to be Rs. 5 lakhs.

At the end of 20X1, the production process is recognised as an intangible asset at a cost of Rs. 1 lakh
(expenditure incurred since the date when the recognition criteria were met, that is, 1 December 20X1).
The Rs. 9 lakhs expenditure incurred before 1 December 20X1 is recognised as an expense because
the recognition criteria were not met until 1 December 20X1. This expenditure will never form part of
the cost of the production process recognised in the balance sheet.

During the year 20X2, expenditure incurred is Rs. 20 lakhs. At the end of 20X2, the recoverable
amount of the know-how embodied in the process (including future cash outflows to complete the
process before it is available for use) is estimated to be Rs. 19 lakhs.
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At the end of the year 20X2, the cost of the production process is Rs. 21 lakhs (Rs. 1 lakh expenditure
recognised at the end of 20X1 plus Rs. 20 lakhs expenditure recognised in 20X2). The enterprise
recognises an impairment loss of Rs. 2 lakhs to adjust the carrying amount of the process before
impairment loss (Rs. 21 lakhs) to its recoverable amount (Rs. 19 lakhs). This impairment loss will be
reversed in a subsequent period if the requirements for the reversal of an impairment loss in
Accounting Standard on Impairment of Assets®, are met.

Recognition of an Expense

§5. 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); or

(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 goodwill (capital reserve) at the
date of acquisition (see AS 14, Accounting for Amalgamations).

56. In some cases, expenditure is incurred to provide future economic benefits to an enterprise, but
no intangible asset or other asset is acquired or created that can be recognised. In these cases, the
expenditure is 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 recognised as an expense when it is incurred include:

(@) expenditure on start-up activities (start-up costs), unless this expenditure is included in the cost of
an item 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
facility or business (pre-opening costs) or expenditures for commencing new operations or
launching new products or processes (pre-operating costs);

(b) expenditure on training activities;
(c) expenditure on advertising and promotional activities; and
(d) expenditure on relocating or re-organising part or all of an enterprise.

57. 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.

6 Accounting Standard (AS)28 , ‘Impairment of Assets *, specifies the requirements relating to impairment of assets.
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Subsequent Expenditure

59. Subsequent expenditure on an intangible asset after its purchase or its completion should
be recognised as an expense when it is incurred unless:

(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.

60. 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 than the 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 cost of the intangible asset.

61. 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 goodwill.

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. 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.
Amortisation should commence when the asset is available for use.

64. As the future economic benefits embodied in an intangible asset are consumed over time, the
carrying amount of the asset is reduced to reflect that consumption. This is achieved 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:

(@) 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;
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(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;

(e) 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;

(9) 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.

65. 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.

66. 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.

67. 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)).

Examples

A. An enterprise has purchased an exclusive right to generate hydro-electric power for sixty years. The
costs of generating hydro-electric power are much lower than the costs of obtaining power from
alternative sources. It is expected that the geographical area surrounding the power station will
demand a significant amount of power from the power station for at least sixty years.

The enterprise amortises the right to generate power over sixty years, unless there is evidence that its
useful life is shorter.

B. An enterprise has purchased an exclusive right to operate a toll motorway for thirty years. There is
no plan to construct alternative routes in the area served by the motorway. It is expected that this
motorway will be in use for at least thirty years.

The enterprise amortises the right to operate the motorway over thirty years, unless there is evidence
that its useful life is shorter.
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68. The useful life of an intangible asset may be very long but it is always finite. Uncertainty justifies
estimating the useful life of an intangible asset on a prudent basis, but it does not justify choosing a life
that is unrealistically short.

69. 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 not exceed the period of the legal rights unless:

(a) the legal rights are renewable; and
(b) renewal is virtually certain.

70. There may be both economic and legal factors influencing the useful life of an intangible asset:
economic factors determine the period over which future economic benefits will be generated; legal
factors may restrict the period over which the enterprise controls access to these benefits. The useful
life is the shorter of the periods determined by these factors.

71. The following factors, among others, indicate that renewal of a legal right is virtually certain:

(@) 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. 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.

73. 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 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 amortisation
method for intangible assets that results in a lower amount of accumulated amortisation than under the
straight-line method.

74. 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 intangible assets used in a production
process is included in the carrying amount of inventories (see AS 2, Valuation of Inventories).
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Residual Value
75. 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:
(i) residual value can be determined by reference to that market; and
(i) it is probable that such a market will exist at the end of the asset's useful life.

76. A residual value other than zero implies that an enterprise expects to dispose of the intangible
asset before the end of its economic life.

77. The residual value is estimated using prices prevailing 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 be used. The residual value is not
subsequently increased for changes in prices or value.

Review of Amortisation Period and Amortisation Method

78. 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 period should 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 Items and Changes in Accounting Policies.

79. 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.

80. 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.

Recoverability of the Carrying Amount - Impairment Losses

81. 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.

82. 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

7 Accounting Standard (AS)28 , ‘Impairment of Assets *, specifies the requirements relating to impairment of assets.
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(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.

83. In addition to the requirements of Accounting Standard on Impairment of Assets, an
enterprise should estimate the recoverable amount of the following intangible assets at least at
each financial 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 amortised over a period 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
and impairment losses recognised accordingly.

84. The ability of an intangible asset to generate sufficient future economic benefits to recover its cost
is usually subject to great uncertainty 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.

85. It is sometimes difficult to identify 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, this Statement requires, as a
minimum, an annual calculation of the recoverable amount of an intangible asset if its useful life
exceeds ten years from the date when it becomes available for use.

86. The requirement for an annual impairment test of an intangible asset applies whenever the
current total 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. 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.

88. 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.

89. An intangible asset that is retired from active use and held for disposal is carried 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 Assetsg, and
recognises any impairment loss accordingly.

8 Accounting Standard (AS)28 , ‘Impairment of Assets *, specifies the requirements relating to impairment of assets.
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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) areconciliation of the carrying amount at the beginning and end of the period showing:

(i)  additions, indicating separately those from internal development and through
amalgamation;

(i) retirements and disposals;

(iii) impairment losses recognised in the statement of profit and loss during the
period (if any);

(iv) impairment losses reversed in the statement of profit and loss during the period (if
any);

(v) amortisation recognised during the period; and

(vi) other changes in the carrying 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 of separate classes may include:

(@ brand names;

(b) mastheads and publishing titles;

() 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

(9) 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)(iii) and (iv).

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,

9 Accounting Standard (AS)28 , ‘Impairment of Assets *, specifies the requirements relating to impairment of assets.
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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 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.

95. 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. The financial statements should disclose the aggregate amount of research and development
expenditure recognised as an expense during the period.

97. Research and development expenditure comprises all expenditure that is directly attributable to
research or development activities or that can be allocated on a reasonable and consistent basis to
such activities (see paragraphs 53-54 for guidance on the type of expenditure to be included for the
purpose of the disclosure requirement in paragraph 96).

Other Information

98. An enterprise is encouraged, but not required, to give a description of any fully amortised
intangible asset that is still in use.

Transitional Provisions

99. Where, on the date of this Statement coming into effect, an enterprise is following an
accounting policy 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 under paragraph 63 has expired on the date of this Statement coming 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
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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:

(i) 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,

(i) 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.

100. Appendix B illustrates the application of paragraph 99.
Appendix A

This Appendix, which is illustrative and does not form part of the Accounting Standard, provides
illustrative application of the principles laid down in the Standard to internal use software and web-site
costs. The purpose of the appendix is to illustrate the application of the Accounting Standard to assist
in clarifying its meaning.

I.  llustrative Application of the Accounting Standard to Internal Use Computer Software
Computer software for internal use can be internally generated or acquired.
Internally Generated Computer Software

1. Internally generated computer software for internal use is developed or modified internally by the
enterprise solely to meet the needs of the enterprise and at no stage it is planned to sell it.

2. The stages of development of internally generated software may be categorised into the following
two phases:

+  Preliminary project stage, i.e., the research phase
+  Development phase
Preliminary project stage

3. Atthe preliminary project stage the internally generated software should not be recognised as an
asset. Expenditure incurred in the preliminary project stage should be recognised as an expense when
it is incurred. The reason for such a treatment is that at this stage of the software project an enterprise
can not demonstrate that an asset exists from which future economic benefits are probable.

4. When a computer software project is in the preliminary project stage, enterprises are likely to:

(a) Make strategic decisions to allocate resources between alternative projects at a given point in
time. For example, should programmers develop a new payroll system or direct their efforts
toward correcting existing problems in an operating payroll system.
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(d)
)

Determine the performance requirements (that is, what it is that they need the software to do) and
systems requirements for the computer software project it has proposed to undertake.

Explore alternative means of achieving specified performance requirements. For example, should
an entity make or buy the software. Should the software run on a mainframe or a client server
system.

Determine that the technology needed to achieve performance requirements exists.

Select a consultant to assist in the development and/or installation of the software.

Development Stage

5.

An internally generated software arising at the development stage should be recognised as an

asset if, and only if, an enterprise can demonstrate all of the following:

(@)

the technical feasibility of completing the internally generated software so that it will be available
for internal use;

the intention of the enterprise to complete the internally generated software and use it to perform
the functions intended. For example, the intention to complete the internally generated software
can be demonstrated if the enterprise commits to the funding of the software project;

the ability of the enterprise to use the software;

how the software will generate probable future economic benefits. Among other things, the
enterprise should demonstrate the usefulness of the software;

the availability of adequate technical, financial and other resources to complete the development
and to use the software; and

the ability of the enterprise to measure the expenditure attributable to the software during its
development reliably.

Examples of development activities in respect of internally generated software include:

Design including detailed program design — which is the process of detail design of computer
software that takes product function, feature, and technical requirements to their most detailed,
logical form and is ready for coding.

Coding which includes generating detailed instructions in a computer language to carry out the
requirements described in the detail program design. The coding of computer software may
begin prior to, concurrent with, or subsequent to the completion of the detail program design.

At the end of these stages of the development activity, the enterprise has a working model, which
is an operative version of the computer software capable of performing all the major planned
functions, and is ready for initial testing (“beta” versions).

Testing which is the process of performing the steps necessary to determine whether the coded
computer software product meets function, feature, and technical performance requirements set
forth in the product design.

At the end of the testing process, the enterprise has a master version of the internal use software,
which is a completed version together with the related user documentation and the training materials.
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Cost of internally generated software

7. The cost of an internally generated software is the sum of the expenditure incurred from the time
when the software first met the recognition criteria for an intangible asset as stated in paragraphs 20
and 21 of this Statement and paragraph 5 above. An expenditure which did not meet the recognition
criteria as aforesaid and expensed in an earlier financial statements should not be reinstated if the
recognition criteria are met later.

8. The cost of an internally generated software comprises all expenditure that can be directly
attributed or allocated on a reasonable and consistent basis to create the software for its intended use.
The cost include:

(@) expenditure on materials and services used or consumed in developing the software;

(b) the salaries, wages and other employment related costs of personnel directly engaged in
developing the software;

(c) any expenditure that is directly attributable to generating software; and

(d) overheads that are necessary to generate the software and that can be allocated on a reasonable
and consistent basis to the software (For example, an allocation of the depreciation of fixed
assets, insurance premium and rent). Allocation of overheads are made on basis similar to those
used in allocating the overhead to inventories.

9. The following are not components of the cost of an internally generated software:

(@) selling, administration and other general overhead expenditure unless this expenditure can be
directly attributable to the development of the software;

(b) clearly identified inefficiencies and initial operating losses incurred before software achieves the
planned performance; and

(c) expenditure on training the staff to use the internally generated software.
Software Acquired for Internal Use

10. The cost of a software acquired for internal use should be recongised as an asset if it meets the
recognition criteria prescribed in paragraphs 20 and 21 of this Statement.

11. The cost of a software purchased for internal use 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 software ready for its use.
Any trade discounts and rebates are deducted in arriving at the cost. In the determination of cost,
matters stated in paragraphs 24 to 34 of the Statement need to be considered, as appropriate.

Subsequent expenditure

12. Enterprises may incur considerable cost in modifying existing software systems. Subsequent
expenditure on software after its purchase or its completion should be recognised as an expense when
it is incurred unless:

(@) itis probable that the expenditure will enable the software to generate future economic benefits in
excess of its originally assessed standards of performance; and

© The Institute of Chartered Accountants of India



1.300 Financial Reporting

(b) the expenditure can be measured and attributed to the software reliably.

If these conditions are met, the subsequent expenditure should be added to the carrying amount of the
software. Costs incurred in order to restore or maintain the future economic benefits that an enterprise
can expect from the originally assessed standard of performance of existing software systems is
recognised as an expense when, and only when, the restoration or maintenance work is carried out.

Amortisation period

13. The depreciable amount of a software should be allocated on a systematic basis over the best
estimate of its useful life. The amortisation should commence when the software is available for use.

14. As per this Statement, 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. However, given the history
of rapid changes in technology, computer software is susceptible to technological obsolescence.
Therefore, it is likely that useful life of the software will be much shorter, say 3 to 5 years.

Amortisation method

15. The amortisation method used should reflect the pattern in which the software’s economic
benefits are consumed by the enterprise. If that pattern can not be determined reliably, the straight-line
method should be used. The amortisation charge for each period should be recognised as an
expenditure unless another Accounting Standard permits or requires it to be included in the carrying
amount of another asset. For example, the amortisation of a software used in a production process is
included in the carrying amount of inventories.

Il.  llustrative Application of the Accounting Standard to Web-Site Costs

1. An enterprise may incur internal expenditures when developing, enhancing and maintaining its
own web site. The web site may be used for various purposes such as promoting and advertising
products and services, providing electronic services, and selling products and services.

2. The stages of a web site’s development can be described as follows:

(@) Planning - includes undertaking feasibility studies, defining objectives and specifications,
evaluating alternatives and selecting preferences;

(b) Application and Infrastructure Development — includes obtaining a domain name, purchasing and
developing hardware and operating software, installing developed applications and stress testing;
and

(c) Graphical Design and Content Development — includes designing the appearance of web pages
and creating, purchasing, preparing and uploading information, either textual or graphical in
nature, on the web site prior to the web site becoming available for use. This information may
either be stored in separate databases that are integrated into (or accessed from) the web site or
coded directly into the web pages.

3. Once development of a web site has been completed and the web site is available for use, the
web site commences an operating stage. During this stage, an enterprise maintains and enhances the
applications, infrastructure, graphical design and content of the web site.
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4.  The expenditures for purchasing, developing, maintaining and enhancing hardware (e.g., web
servers, staging servers, production servers and Internet connections) related to a web site are not
accounted for under this Statement but are accounted for under AS 10, Accounting for Fixed Assets.
Additionally, when an enterprise incurs an expenditure for having an Internet service provider host the
enterprise’s web site on it's own servers connected to the Internet, the expenditure is recognised as an
expense.

5. Anintangible asset is defined in paragraph 6 of this Statement as 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. Paragraph 7 of this Statement provides computer
software as a common example of an intangible asset. By analogy, a web site is another example of
an intangible asset. Accordingly, a web site developed by an enterprise for its own use is an internally
generated intangible asset that is subject to the requirements of this Statement.

6.  An enterprise should apply the requirements of this Statement to an internal expenditure for
developing, enhancing and maintaining its own web site. Paragraph 55 of this Statement provides
expenditure on an intangible item to be recognised as an expense when incurred unless it forms part of
the cost of an intangible asset that meets the recognition criteria in paragraphs 19-54 of the Statement.
Paragraph 56 of the Statement requires expenditure on start-up activities to be recognised as an
expense when incurred. Developing a web site by an enterprise for its own use is not a start-up activity
to the extent that an internally generated intangible asset is created. An enterprise applies the
requirements and guidance in paragraphs 39-54 of this Statement to an expenditure incurred for
developing its own web site in addition to the general requirements for recognition and initial
measurement of an intangible asset. The cost of a web site, as described in paragraphs 52-54 of this
Statement, comprises all expenditure that can be directly attributed, or allocated on a reasonable and
consistent basis, to creating, producing and preparing the asset for its intended use.

The enterprise should evaluate the nature of each activity for which an expenditure is incurred (e.qg.,
training employees and maintaining the web site) and the web site’s stage of development or post-
development:

(@) Paragraph 41 of this Statement requires an expenditure on research (or on the research phase of
an internal project) to be recognised as an expense when incurred. The examples provided in
paragraph 43 of this Statement are similar to the activities undertaken in the Planning stage of a
web site’s development. Consequently, expenditures incurred in the Planning stage of a web
site’s development are recognised as an expense when incurred.

(b) Paragraph 44 of this Statement requires an intangible asset arising from the development phase
of an internal project to be recognised if an enterprise can demonstrate fulfillment of the six
criteria specified. Application and Infrastructure Development and Graphical Design and Content
Development stages are similar in nature to the development phase. Therefore, expenditures
incurred in these stages should be recognised as an intangible asset if, and only if, in addition to
complying with the general requirements for recognition and initial measurement of an intangible
asset, an enterprise can demonstrate those items described in paragraph 44 of this Statement. In
addition,
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(i)  an enterprise may be able to demonstrate how its web site will generate probable future economic
benefits under paragraph 44(d) by using the principles in Accounting Standard on Impairment of
Assets0, This includes situations where the web site is developed solely or primarily for
promoting and advertising an enterprise’s own products and services. Demonstrating how a web
site will generate probable future economic benefits under paragraph 44(d) by assessing the
economic benefits to be received from the web site and using the principles in Accounting
Standard on Impairment of Assets, may be particularly difficult for an enterprise that develops a
web site solely or primarily for advertising and promoting its own products and services;
information is unlikely to be available for reliably estimating the amount obtainable from the sale
of the web site in an arm’s length transaction, or the future cash inflows and outflows to be
derived from its continuing use and ultimate disposal. In this circumstance, an enterprise
determines the future economic benefits of the cash-generating unit to which the web site
belongs, if it does not belong to one. If the web site is considered a corporate asset (one that
does not generate cash inflows independently from other assets and their carrying amount cannot
be fully attributed to a cash-generating unit), then an enterprise applies the ‘bottom-up’ test
and/or the ‘top-down’ test under Accounting Standard on Impairment of Assets.

(i) an enterprise may incur an expenditure to enable use of content, which had been purchased or
created for another purpose, on its web site (e.g., acquiring a license to reproduce information) or
may purchase or create content specifically for use on its web site prior to the web site becoming
available for use. In such circumstances, an enterprise should determine whether a separate
asset, is identifiable with respect to such content (e.g., copyrights and licenses), and if a separate
asset is not identifiable, then the expenditure should be included in the cost of developing the
web site when the expenditure meets the conditions in paragraph 44 of this Statement. As per
paragraph 20 of this Statement, an intangible asset is recognised if, and only if, it meets specified
criteria, including the definition of an intangible asset. Paragraph 52 indicates that the cost of an
internally generated intangible asset is the sum of expenditure incurred from the time when the
intangible asset first meets the specified recognition criteria. When an enterprise acquires or
creates content, it may be possible to identify an intangible asset (e.g., a license or a copyright)
separate from a web site. Consequently, an enterprise determines whether an expenditure to
enable use of content, which had been created for another purpose, on its web site becoming
available for use results in a separate identifiable asset or the expenditure is included in the cost
of developing the web site.

(c) the operating stage commences once the web site is available for use, and therefore an
expenditure to maintain or enhance the web site after development has been completed should
be recognised as an expense when it is incurred unless it meets the criteria in paragraph 59 of
the Statement. Paragraph 60 explains that if the expenditure is required to maintain the asset at
its originally assessed standard of performance, then the expenditure is recognised as an
expense when incurred.

7. Anintangible asset is measured subsequent to initial recognition by applying the requirements in
paragraph 62 of this Statement. Additionally, since paragraph 68 of the Statement states that an

10 Accounting Standard (AS)28 , ‘Impairment of Assets *, specifies the requirements relating to impairment of assets.
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intangible asset always has a finite useful life, a web site that is recognised as an asset is amortised
over the best estimate of its useful life. As indicated in paragraph 65 of the Statement, web sites are
susceptible to technological obsolescence, and given the history of rapid changes in technology, their
useful life will be short.

8.

The following table illustrates examples of expenditures that occur within each of the stages
described in paragraphs 2 and 3 above and application of paragraphs 5 and 6 above. It is not intended
to be a comprehensive checklist of expenditures that might be incurred.

Nature of Expenditure

Accounting treatment

Planning
undertaking feasibility studies
defining hardware and software specifications
evaluating alternative products and suppliers
selecting preferences

Expense when incurred

Application and Infrastructure Development

e purchasing or developing hardware Apply the requirements of AS 10

e  obtaining a domain name Expense when incurred, unless it meets the

o developing operating software (e.g., operating System | fecognition criteria under paragraphs 20
and server software) and 44

o developing code for the application

¢ installing developed applications on the web server

e  stress testing

Graphical Design and Content Development

designing the appearance (e.g., layout and colour) of
web pages

creating, purchasing, preparing (e.g., creating links and
identifying tags), and uploading information, either
textual or graphical in nature, on the web site prior to the
web site becoming available for use. Examples of
content include information about an enterprise,
products or services offered for sale, and topics that
subscribers access

If a separate asset is not identifiable, then
expense when incurred, unless it meets the
recognition criteria under paragraphs 20
and 44

OPERATING

updating graphics and revising content
adding new functions, features and content
registering the web site with search engines
backing up data

reviewing security access

analysing usage of the web site

Expense when incurred, unless in rare
circumstances it meets the criteria in
paragraph 59, in which case the
expenditure is included in the cost of the
web site
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Other

o selling, administrative and other general overhead
expenditure unless it can be directly attributed to|Expense when incurred
preparing the web site for use

e clearly identified inefficiencies and initial operating
losses incurred before the web site achieves planned
performance (e.g., false start testing)

e training employees to operate the web site

Appendix B

This Appendix, which is illustrative and does not form part of the Accounting Standard, provides
illustrative application of the requirements contained in paragraph 99 of this Accounting Standard in
respect of transitional provisions.

Example 1 - Intangible Item was not amortised and the amortisation period determined
under paragraph 63 has expired.

An intangible item is appearing in the balance sheet of A Ltd. at Rs. 10 lakhs as on 1-4-2003. The item
was acquired for Rs. 10 lakhs on April 1, 1990 and was available for use from that date. The enterprise
has been following an accounting policy of not amortising the item. Applying paragraph 63, the
enterprise determines that the item would have been amortised over a period of 10 years from the date
when the item was available for use i.e., April 1, 1990.

Since the amortisation period determined by applying paragraph 63 has already expired as on 1-4-
2003, the carrying amount of the intangible item of Rs. 10 lakhs would be required to be eliminated with
a corresponding adjustment to the opening balance of revenue reserves as on 1-4-2003.

Example 2 - Intangible Item is being amortised and the amortisation period determined
under paragraph 63 has expired.

An intangible item is appearing in the balance sheet of A Ltd. at Rs. 8 lakhs as on 1-4-2003. The item
was acquired for Rs. 20 lakhs on April 1, 1991 and was available for use from that date. The enterprise
has been following a policy of amortising the item over a period of 20 years on straight-line basis.
Applying paragraph 63, the enterprise determines that the item would have been amortised over a
period of 10 years from the date when the item was available for use i.e., April 1, 1991.

Since the amortisation period determined by applying paragraph 63 has already expired as on 1-4-
2003, the carrying amount of Rs. 8 lakhs would be required to be eliminated with a corresponding
adjustment to the opening balance of revenue reserves as on 1-4-2003.

Example 3 - Amortisation period determined under paragraph 63 has not expired and the
remaining amortisation period as per the accounting policy followed by the enterprise is
shorter.

An intangible item is appearing in the balance sheet of A Ltd. at Rs. 8 lakhs as on 1-4-2003. The item
was acquired for Rs. 20 lakhs on April 1, 2000 and was available for use from that date. The enterprise
has been following a policy of amortising the intangible item over a period of 5 years on straight line
basis. Applying paragraph 63, the enterprise determines the amortisation period to be 8 years, being
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the best estimate of its useful life, from the date when the item was available for use i.e., April 1, 2000.

On 1-4-2003, the remaining period of amortisation is 2 years as per the accounting policy followed by
the enterprise which is shorter as compared to the balance of amortisation period determined by
applying paragraph 63, i.e., 5 years. Accordingly, the enterprise would be required to amortise the
intangible item over the remaining 2 years as per the accounting policy followed by the enterprise

Example 4 - Amortisation period determined under paragraph 63 has not expired and the
remaining amortisation period as per the accounting policy followed by the enterprise is longer.

An intangible item is appearing in the balance sheet of A Ltd. at Rs. 18 lakhs as on 1-4-2003. The item
was acquired for Rs. 24 lakhs on April 1, 2000 and was available for use from that date. The enterprise
has been following a policy of amortising the intangible item over a period of 12 years on straight-line
basis. Applying paragraph 63, the enterprise determines that the item would have been amortised over
a period of 10 years on straight line basis from the date when the item was available for use i.e., April
1, 2000.

On 1-4-2003, the remaining period of amortisation is 9 years as per the accounting policy followed by
the enterprise which is longer as compared to the balance of period stipulated in paragraph 63, i.e., 7
years. Accordingly, the enterprise would be required to restate the carrying amount of intangible item
on 1-4-2003 at Rs. 16.8 lakhs (Rs. 24 lakhs — 3xRs. 2.4 lakhs, i.e., amortisation that would have been
charged as per the Standard) and the difference of Rs. 1.2 lakhs (Rs. 18 lakhs-Rs. 16.8 lakhs) would
be required to be adjusted against the opening balance of the revenue reserves. The carrying amount
of Rs. 16.8 lakhs would be amortised over 7 years which is the balance of the amortisation period as
per paragraph 63.

Example 5 - Intangible Item is not amortised and amortisation period determined under
paragraph 63 has not expired.

An intangible item is appearing in the balance sheet of A Ltd. at Rs. 20 lakhs as on 1-4-2003. The item
was acquired for Rs. 20 lakhs on April 1, 2000 and was available for use from that date. The enterprise
has been following an accounting policy of not amortising the item. Applying paragraph 63, the
enterprise determines that the item would have been amortised over a period of 10 years on straight
line basis from the date when the item was available for use i.e., April 1, 2000.

On 1-4-2003, the enterprise would be required to restate the carrying amount of intangible item at Rs.
14 lakhs (Rs. 20 lakhs - 3xRs. 2 lakhs, i.e., amortisation that would have been charged as per the
Standard) and the difference of Rs. 6 lakhs (Rs. 20 lakhs-Rs. 14 lakhs) would be required to be
adjusted against the opening balance of the revenue reserves. The carrying amount of Rs. 14 lakhs
would be amortised over 7 years which is the balance of the amortisation period as per paragraph 63.

AS 27 : FINANCIAL REPORTING OF INTERESTS IN JOINT VENTURES*

(In this Accounting Standard, the standard portions have been set in bold italic type. These should be
read in the context of the background material which has been set in normal type, and in the context of
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
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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 principles and procedures for accounting for interests in
joint ventures and reporting of joint venture assets, liabilities, income and expenses in the financial
statements of venturers and investors.

Scope

1. This Statement should be applied in accounting for interests in joint ventures and the
reporting of joint 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.

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:

(@) two or more venturers are bound by a contractual arrangement; and
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(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.

6. In some exceptional cases, an enterprise by a contractual arrangement establishes joint control
over an entity which is a subsidiary of that enterprise within the meaning of Accounting Standard (AS)
21, Consolidated Financial Statements. In such cases, the entity is not consolidated under AS 21, but
is treated as a joint venture as per this Statement. The consolidation of such an entity does not
necessarily preclude other venturer(s) treating such entity as a joint venture.”

7. The contractual arrangement may be evidenced in a number of ways, for example by a contract
between the venturers or minutes of discussions between the venturers. In some cases, the
arrangement is incorporated in the articles or other by-laws of the joint venture. Whatever its form, the
contractual arrangement is normally in writing and deals with such matters as:

(@) the activity, duration and reporting obligations of the joint venture;

(b) the appointment of the board of directors or equivalent governing body of the joint venture and
the voting rights of the venturers;

(c) capital contributions by the venturers; and
(d) the sharing by the venturers of the output, income, expenses or results of the joint venture.

8. 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.

9. [£]10.The contractual arrangement may identify one venturer as the operator or manager of the

* As a limited revision to AS 27, the council of the institute decided to revise this paragraph in 2004. The revision comes
into effect in respect of accounting periods commencing on or after 1.4.2004. The erstwhile paragraph was under:

“In some exceptional cases, an enterprise by a contractual arrangement establishes joint control over an entity which is
a subsidiary of that enterprise within the meaning of Accounting Standard (AS) 21, Consolidated Financial Statements.
In such cases, the entity is not consolidated under AS 21, but is treated as a joint venture as per this Statement.”

€ As a limited revision to AS 27, the council of the institute decided to revise this paragraph in 2004. The revision comes
into effect in respect of accounting periods commencing on or after 1.4.2004. The erstwhile paragraph was under:

“The contractual arrangement will indicate whether or not an enterprise has joint control over the venture, along with the
other venturers. In evaluating whether an enterprise has joint control over a venture, it would need to be considered
whether the contractual arrangement provides protective rights or participating rights to the enterprise. Protective rights
merely allow an enterprise to protect its interests in the venture in situations where its interests are likely to be adversely
affected. The participating rights enable the enterprise to jointly control the financial and operating policies related to the
venture's ordinary course of business. The existence of participating rights would evidence joint control.’
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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

11. 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, 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.

12. 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.

13. 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.

14, Because the assets, liabilities, income and expenses are already recognised in the separate
financial statements of the venturer, 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.

15. Separate accounting records may not be required 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 of the joint
venture.

Jointly Controlled Assets

16. Some joint ventures involve the joint control, and often the joint ownership, by the venturers of
one or more 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 output from the assets and each bears an agreed share of the
expenses incurred.

17. 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.

18. An example of a jointly controlled asset is an oil pipeline jointly controlled and operated by a
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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.

19. 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;

(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.

20. 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:

(@) 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 expenses incurred by the joint venture; and

(e) any expenses which it has incurred in respect of its interest in the joint venture, for example,
those related to financing the venturer's interest in the assets and selling its share of the output.

Because the assets, liabilities, income and expenses are already recognised in the separate
financial statements of the venturer, 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.

21. The treatment of jointly controlled assets reflects the substance and economic reality and,
usually, the legal form of the joint 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 venturers may prepare accounts for internal management reporting purposes so
that they may assess the performance of the joint venture.

Jointly Controlled Entities

22. A jointly controlled entity is a joint venture which involves the establishment of a corporation,
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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.

23.  Ajointly 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.

24.  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 or other agency in that country, by establishing a separate entity
which is jointly controlled by the enterprise and the government or agency.

25.  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.

26. 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

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.

28. Each venturer usually contributes cash or other resources to the jointly controlled entity. These
contributions are included in the accounting records of the venturer and are recognised in its separate
financial statements as an investment in the jointly controlled entity.

Consolidated Financial Statements of a Venturer

29. In its consolidated financial statements, a venturer should report its interest in a jointly
controlled entity using proportionate consolidation except

(a) an interest in a jointly controlled entity which is acquired and held exclusively with a view
to its subsequent disposal in the near future; and

(b) an interest in a jointly controlled entity which operates under severe long-term restrictions
that significantly impair its ability to transfer funds to 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.

30. When reporting an interest 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
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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.

31. 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.

32. For the purpose of applying proportionate consolidation, the venturer uses the consolidated
financial statements of the jointly controlled entity.

33.  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.

34. 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 is impracticable 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 reporting periods, and any difference in the reporting dates, are consistent from
period to period.

35.  The venturer usually prepares consolidated financial statements using uniform accounting policies
for the like transactions and events 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 adjustments are made to the financial statements of the
jointly controlled entity when they are used by the venturer in applying proportionate consolidation. If it is
not practicable to do so, that fact is disclosed together with the proportions of the items in the consolidated
financial statements to which the different accounting policies have been applied.

36. 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 of
other expenses or income, unless a legal right of set-off exists and the offsetting represents the
expectation as to the realisation of the asset or the settlement of the liability.

37. Any excess of the cost to the venturer of its interest in a jointly controlled entity over its share of
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net assets of the jointly controlled entity, at the date on which interest in the jointly controlled entity is
acquired, is recognised as goodwill, and separately disclosed in 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.

38. 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.

39. A venturer should discontinue the use of proportionate consolidation from the date that:

(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.

40. 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:

(i)  the venturer’s share in the net assets of the jointly controlled entity as at the date of
discontinuance of proportionate consolidation should be ascertained, and

(ii) the amount of net assets so ascertained should be adjusted with the carrying amount
of the relevant goodwill/capital reserve (see paragraph 37) as at the date of
discontinuance of proportionate consolidation.

Transactions between a Venturer and Joint Venture

41. When a venturer contributes or sells assets to a joint venture, recognition of any portion of
a gain or loss from the transaction should reflect the substance of the transaction. While the
assets are retained by the joint venture, and provided the venturer has transferred the

£ Equity is the residual interest in the assets of an enterprise after deducting all its liabilities.
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significant risks and rewards of ownership, the venturer should recognise only that portion of
the gain or loss which is attributable to the interests of the other venturers. The venturer should
recognise the full amount of any loss when the contribution or sale provides evidence of a
reduction in the net realisable value of current assets or an impairment loss.

42.  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 recognised immediately when
they represent a reduction in the net realisable value of current assets or an impairment loss.

43. 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.

44. 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 consolidated financial statements and not in the preparation
and presentation of separate financial statements of the venturer.

45. 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 venturersi.

Reporting Interests in Joint Ventures in the Financial Statements of an Investor

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, Consolidated
Financial Statements or Accounting Standard (AS) 23, Accounting for Investments in Associates
in Consolidated Financial Statements, as appropriate.

47. In the separate financial statements of an investor, the interests in joint ventures should be
accounted for in accordance with Accounting Standard (AS) 13, Accounting for Investments.

Operators of Joint Ventures

48. Operators or managers of a joint venture should account for any fees in accordance with
Accounting Standard (AS) 9, Revenue Recognition.

¥ AS 28 “Impairment of Assets” specifies the requirements relating to impairment of assets.

i An announcement ‘Elimination of unrealized profits and losses under AS 21, AS 23 and AS 27 has been issued in July,
2004. As per the announcement , while applying ‘proportionate consolidation method’, elimination of unrealised profits
and losses in respect of transactions entered into during accounting periods commencing on or before 31-3-2002, is
encouraged, but not required on practical grounds.
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49. One or more venturers may act 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

50. A venturer should disclose the information required by paragraphs 51, 52 and 53 in its
separate financial statements as well as in consolidated financial statements.

51. 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.

52. A venturer should disclose the aggregate amount of the following commitments in respect
of its interests in joint ventures separately from other commitments:

(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.

53. 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.

54. 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.

ACCOUNTING STANDARDS INTERPRETATION (ASI) 8%
INTERPRETATION OF THE TERM ‘NEAR FUTURE’

Accounting Standard (AS) 21, Consolidated Financial Statements, AS 23, Accounting for
Investments in Associates in Consolidated Financial

Statements and AS 27, Financial Reporting of Interests in Joint Ventures

ISSUE
1. Paragraph 11 of AS 21, paragraph 7 of AS 23 and paragraph 29 of AS 27 use the words ‘near

* This interpretation has been included as explanation in the relevant paragraph of the notified AS 27.
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future’ in the context of exclusions from consolidation, application of the equity method and application
of the proportionate consolidation method, respectively.

2. Theissue is what period of time should be considered as ‘near future’ for the above purposes.
CONSENSUS

3. 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, application of the
equity method or application of the proportionate consolidation method, as the case may be, until the
investment is actually disposed off. Conversely, if the relevant investment is acquired with an intention
to its subsequent disposal in near future, however, due to some valid reasons, it could not be disposed
off within that period, the same will continue to be excluded from consolidation, application of the equity
method or application of the proportionate consolidation method, as the case may be, provided there is
no change in the intention.

BASIS FOR CONCLUSIONS

4. A period of more than twelve months would not normally signify ‘near future’. Accordingly, it is
considered appropriate that the near future should normally be considered as a period not exceeding
twelve months.

5. Paragraph 11 of AS 21, paragraph 7 of AS 23 and paragraph 29 of AS 27, also use the words,
‘acquired and held'. Accordingly, for exclusion from consolidation, application of the equity method or
application of the proportionate consolidation, as the case may be, consideration of the intention at the
time of acquisition of the relevant investment is essential.

Accounting Standards Interpretation (ASI) 28*
Disclosure of parent’s/venture’s shares in post-acquisition
reserves of a subsidiary/jointly controlled entity
Accounting Standard (AS) 21, Consolidated Financial Statements
and AS 27, Financial Reporting of Interests in Joint Ventures

| SSUE

1. What should be the manner of disclosure of the parent's/venturer's share in the post-acquisition
reserves of a subsidiary/jointly controlled entity in the consolidated balance sheet?

CONSENSUS

2. The parent's share in the post-acquisition reserves of a subsidiary, forming part of the
corresponding reserves in the consolidated balance sheet, is not required to be disclosed separately in
the consolidated balance sheet.

3. While applying proportionate consolidation method, the venturer's share in the post-acquisition
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reserves of the jointly controlled entity should be shown separately under the relevant reserves in the
consolidated financial statements.

BASISFOR CONCLUSIONS

4.  The objective paragraph of AS 21 provides, inter alia, that the consolidated financial statements
are intended to present financial information about a parent and its subsidiary(ies) as a single
economic entity to show the economic resources controlled by the group, the obligations of the group
and the results the group achieves with its resources. Further, paragraph 8 of AS 21 provides that
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 itself but also of the
group as a whole. It further provides that this need is served by providing the users separate financial
statements of the parent and consolidated financial 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.

5. Paragraph 13 of AS 21, as a starting point of applying consolidation procedures, provides, inter
alia, that in preparing consolidated financial statements, the financial statements of the parent and its
subsidiaries should be combined on a line by line basis adding together like items of assets, liabilities,
income and expenses. Pursuant to this, the reserves of the subsidiary(ies) are also added line by line
with the corresponding reserves of the parent. Other provisions of paragraph 13 and paragraphs 14 to
27 lay down other consolidation procedures which, considering the overall scheme of the consolidation
procedures, are to be applied after addition on a line by line basis. These procedures are applied so as
to present financial information about the group as that of a single enterprise. The effect of applying
consolidation procedures as per AS 21 is that the parent’s share in the post-acquisition reserves of the
subsidiary forms part of the corresponding reserves in the consolidated balance sheet. This is not
disclosed separately keeping in view the objective of consolidated financial statements to present
financial information of the group as a whole.

6. Paragraphs 31 and 33 of AS 27 provide as below:

“31. 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 A:\ 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.”

“33. 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.”

In view of the above, while applying proportionate consolidation method, as in the case of items of
assets and liabilities, the venturer's share in the postacquisition reserves of the jointly controlled entity
is shown separately under the relevant reserves in the consolidated financial statements.

AS- 28 :IMPAIRMENT OF ASSETS (ISSUED 2002)

Accounting Standard (AS) 28, ‘Impairment 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

© The Institute of Chartered Accountants of India



Appendix | : Accounting Standards 1.317

after 1-4-2004.
This standard is mandatory in nature” in respect of accounting periods commencing on or after:

(@ 1-4-2003, for the enterprises, which fall in any one or more of the following categories, at any
time during the accounting period:

(i)  Enterprises whose equity or debt securities are listed whether in India or outside India.

(i)  Enterprises which are in the process of listing their equity or debt securities as evidenced by
the board of directors; resolution in this regard.

(iii)  Banks including cooperative banks.

(iv) Financial institutions.

(v)  Enterprises carrying on insurance business.
(

vi) 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 does not include “other income”.

(vii) All commercial, industrial and business reporting enterprises having borrowings, including
public deposits, in excess of Rs.10 crore at any time during the accounting period.

(viii) Holding and subsidiary enterprises of any one of the above at any time during the
accounting period.

(b) 1-4-2006, 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:

(i)  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 lakhs but does not exceed Rs.50 crore. Turnover does not include ‘other
income’.

(i)  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.

(i) Holding and subsidiary enterprises of any one of the above at any time during the
accounting period.

(c) 1-4-2008, for the enterprises, which do not fall in any of the categories in (a) and (b) above.

* It was originally decided to make As 28 mandatory in respect of accounting periods commencing on or after 1.4.2004

for the following:

(i)  Enterprises whose equity or debt securities are listed on a recognised stock exchange in India, and
enterprises that are in 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’ resolution in this regard.

(i) All other commercial, industrial and business reporting enterprises, whose turnover for the accounting
period exceeds Rs. 50 crores.

In respect of all other enterprises, the Accounting Standard comes into effect in respect of accounting periods

commencing on or after 1-4-2005 and is mandatory in nature from that date.
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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 carrying amount exceeds the amount to be recovered through use or sale of
the asset. If this is the case, the asset is described as impaired and this Statement requires the
enterprise to recognise an impairment loss. This Statement also specifies when an enterprise 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. It 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 the fair value of the
asset:

(@) if the fair value of the asset is its market value, the only difference between the fair value of the
asset and its net selling price is the direct incremental costs to dispose of the asset:

€ This Standard has been revised and titled as ‘Construction Contracts’.

¥ financial asset is any asset that is:

(@) cash;

(b) acontractual right to receive cash or another financial asset fro another enterprise;

() a contractual right to exchange financial instruments with another enterprise under conditions that a re
potentially favourable; or

(d)  an ownership interest in another enterprise.
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(i) if the disposal costs are negligible, the recoverable amount of the revalued asset is
necessarily close to, or greater than, its revalued amount (fair value). In this 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

(i) if the disposal 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's fair value 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 specified:

Recoverable amount is the higher of an asset’s 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.

Net selling price is the amount obtainable from the sale of an asset in an arm’s 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.x

Depreciable amount is the cost of an asset, or other amount substituted for cost in the financial
statements, less 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.

H In the case of an intangible asset or goodwill, the term amortization is generally used instead of ‘depreciation’. Both
terms have the same meaning.
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A cash generating unit is the smallest identifiable 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 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.

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.

6. 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.

7. 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.

8.  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 asset’s 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
asset’s value in use and decrease the asset’s recoverable amount materially;

(d) the carrying amount of the net assets of the reporting 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
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period, or are expected to take place in the near future, in the extent to which, or manner in
which, an asset is used or is expected to be used. These changes include plans to
discontinue or restructure the operation to which an asset belongs or to dispose of an
asset before the previously expected date; and

(9) evidence is available from internal reporting that indicates that the economic performance
of an asset is, or will be, worse than expected.

9. The list of paragraph 8 is not exhaustive. An enterprise may identify other indications that an
asset may be impaired and these would also require the enterprise to determine the asset's
recoverable amount.

10. Evidence from internal reporting that indicates that an asset may be impaired includes the
existence of:

(@) cash flows for acquiring 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 asset 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.

11. 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 asset’s recoverable amount
is significantly greater than its carrying amount, the enterprise need not re-estimate the asset’s
recoverable amount if no events have occurred that would eliminate that difference. Similarly, previous
analysis may show that an asset’s recoverable amount is not sensitive to one (or more) of the
indications listed in paragraph 8.

12. 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 asset’s recoverable amount in the following cases:

(@) if the discount rate used in calculating the asset’s 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 asset's value in use is likely to be affected by the
increase in these market rates but previous sensitivity analysis of recoverable amount shows that:

(i) itis 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

(i) the decrease in recoverable amount is unlikely to result in a material impairment loss
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13. 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 reviewed and
adjusted 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. This Statement defines recoverable amount as the higher of an asset’s net selling price and value
in use. Paragraphs 15 to 55 set out the requirements for measuring recoverable amount. These
requirements use the term ‘an asset’ but apply equally to an individual asset or a cash-generating unit.

15. It is not always necessary to determine both an asset’s net selling price and its value in use. For
example, if either of these amounts exceeds the asset's carrying amount, the asset is not impaired and
it is not necessary to estimate the other amount.

16. 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 because there is no
basis for making a reliable estimate of the amount obtainable from the sale of the asset in an arm’s
length transaction between knowledgeable and willing parties. In this case, the recoverable amount of
the asset may be taken to be its value in use.

17. If there is no reason to believe that an asset’s value in use materially exceeds its net selling price,
the asset's 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.

18. 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 86), unless either:

(@) the asset’s net selling price is higher than its carrying amount; or

(b) the asset’s value in use can be estimated to be close to its net selling price and net selling price
can be determined.

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 asset’s net selling price is a price in a binding sale agreement in an
arm’s length transaction, adjusted for incremental costs that would be directly attributable to the
disposal of the asset.

@ From the date of AS 26 “Intangible Assets”, becoming mandatory for the concerned enterprises, As 6 stands withdrawn
insofar as it relates to the amortization (depreciation)of intangible assets.
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21. If there is no binding sale agreement but an asset is traded in an active market, net selling price
is the asset’'s 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 to reflect the amount that an enterprise could obtain, at the balance sheet
date, for the disposal of the asset in an arm’s length transaction between knowledgeable, willing
parties, after deducting the costs of disposal. In determining this amount, an enterprise considers the
outcome of recent transactions for similar assets within the same industry. Net selling price does not
reflect a forced 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. However, 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 an asset would require the buyer to take over a liability and only a
single net selling price is available for both the asset and the liability. Paragraph 76 explains how to
deal with such cases.

Value in Use
25. Estimating the value in use of an asset involves the following steps:

(@) estimating the future cash inflows and outflows arising from continuing use of the asset and from
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 management’s 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 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.
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27. Detailed, explicit and reliable financial budgets/forecasts of future cash flows for periods longer
than five years are generally not available. For this reason, management’s 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.

28. Cash flow projections until the end of an asset’s useful life are estimated 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, the growth rate is zero or negative.

29. Where conditions are very favourable, competitors are likely to enter the market and restrict
growth. Therefore, enterprises will have difficulty in exceeding the average historical growth rate over
the long term (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.

30. In using information from financial budgets/forecasts, an enterprise considers whether the
information reflects reasonable and supportable assumptions and represents management's best
estimate of the set of economic conditions that will exist over the remaining useful life of the asset.

Composition of Estimates of Future Cash Flows
31. 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 generate the cash inflows
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
asset; and

(c) net cash flows, if any, to be received (or paid) for the disposal of the asset at the end of its
useful life.

32. 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.

33. 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.

34. 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.
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35. To avoid double counting, estimates of future cash flows do not include:

(@) 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).

36. 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.

37. Because future cash flows are estimated for the asset in its current condition, value in use does
not reflect:

(@) 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 performance or the related future benefits from this future expenditure.

38. A restructuring is a programme that is planned and controlled by management and that materially
changes either the scope of the business undertaken by an enterprise or the manner in which the
business is conducted.

39. When an enterprise becomes committed to a restructuring, some assets are likely to be affected
by this restructuring. Once 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).

Example 5 given in the Appendix illustrates the effect of a future restructuring on a value in use calculation.

40. Until an enterprise incurs capital expenditure that improves or enhances an asset in excess of its
originally 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 (see Example 6 given in
the Appendix).

41. Estimates of future cash flows include future capital expenditure necessary to maintain or sustain
an asset at its originally assessed standard of performance.

42. Estimates of future cash flows should not include:
(a) cash inflows or outflows from financing activities; or

(b) income tax receipts or payments.
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43. 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.

44. 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 arm’s length transaction between knowledgeable, willing parties, after
deducting the estimated costs of disposal.

45. 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 asset’s net selling price, except that, in estimating
those net cash flows:

(@) 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 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
asset’s 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. 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.

48. A rate that reflects current market assessments of the time 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 the rate implicit in current market transactions for
similar assets or from the weighted average cost of capital of a listed enterprise that has a single asset
(or a portfolio of assets) similar in terms of service potential and risks to the asset under review.

49.  When an asset-specific rate is not directly available from the market, an enterprise uses other bases to
estimate the discount rate. The purpose is to estimate, as far as possible, a market assessment of:

(@) the time value of money for the periods until the end of the asset’s useful life; and

® AS 11 has been revised in 2003, and titled as ‘The Effects of Changes in Foreign Exchange Rates'.
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(b) the risks that the future cash flows will differ in amount or timing from estimates.
50. As a starting point, the enterprise may take into account the following rates:

(@) the enterprise’s 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.
51. These rates are adjusted:

(@) 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.

52. To avoid double counting, the discount rate does not reflect risks for which future cash flow
estimates have been adjusted.

53. The discount rate is independent of the enterprise’s 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.

54.  When the basis for the rate is post-tax, that basis is adjusted to reflect a pre-tax rate.

55. An enterprise normally uses a single discount rate for the estimate of an asset’s 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. 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 87 to 92.

57. 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.

58. 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 should be treated as a revaluation decrease under
that Accounting Standard.

59. An impairment loss on a revalued asset is recognised as an expense in the statement of profit
and loss. However, an impairment loss 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.
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60. 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.

61. After the recognition of an impairment loss, 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.

62. If an impairment loss is recognised, any related deferred tax assets or liabilities are determined
under Accounting Standard (AS) 22, Accounting for Taxes on Income (see Example 3 given in the
Appendix).

CASH-GENERATING UNITS

63. Paragraphs 64 to 92 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. 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’s cash-generating unit).

65. The recoverable amount of an individual asset cannot be determined if:

(@) the asset’s 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 use and, therefore, recoverable amount, can be
determined only for the asset’s cash-generating unit.

Example

A mining enterprise owns a private railway to support its mining activities. The private railway could be
sold only for scrap value and the private railway does not generate cash inflows from continuing use
that are largely independent of the cash inflows from the other assets of the mine.

It is not possible to estimate the recoverable amount of the private railway because the value in use of
the private railway cannot be determined and it is probably different from scrap value. Therefore, the
enterprise estimates the recoverable amount of the cash-generating unit to which the private railway
belongs, that is, the mine as a whole.

66. As defined in paragraph 4, an asset’s 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 asset's 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.
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Example

A bus company provides services under contract with a municipality that requires minimum service on
each of five separate routes. Assets devoted to each route and the cash flows from each route can be
identified separately. One of the routes operates at a significant loss.

Because the enterprise does not have the option to curtail any one bus route, the lowest level of
identifiable cash inflows from continuing use that are largely independent of the cash inflows from other
assets or groups of assets is the cash inflows generated by the five routes together. The cash-
generating unit for each route is the bus company as a whole.

67. 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’s 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’s assets and operations.
Example 1 in the Appendix gives examples of identification of a cash-generating unit.

68. If an active market exists for the output produced 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 of the output is used internally. If this is the case, management’s best estimate of future
market prices for the output should be used:

(a) in determining the value in use of this cash-generating unit, when estimating the future
cash inflows that 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, when estimating the future cash outflows that relate to the internal use of the
output.

69. 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 of a 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 other assets or groups of
assets. In using information based on financial budgets/forecasts that relates to such a cash-generating
unit, an enterprise adjusts this information if internal transfer prices do not reflect management’s best
estimate of future market prices for the cash-generating unit's output.

70. Cash-generating units should be identified consistently from period to period for the same
asset or types of assets, unless a change is justified.

71. 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 asset's cash-generating unit have
changed, paragraph 121 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.
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Recoverable Amount and Carrying Amount of a Cash-Generating Unit

72. The recoverable amount of a cash-generating unit is the higher of the cash-generating unit's 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 ‘a cash-
generating unit’,

73. 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.

74. The carrying amount of a cash-generating unit:

(@) 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 unit's 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.

75.  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 impairment loss
has occurred. In some cases, although certain assets contribute to the estimated future cash flows of a
cash-generating unit, they cannot be allocated to the cash-generating unit on a reasonable and
consistent basis. This might be the case for goodwill or corporate assets such as head office assets.
Paragraphs 78 to 86 explain how to deal with these assets in testing a cash-generating unit for
impairment.

76. It may be necessary to consider certain recognised 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 require 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-generating unit and the liability together, less the costs of disposal. In order to perform a
meaningful comparison between the carrying amount of the cash-generating unit and its recoverable
amount, the carrying amount of the liability is deducted in determining both the cash-generating unit's
value in use and its carrying amount.

Example

A company operates a mine in a country where legislation requires that the owner must restore the site
on completion of its mining operations. The cost of restoration includes the replacement of the
overburden, which must be removed before mining operations commence. A provision for the costs to
replace the overburden was recognised as soon as the overburden was removed. The amount provided
was recognised as part of the cost of the mine and is being depreciated over the mine’s useful life. The
carrying amount of the provision for restoration costs is Rs. 50,00,000, which is equal to the present
value of the restoration costs.
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The enterprise is testing the mine for impairment. The cash-generating unit for the mine is the mine as
a whole. The enterprise has received various offers to buy the mine at a price of around Rs. 80,00,000;
this price encompasses the fact that the buyer will take over the obligation to restore the overburden.
Disposal costs for the mine are negligible. The value in use of the mine is approximately Rs.
1,20,00,000 excluding restoration costs. The carrying amount of the mine is Rs. 1,00,00,000.

The net selling price for the cash-generating unit is Rs. 80,00,000. This amount considers restoration
costs that have already been provided for. As a consequence, the value in use for the cash-generating
unit is determined after consideration of the restoration costs and is estimated to be Rs. 70,00,000 (Rs.
1,20,00,000 less Rs. 50,00,000). The carrying amount of the cash-generating unit is Rs. 50,00,000,
which is the carrying amount of the mine (Rs. 1,00,00,000) less the carrying amount of the provision for
restoration costs (Rs. 50,00,000).

77. For practical reasons, the recoverable amount of a cash-generating unit is sometimes determined
after consideration of assets that are not part of the cash-generating unit (for example, receivables or
other financial assets) or liabilities that have already 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. 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:

(i) identify whether the carrying amount of goodwill can be allocated on a reasonable
and consistent basis to the cash-generating unit under review; and

(i)  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) and
recognise any impairment loss in accordance with paragraph 87.

The enterprise should perform the step at (ii) 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:

(i) 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 ‘larger’ cash-generating unit); and

(ii) 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 87.
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79. Goodwill arising on acquisition represents a payment made by an acquirer in anticipation of future
economic benefits. The future economic benefits may result from synergy between the identifiable
assets acquired or from assets that individually do not qualify for recognition in the financial
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 amount is then compared to
the carrying amount of this cash-generating unit and any impairment loss is recognised in accordance
with paragraph 87.

80. 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-generating unit. If goodwill
can be allocated on a reasonable and consistent basis, an enterprise applies the ‘bottom-up’ test only.
If it is not possible to allocate goodwill on a reasonable and consistent basis, an enterprise applies both
the ‘bottom-up’ test and ‘top-down’ test (see Example 7 given in the Appendix).

81. The ‘bottom-up’ test ensures that an enterprise recognises any impairment loss that exists for a
cash-generating unit, including for goodwill that can be allocated on a reasonable and consistent basis.
Whenever it is impracticable to allocate goodwill on a reasonable and consistent basis in the ‘bottom-
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.

82. 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 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.

84. 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 87.
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85. 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 cash-generating unit under review, an enterprise should apply the
‘bottom-up’ 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 should apply both
the ‘bottom-up’ and ‘top-down’ tests.

86. An example of how to deal with corporate assets is given as Example 8 in the Appendix.
Impairment Loss for a Cash-Generating Unit

87. An impairment loss should be recognised for a cash-generating unit if, and only if, its
recoverable amount is 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 carrying amounts should be treated as impairment losses on individual
assets and recognised in accordance with paragraph 58.

88. In allocating an impairment loss under paragraph 87, the carrying amount of an asset
should 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.

89. 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.

90. 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.

91. If the recoverable amount of an individual asset cannot be determined (see paragraph 65):

(@) 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 87 and
88; and

(b) no impairment loss is recognised for the asset if the related cash-generating unit is not impaired.
This applies even if the asset’s net selling price is less than its carrying amount.
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Example

A machine has suffered physical damage but is still working, although not as well as it used to. The net
selling price of the machine is less than its carrying amount. The machine does not generate
independent cash inflows from continuing use. The smallest identifiable group of assets that includes
the machine and generates cash inflows from continuing use that are largely independent of the cash
inflows from other assets is the production line to which the machine belongs. The recoverable amount
of the production line shows that the production line taken as a whole is not impaired.

Assumption 1: Budgets/forecasts approved by management reflect no commitment of management to
replace the machine.

The recoverable amount of the machine alone cannot be estimated since the machine’s value in use:
(a) may differ from its net selling price; and

(b) can be determined only for the cash-generating unit to which the machine belongs (the production
line).

The production line is not impaired, therefore, no impairment loss is recognised for the machine.
Nevertheless, the enterprise may need to reassess the depreciation period or the depreciation method
for the machine. Perhaps, a shorter depreciation period or a faster depreciation method is required to
reflect the expected remaining useful life of the machine or the pattern in which economic benefits are
consumed by the enterprise.

Assumption 2: Budgets/forecasts approved by management reflect a commitment of management to
replace the machine and sell it in the near future. Cash flows from continuing use of the machine until
its disposal are estimated to be negligible.

The machine’s value in use can be estimated to be close to its net selling price. Therefore, the
recoverable amount of the machine can be determined and no consideration is given to the cash-
generating unit to which the machine belongs (the production line). Since the machine’s net selling
price is less than its carrying amount, an impairment loss is recognised for the machine.

92. After the requirements in paragraphs 87 and 88 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

93. Paragraphs 94 to 100 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 101 to 105, for a cash-generating unit in paragraphs 106 to 107
and for goodwill in paragraphs 108 to 111.

94. 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 have decreased. If any such indication exists, the enterprise should estimate the
recoverable amount of that asset.
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95. In assessing whether there is any indication that an impairment 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 asset’s market value has increased significantly during the period;

(b) significant changes with a favourable 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 the asset is
dedicated;

(c) market interest rates or other market rates of return on investments have decreased during
the period, and those decreases are likely to affect the discount rate used in calculating
the asset’s value in use and increase the asset’s 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.

96. Indications of a potential decrease in an impairment loss in paragraph 95 mainly mirror the
indications of a potential impairment loss in paragraph 8. The concept of materiality applies in
identifying whether an impairment loss recognised for an asset in prior accounting periods may need to
be reversed and the recoverable amount of the asset determined.

97. 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.

98. 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 asset’s 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.

99. 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 increase in
estimated service potential. Examples of changes in estimates include:

(@) a change in the basis for recoverable amount (i.e., whether recoverable amount is based on net
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selling price or value in use);

(b) if recoverable amount was based on value in use: a change in the amount or timing of estimated
future cash flows or in the discount rate; or

(c) if recoverable amount was based on net selling price: a change in estimate of the components of
net selling price.

100. An asset’s value in use may become greater than the asset’s carrying amount simply because the
present value of future 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 ‘unwinding’ of the discount), even if the recoverable amount of the asset
becomes higher than its carrying amount.

Reversal of an Impairment Loss for an Individual Asset

101. The increased carrying amount of an asset due to a reversal of an impairment loss should
not exceed the carrying amount that would have been determined (net of amortisation or
depreciation) had no impairment loss been recognised for the asset in prior accounting periods.

102. 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 accounting periods is a revaluation. In accounting for such a revaluation, an enterprise applies
the Accounting Standard applicable to the asset.

103. 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.

104. 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
impairment loss is recognised as income in the statement of profit and loss.

105. 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

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 108 are met.
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These increases in carrying amounts should be treated as reversals of impairment losses for
individual assets and recognised in accordance with paragraph 103.

107. In allocating a reversal of an impairment loss for a cash-generating unit under paragraph
106, 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 been determined (net of amortisation or depreciation)
had no impairment loss been recognised for the asset in prior accounting periods.

The amount of the reversal 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.

Reversal of an Impairment Loss for Goodwill

108. As an exception to the requirement in paragraph 98, an impairment loss recognised for
goodwill should not 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.

109. Accounting Standard (AS) 26, Intangible Assets, prohibits the recognition of internally generated
goodwill. 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.

110. 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).

111. 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

112. 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 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.

113. 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 asset's 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

© The Institute of Chartered Accountants of India



1.338 Financial Reporting

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.

114. After announcement of a plan, negotiations with potential purchasers of the discontinuing
operation or actual binding sale agreements may indicate that the assets of the discontinuing operation
may be further impaired or that impairment losses recognised for these assets in prior periods may
have decreased. As a consequence, when such events 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.

115. A price in a binding sale agreement is the best evidence of an asset's (cash-generating unit's) net
selling price or of the estimated cash inflow from ultimate disposal in determining the asset's (cash-
generating unit’s) value in use.

116. The carrying amount (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
117. For each class of assets, the financial statements should disclose:

(a) the amount 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 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.

118. A class of assets is a grouping of assets of similar nature and use in an enterprise’s operations.

119. The information required in paragraph 117 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 beginning and end of the period, as required under AS 10, Accounting for Fixed Assets.

120. An enterprise that applies AS 17, Segment Reporting, should disclose the following for
each reportable segment based on an enterprise’s 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
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(b) the amount of reversals of impairment losses recognised in the statement of profit and
loss and directly in revaluation surplus during the period.

121. 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;
(¢) for an individual asset:
(i)  the nature of the asset; and

(ii)  the reportable segment to which the asset belongs, based on the enterprise’s primary
format (as defined in AS 17, Segment Reporting);

(d) for a cash-generating unit:

(i)  adescription of the cash-generating unit (such as whether it is a product line, a plant,
a business operation, a geographical area, a reportable segment as defined in AS 17
or other);

(i) the amount of the impairment loss recognised or reversed by class of assets and by
reportable segment based on the enterprise’s primary format (as defined in AS 17);
and

(iii) if the aggregation of assets for identifying the cash-generating unit has changed
since the previous estimate of the cash-generating unit’s 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

(9) 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.

122. 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 121; and

(b) the main events and circumstances that led to the recognition (reversal) of these
impairment losses for which no information is disclosed under paragraph 121.
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123. An enterprise is encouraged to disclose key assumptions used to determine the recoverable
amount of assets (cash-generating units) during the period.

TRANSITIONAL PROVISIONS

124. 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 exceeds the amount held in
the revaluation surplus for that same asset, the excess should be adjusted against opening
balance of revenue reserves.

125. Any impairment loss arising after the date of this Statement becoming mandatory should
be recognised in accordance with this Statement (i.e., in the statement of profit and loss unless
an asset is carried at revalued amount. An impairment loss on a revalued asset should be
treated as a revaluation decrease).

APPENDIX
lllustrative Examples
EXAMPLE 1- IDENTIFICATION OF CASH-GENERATING UNITS
A- Retail Store Chain
B- Plant for an Intermediate Step in a Production Process
C- Single Product Enterprise
D- Magazine Titles
E- Building: Half Rented to Others and Half Occupied for Own Use
EXAMPLE 2—- CALCULATION OF VALUE IN USE AND RECOGNITION OF AN IMPAIRMENT LOSS
EXAMPLE 3- DEFERRED TAX EFFECTS
EXAMPLE 4- REVERSAL OF AN IMPAIRMENT LOSS
EXAMPLE 5- TREATMENT OF A FUTURE RESTRUCTURING
EXAMPLE 6- TREATMENT OF FUTURE CAPITAL EXPENDITURE
EXAMPLE 7- APPLICATION OF THE ‘BOTTOM-UP’ AND ‘TOP-DOWN’
TESTS TO GOODWILL
A — Goodwill Can Be Allocated on a Reasonable and Consistent Basis
B — Goodwill Cannot Be Allocated on a Reasonable and Consistent Basis
EXAMPLE 8- ALLOCATION OF CORPORATE ASSETS
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APPENDIX
lllustrative Examples

The appendix is illustrative only and does not form part of the Accounting Standard. The purpose of the
appendix is to illustrate the application of the Accounting Standard to assist in clarifying its meaning.

All the examples in this appendix assume the enterprises concerned have no transactions other than
those described.

Example 1 - Identification of Cash-Generating Units
The purpose of this example is:
(a) to give an indication of how cash-generating units are identified in various situations; and

(b) to highlight certain factors that an enterprise may consider in identifying the cash-generating unit
to which an asset belongs.

A - Retail Store Chain
Background

Al. Store X belongs to a retail store chain M. X makes all its retail purchases through M’s purchasing
centre. Pricing, marketing, advertising and human resources policies (except for hiring X's cashiers and
salesmen) are decided by M. M also owns 5 other stores in the same city as X (although in different
neighbourhoods) and 20 other stores in other cities. All stores are managed in the same way as X. X
and 4 other stores were purchased 4 years ago and goodwill was recognised.

What is the cash-generating unit for X (X's cash-generating unit)?
Analysis
A2. In identifying X’s cash-generating unit, an enterprise considers whether, for example:

(@) internal management reporting is organised to measure performance on a store-by-store basis;
and

(b) the business is run on a store-by-store profit basis or on region/city basis.

A3. All M's stores are in different neighbourhoods and probably have different customer bases. So,
although X is managed at a corporate level, X generates cash inflows that are largely independent from
those of M’s other stores. Therefore, it is likely that X is a cash-generating unit.

A4. If the carrying amount of the goodwill can be allocated on a reasonable and consistent basis to X's
cash-generating unit, M applies the ‘bottom-up’ test described in paragraph 78 of this Statement. If the
carrying amount of the goodwill cannot be allocated on a reasonable and consistent basis to X's cash-
generating unit, M applies the ‘bottom-up’ and ‘top-down’ tests.

B - Plant for an Intermediate Step in a Production Process
Background

A5. A significant raw material used for plant Y's final production is an intermediate product bought from
plant X of the same enterprise. X’s products are sold to Y at a transfer price that passes all margins to
X. 80% of Y’s final production is sold to customers outside of the reporting enterprise. 60% of X's final
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production is sold to Y and the remaining 40% is sold to customers outside of the reporting enterprise.
For each of the following cases, what are the cash-generating units for X and Y?

Case 1:X could sell the products it sells to Y in an active market. Internal transfer prices are higher than
market prices.

Case 2:There is no active market for the products X sells to Y.
Analysis
Case 1

A6. X could sell its products on an active market and, so, generate cash inflows from continuing use
that would be largely independent of the cash inflows from Y. Therefore, it is likely that X is a separate
cash-generating unit, although part of its production is used by Y (see paragraph 68 of this Statement).

A7. Itis likely that Y is also a separate cash-generating unit. Y sells 80% of its products to customers
outside of the reporting enterprise. Therefore, its cash inflows from continuing use can be considered to
be largely independent.

A8. Internal transfer prices do not reflect market prices for X's output. Therefore, in determining value
in use of both X and Y, the enterprise adjusts financial budgets/forecasts to reflect management’s best
estimate of future market prices for those of X's products that are used internally (see paragraph 68 of
this Statement).

Case 2

A9. It is likely that the recoverable amount of each plant cannot be assessed independently from the
recoverable amount of the other plant because:

(@) the majority of X's production is used internally and could not be sold in an active market. So,
cash inflows of X depend on demand for Y's products. Therefore, X cannot be considered to
generate cash inflows that are largely independent from those of Y; and

(b) the two plants are managed together.

A10. As a consequence, it is likely that X and Y together is the smallest group of assets that generates
cash inflows from continuing use that are largely independent.

C - Single Product Enterprise
Background

All. Enterprise M produces a single product and owns plants A, B and C. Each plant is located in a
different continent. A produces a component that is assembled in either B or C. The combined capacity
of B and C is not fully utilised. M’s products are sold world-wide from either B or C. For example, B’s
production can be sold in C's continent if the products can be delivered faster from B than from C.
Utilisation levels of B and C depend on the allocation of sales between the two sites.

For each of the following cases, what are the cash-generating units for A, B and C?
Case 1: There is an active market for A’s products.

Case 2: There is no active market for A’s products.
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Analysis
Case 1

Al2. It is likely that A is a separate cash-generating unit because there is an active market for its
products (see Example B-Plant for an Intermediate Step in a Production Process, Case 1).

A13. Although there is an active market for the products assembled by B and C, cash inflows for B and
C depend on the allocation of production across the two sites. It is unlikely that the future cash inflows
for B and C can be determined individually. Therefore, it is likely that B and C together is the smallest
identifiable group of assets that generates cash inflows from continuing use that are largely
independent.

Al4. In determining the value in use of A and B plus C, M adjusts financial budgets/forecasts to reflect
its best estimate of future market prices for A’'s products (see paragraph 68 of this Statement).

Case 2
A15. Itis likely that the recoverable amount of each plant cannot be assessed independently because:

(@) thereis no active market for A’s products. Therefore, A’s cash inflows depend on sales of the final
product by B and C; and

(b) although there is an active market for the products assembled by B and C, cash inflows for B and
C depend on the allocation of production across the two sites. It is unlikely that the future cash
inflows for B and C can be determined individually.

Al6. As a consequence, it is likely that A, B and C together (i.e., M as a whole) is the smallest
identifiable group of assets that generates cash inflows from continuing use that are largely
independent.

D - Magazine Titles
Background

Al7. A publisher owns 150 magazine titles of which 70 were purchased and 80 were self-created. The
price paid for a purchased magazine title is recognised as an intangible asset. The costs of creating
magazine titles and maintaining the existing titles are recognised as an expense when incurred. Cash
inflows from direct sales and advertising are identifiable for each magazine title. Titles are managed by
customer segments. The level of advertising income for a magazine title depends on the range of titles
in the customer segment to which the magazine title relates. Management has a policy to abandon old
titles before the end of their economic lives and replace them immediately with new titles for the same
customer segment.

What is the cash-generating unit for an individual magazine title?
Analysis

Al8. It is likely that the recoverable amount of an individual magazine title can be assessed. Even
though the level of advertising income for a title is influenced, to a certain extent, by the other titles in
the customer segment, cash inflows from direct sales and advertising are identifiable for each title. In
addition, although titles are managed by customer segments, decisions to abandon titles are made on
an individual title basis.

© The Institute of Chartered Accountants of India



1.344 Financial Reporting

A19. Therefore, it is likely that individual magazine titles generate cash inflows that are largely
independent one from another and that each magazine title is a separate cash-generating unit.

E - Building: Half-Rented to Others and Half-Occupied for Own Use
Background

A20. M is a manufacturing company. It owns a headquarter building that used to be fully occupied for
internal use. After down-sizing, half of the building is now used internally and half rented to third
parties. The lease agreement with the tenant is for five years.

What is the cash-generating unit of the building?
Analysis

A21. The primary purpose of the building is to serve as a corporate asset, supporting M’s
manufacturing activities. Therefore, the building as a whole cannot be considered to generate cash
inflows that are largely independent of the cash inflows from the enterprise as a whole. So, it is likely
that the cash-generating unit for the building is M as a whole.

A22. The building is not held as an investment. Therefore, it would not be appropriate to determine the
value in use of the building based on projections of future market related rents.

Example-2 - Calculation of Value in Use and Recognition of an Impairment Loss
In this example, tax effects are ignored.
Background and Calculation of Value in Use

A23. At the end of 20X0, enterprise T acquires enterprise M for Rs. 10,000 lakhs. M has manufacturing
plants in 3 countries. The anticipated useful life of the resulting merged activities is 15 years.

Schedule 1. Data at the end of 20X0 (Amount in Rs. lakhs)

End of 20X0 Allocation of Fair value of Goodwill®
purchase price identifiable assets

Activities in Country A 3,000 2,000 1,000

Activities in Country B 2,000 1,500 500

Activities in Country C 5,000 3,500 1,500

Total 10,000 7,000 3,000

(1) Activities in each country are the smallest cash-generating units to which goodwill can be
allocated on a reasonable and consistent basis (allocation based on the purchase price of the
activities in each country, as specified in the purchase agreement).

A24. T uses straight-line depreciation over a 15-year life for the Country A assets and no residual value
is anticipated. In respect of goodwill, T uses straight-line amortisation over a 5 year life.

A25. In 20X4, a new government is elected in Country A. It passes legislation significantly restricting
exports of T's main product. As a result, and for the foreseeable future, T's production will be cut by
40%.

A26. The significant export restriction and the resulting production decrease require T to estimate the
recoverable amount of the goodwill and net assets of the Country A operations. The cash-generating
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unit for the goodwill and the identifiable assets of the Country A operations is the Country A operations,
since no independent cash inflows can be identified for individual assets.

A27. The net selling price of the Country A cash-generating unit is not determinable, as it is unlikely
that a ready buyer exists for all the assets of that unit.

A28. To determine the value in use for the Country A cash-generating unit (see Schedule 2), T:

(@) prepares cash flow forecasts derived from the most recent financial budgets/forecasts for the next
five years (years 20X5-20X9) approved by management;

(b) estimates subsequent cash flows (years 20X10-20X15) based on declining growth rates. The
growth rate for 20X10 is estimated to be 3%. This rate is lower than the average long-term growth
rate for the market in Country A; and

(c) selects a 15% discount rate, which represents a pre-tax rate that reflects current market
assessments of the time value of money and the risks specific to the Country A cash-generating
unit.

Recognition and Measurement of Impairment Loss

A29. The recoverable amount of the Country A cash-generating unit is 1,360 lakhs: the higher of the
net selling price of the Country A cash-generating unit (not determinable) and its value in use (Rs.
1,360 lakhs).

A30. T compares the recoverable amount of the Country A cash-generating unit to its carrying amount
(see Schedule 3).

A31. T recognises an impairment loss of Rs. 307 lakhs immediately in the statement of profit and loss.
The carrying amount of the goodwill that relates to the Country A operations is eliminated before
reducing the carrying amount of other identifiable assets within the Country A cash-generating unit (see
paragraph 87 of this Statement).

A32. Tax effects are accounted for separately in accordance with AS 22, Accounting for Taxes on
Income.

Schedule 2. Calculation of the value in use of the Country A cash-generating unit at the end of 20X4
(Amount in Rs. lakhs)

Year Long-term  Future cash Present value factor at 15%  Discounted future

growth rates flows discount rate® cash flows
20X5(n=1) 230M 0.86957 200
20X6 2531 0.75614 191
20X7 2730 0.65752 180
20X8 290 0.57175 166
20X9 304@) 0.49718 151
20X10 3% 313@ 0.43233 135
20X11 -2% 307@ 0.37594 115
20X12 6% 2890 0.32690 94
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20X13 -15% 245@) 0.28426 70
20X14 -25% 1840 0.24719 45
20X15 -67% 61 0.21494 _ 13
Value in use 1,360

(1) Based on management’s best estimate of net cash flow projections (after the 40% cut).
(2) Based on an extrapolation from preceding year cash flow using declining growth rates.

(3) The present value factor is calculated as k = 1/(1+a)", where a = discount rate and n = period of
discount.

Schedule 3. Calculation and allocation of the impairment loss for the Country A cash-generating unit at
the end of 20X (Amount in Rs. lakhs)

End of 20X4 Goodwill Identifiable assets Total
Historical cost 1,000 2,000 3,000
Accumulated depreciation/amortisation (20X1-20X4) (800) (533)  (1.333)
Carrying amount 200 1, 467 1,667
Impairment Loss (200) (207 (307)
Carrying amount after impairment loss 0 1,360 1,360

EXAMPLE 3 - DEFERRED TAX EFFECTS

A33. An enterprise has an asset with a carrying amount of Rs. 1,000 lakhs. Its recoverable amount is
Rs. 650 lakhs. The tax rate is 30% and the carrying amount of the asset for tax purposes is Rs. 800
lakhs. Impairment losses are not allowable as deduction for tax purposes. The effect of the impairment
loss is as follows:

Amount in

Rs. lakhs

Impairment Loss recognised in the statement of profit and loss 350

Impairment Loss allowed for tax purposes ===

Timing Difference 350

Tax Effect of the above timing difference at 30% (deferred tax asset) 105
Less: Deferred tax liability due to difference in depreciation for accounting purposes and

tax purposes [(1,000 — 800) x 30%] 60

Deferred tax asset 45

A34. In accordance with AS 22, Accounting for Taxes on Income, the enterprise recognises the
deferred tax asset subject to the consideration of prudence as set out in AS 22.

EXAMPLE 4 - REVERSAL OF AN IMPAIRMENT LOSS

Use the data for enterprise T as presented in Example 2, with supplementary information as provided in this
example. In this example, tax effects are ignored.
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Background

A35. In 20X6, the government is still in office in Country A, but the business situation is improving. The
effects of the export laws on T's production are proving to be less drastic than initially expected by
management. As a result, management estimates that production will increase by 30%. This favourable
change requires T to re-estimate the recoverable amount of the net assets of the Country A operations
(see paragraphs 94-95 of this Statement). The cash-generating unit for the net assets of the Country A
operations is still the Country A operations.

A36. Calculations similar to those in Example 2 show that the recoverable amount of the Country A
cash-generating unit is now Rs. 1,710 lakhs.

Reversal of Impairment Loss

A37. T compares the recoverable amount and the net carrying amount of the Country A cash-
generating unit.

Schedule 1. Calculation of the carrying amount of the Country A cash-generating unit at the end of
20X6 (Amount in Rs. lakhs)

Goodwill  Identifiable assets Total
End of 20X4 (Example 2)

Historical Cost 1,000 2,000 3,000
Accumulated depriciation/ Amortisation (4 years) (800) (533) (1,333)
Impairment loss (200) 107 (307)
Carrying amount after impairment loss 0 1360 1,360
End of 20X6 - (247) (247)
Additional depreciation 0 1,113 1,113
2years) @ 1,710
Carrying amount 597

Recoverable amount
Excess of recoverable amount over carrying amount

(DAfter recognition of the impairment loss at the end of 20X4, T revised the depreciation charge for
the Country A identifiable assets (from Rs. 133.3 lakhs per year to Rs. 123.7 lakhs per year), based
on the revised carrying amount and remaining useful life (11 years).

A38. There has been a favourable change in the estimates used to determine the recoverable amount
of the Country A net assets since the last impairment loss was recognised. Therefore, in accordance
with paragraph 98 of this Statement, T recognises a reversal of the impairment loss recognised in
20X4.

A39. In accordance with paragraphs 106 and 107 of this Statement, T increases the carrying amount of
the Country A identifiable assets by Rs. 87 lakhs (see Schedule 3), i.e., up to the lower of recoverable
amount (Rs. 1,710 lakhs) and the identifiable assets’ depreciated historical cost (Rs. 1,200 lakhs) (see
Schedule 2). This increase is recognised in the statement of profit and loss immediately.

Schedule 2. Determination of the depreciated historical cost of the Country A identifiable assets at the
end of 20X6 (Amount in Rs. lakhs)
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End of 20X6 Identifiable assets
Historical cost 2,000
Accumulated depreciation (133.3 * 6 years) 800
Depreciated historical cost 1,200
Carrying amount (Schedule 1) 1113
Difference _ 87
Schedule 3. Carrying amount of the Country A assets at the end of 20X6 (Amount in Rs. lakhs)

End of 20X6 Goodwill Identifiable assets Total
Gross carrying amount 1,000 2,000 3,000
Accumulated depreciation/ amortisation (800) (780) (1,580)
Accumulated impairment loss 200 (107) (307)
Carrying amount _ 0 1,113 1,113
Reversal of impairment loss _ 0 _ 87 _ 87
Carrying amount after reversal of impairment loss _ 0 1,200 1,200

EXAMPLE 5 - TREATMENT OF A FUTURE RESTRUCTURING
In this example, tax effects are ignored.
Background

A40. At the end of 20X0, enterprise K tests a plant for impairment. The plant is a cash-generating unit.
The plant's assets are carried at depreciated historical cost. The plant has a carrying amount of Rs.
3,000 lakhs and a remaining useful life of 10 years.

A41. The plant is so specialised that it is not possible to determine its net selling price. Therefore, the
plant’s recoverable amount is its value in use. Value in use is calculated using a pre-tax discount rate
of 14%.

A42. Management approved budgets reflect that:

(a) atthe end of 20X3, the plant will be restructured at an estimated cost of Rs. 100 lakhs. Since K is
not yet committed to the restructuring, a provision has not been recognised for the future
restructuring costs; and

(b) there will be future benefits from this restructuring in the form of reduced future cash outflows.

A43. At the end of 20X2, K becomes committed to the restructuring. The costs are still estimated to be
Rs. 100 lakhs and a provision is recognised accordingly. The plant's estimated future cash flows
reflected in the most recent management approved budgets are given in paragraph A47 and a current
discount rate is the same as at the end of 20X0.

A44. At the end of 20X3, restructuring costs of Rs. 100 lakhs are paid. Again, the plant's estimated
future cash flows reflected in the most recent management approved budgets and a current discount
rate are the same as those estimated at the end of 20X2.

At the End of 20X0
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Schedule 1. Calculation of the plant’s value in use at the end of 20X0 (Amount in Rs. lakhs)

Year Future cash flows Discounted at 14%
20X1 300 263
20X2 280 215
20X3 4200 283
20X4 520 308
20X5 350 182
20X6 4200 191
20X7 4800 192
20X8 480 168
20X9 4600 141
20X10 4002 108
Value in use 2,051

(1)  Excludes estimated restructuring costs reflected in management budgets.
(2) Excludes estimated benefits expected from the restructuring reflected in management budgets.

A45. The plant’s recoverable amount (value in use) is less than its carrying amount. Therefore, K
recognises an impairment loss for the plant.

Schedule 2. Calculation of the impairment loss at the end of 20X0 (Amount in Rs. lakhs)

Plant
Carrying amount before impairment loss 3,000
Recoverable amount (Schedule 1) 2,051
Impairment loss (949)
Carrying amount after impairment loss 2,051

At the End of 20X1

A46. No event occurs that requires the plant’s recoverable amount to be re-estimated. Therefore, no
calculation of the recoverable amount is required to be performed.

At the End of 20X2

A47. The enterprise is now committed to the restructuring. Therefore, in determining the plant’s value in
use, the benefits expected from the restructuring are considered in forecasting cash flows. This results
in an increase in the estimated future cash flows used to determine value in use at the end of 20X0. In
accordance with paragraphs 94-95 of this Statement, the recoverable amount of the plant is re-
determined at the end of 20X2.

Schedule 3. Calculation of the plant’s value in use at the end of 20X2 (Amount in Rs. Lakhs)

Year Future cash flows Discounted at 14%
20X3 42001 368
20X4 57002 439
20X5 38012 256

© The Institute of Chartered Accountants of India



1.350 Financial Reporting

20X6 45002 266
20X7 51002 265
20X8 51002 232
20X9 4802 192
20X10 41002 144
Value in use 2162

(1)  Excludes estimated restructuring costs because a liability has already been recognised.
(2) Includes estimated benefits expected from the restructuring reflected in management budgets.

A48. The plant’s recoverable amount (value in use) is higher than its carrying amount (see Schedule 4).
Therefore, K reverses the impairment loss recognised for the plant at the end of 20X0.

Schedule 4. Calculation of the reversal of the impairment loss at the end of 20X2

(Amount in Rs. lakhs) Plant
Carrying amount at the end of 20X0 (Schedule 2) 2,051
End of 20X2 410
Depreciation charge (for 20X1 and 20X2 Schedule 5) 1,641
Carrying amount before reversal 2,162
Recoverable amount (Schedule 3) 521
Reversal of the impairment loss 2,162

Carrying amount after reversal 2,400("
Carrying amount: depreciated historical cost (Schedule 5)
(1) The reversal does not result in the carrying amount of the plant exceeding what its carrying

amount would have been at depreciated historical cost. Therefore, the full reversal of the
impairment loss is recognised.

At the End of 20X3

A49. There is a cash outflow of Rs. 100 lakhs when the restructuring costs are paid. Even though a
cash outflow has taken place, there is no change in the estimated future cash flows used to determine
value in use at the end of 20X2. Therefore, the plant's recoverable amount is not calculated at the end

of 20X3
Schedule 5. Summary of the carrying amount of the plant (Amount in Rs. lakhs)
End of year Depreciated Recoverable Adjusted Impairment  Carrying amount
historical cost amount depreciation loss  after impairment
charge
20X0 3,000 2,051 0 (949) 2,051
20X1 2,700 n.c. (205) 0 1,846
20X2 2,400 2,162 (205) 521 2,162
20X3 2,100 n.c. (270) 0 1,892

n.c. = not calculated as there is no indication that the impairment loss may have increased/decreased.
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A50. At the end of 20X0, enterprise F tests a plane for impairment. The plane is a cash-generating unit.
It is carried at depreciated historical cost and its carrying amount is Rs. 1,500 lakhs. It has an

estimated remaining useful life of 10 years.

A51. For the purpose of this example, it is assumed that the plane’s net selling price is not
determinable. Therefore, the plane’s recoverable amount is its value in use. Value in use is calculated

using a pre-tax discount rate of 14%.

A52. Management approved budgets reflect that:

(@) in 20X4, capital expenditure of Rs. 250 lakhs will be incurred to renew the engine of the plane;

and

(b) this capital expenditure will improve the performance of the plane by decreasing fuel

consumption.

A53. At the end of 20X4, renewal costs are incurred. The plane’s estimated future cash flows reflected
in the most recent management approved budgets are given in paragraph A56 and a current discount

rate is the same as at the end of 20X0.

Discounted at 14%
194.43
165.05
138.71
146.39
131.53
113.10

96.40
89.51
74.52
61.64

At the End of 20X0

Schedule 1. Calculation of the plane’s value in use at the end of 20X0 (Amount in Rs. lakhs)
Year Future cash flows
20X1 221.65
20X2 214.50
20X3 205.50
20X4 247.25()
20X5 253.25@
20X6 248.25@
20X7 241.232
20X8 255.33@
20X9 242.34)
20X10 228.502
Value in use

(1) Excludes estimated renewal costs reflected in management budgets.

1,211.28

(2) Excludes estimated benefits expected from the renewal of the engine reflected in management

budgets

A54. The plane’s carrying amount is less than its recoverable amount (value in use). Therefore, F

recognises an impairment loss for the plane.
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Schedule 2. Calculation of the impairment loss at the end of 20X0 (Amount in Rs. lakhs)

i o Plane

Carrying amount before impairment loss
1,500.00
Recoverable amount (Schedule 1)

, 1,211.28
Impairment loss 288,72
Carrying amount after impairment loss

1,211.28

Years 20X1-20X3

A55. No event occurs that requires the plane’s recoverable amount to be re-estimated. Therefore, no
calculation of recoverable amount is required to be performed.

At the End of 20X4

A56. The capital expenditure is incurred. Therefore, in determining the plane’s value in use, the future
benefits expected from the renewal of the engine are considered in forecasting cash flows. This results
in an increase in the estimated future cash flows used to determine value in use at the end of 20X0. As
a consequence, in accordance with paragraphs 94-95 of this Statement, the recoverable amount of the
plane is recalculated at the end of 20X4.

Schedule 3. Calculation of the plane’s value in use at the end of 20X4 (Amount in Rs. lakhs)

Year Future cash flows( Discounted at 14%
20X5 303.21 265.97
20X6 327.50 252.00
20X7 317.21 214.11
20X8 319.50 189.17
20X9 331.00 171.91
20X10 279.99 127.56
Value in use 1,220.72

(1) Includes estimated benefits expected from the renewal of the engine reflected in management
budgets.

A57. The plane’s recoverable amount (value in use) is higher than the plane’s carrying amount and
depreciated historical cost (see Schedule 4). Therefore, K reverses the impairment loss recognised for
the plane at the end of 20X0 so that the plane is carried at depreciated historical cost.

Schedule 4. Calculation of the reversal of the impairment loss at the end of 20X4 (Amount in Rs. lakhs)

Plane
Carrying amount at the end of 20X0 (Schedule 2) 1,211.28
End of 20X4
Depreciation charge (20X1 to 20X4-Schedule 5) (484.52)
Renewal expenditure 250.00
Carrying amount before reversal 976.76
Recoverable amount (Schedule 3) 1,220.72
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Reversal of the impairment loss 173.24
Carrying amount after reversal 1,150.00
Carrying amount; depreciated historical cost (Schedule 5) 1,150.00®

(1) The value in use of the plane exceeds what its carrying amount would have been at depreciated
historical cost. Therefore, the reversal is limited to an amount that does not result in the carrying
amount of the plane exceeding depreciated historical cost.

Schedule 5. Summary of the carrying amount of the plane (Amount in Rs. lakhs)

Year Depreciated Recoverable Adjusted Impairment loss Carrying

historical cost amount depreciation amount after

charge impairment

20X0 1,500.00 1,211.28 0 (288.72) 1,211.28

20X1 1,350.00 n.c. (121.13) 0 1,090.15

20X2 1,200.00 n.c. (121.13) 0 969.02

20X3 1,050.00 n.c. (121.13) 0 847.89
20X4 900.00 (121.13)
renewal 250.00 P

1,150.00 1,220.72 (121.13) 173.24 1,150.00

20X5 958.33 n.c. (191.67) 0 958.33

EXAMPLE 7 - APPLICATION OF THE ‘BOTTOM-UP’ AND ‘TOP-DOWN’ TESTS TO GOODWILL
In this example, tax effects are ignored.

A58. At the end of 20X0, enterprise M acquired 100% of enterprise Z for Rs. 3,000 lakhs. Z has 3 cash-
generating units A, B and C with net fair values of Rs. 1,200 lakhs, Rs. 800 lakhs and Rs. 400 lakhs
respectively. M recognises goodwill of Rs. 600 lakhs (Rs. 3,000 lakhs less Rs. 2,400 lakhs) that relates to Z.

A59. At the end of 20X4, A makes significant losses. Its recoverable amount is estimated to be Rs.
1,350 lakhs. Carrying amounts are detailed below.

Schedule 1. Carrying amounts at the end of 20X4 (Amount in Rs. lakhs)
End of 20X4 A B C Goodwill Total
Net carrying amount 1,300 1,200 800 120 3,420
A - Goodwill Can be Allocated on a Reasonable and Consistent Basis

A60. At the date of acquisition of Z, the net fair values of A, B and C are considered a reasonable basis
for a pro-rata allocation of the goodwill to A, B and C.

Schedule 2. Allocation of goodwill at the end of 20X4

A B C Total
End of 20X0
Net fair values 1,200 800 400 2,400
Pro-rata 50% 33% 17% 100%
End of 20X4

© The Institute of Chartered Accountants of India



1.354 Financial Reporting

Net carrying amount 1,300 1,200 800 3,300
Allocation of goodwill (using the pro-rata above) 60 40 20 120
Net carrying amount (after allocation of goodwill) 1,360 1,240 820 3,420

A61. In accordance with the ‘bottom-up’ test in paragraph 78(a) of this Statement, M compares A’s
recoverable amount to its carrying amount after the allocation of the carrying amount of gooduwill.

Schedule 3. Application of ‘bottom-up’ test (Amount in Rs. lakhs)

End of 20X4 A
Carrying amount after allocation of goodwill (Schedule 2) 1,360
Recoverable amount 1,350
Impairment loss 10

A62. M recognises an impairment loss of Rs. 10 lakhs for A. The impairment loss is fully allocated to
the goodwill in accordance with paragraph 87 of this Statement.

B-Goodwill Cannot Be Allocated on a Reasonable and Consistent Basis

A63. There is no reasonable way to allocate the goodwill that arose on the acquisition of Z to A, B and
C. At the end of 20X4, Z's recoverable amount is estimated to be Rs. 3,400 lakhs.

A64. At the end of 20X4, M first applies the ‘hottom-up’ test in accordance with paragraph 78(a) of this
Statement. It compares A’s recoverable amount to its carrying amount excluding the goodwill.

Schedule 4. Application of ‘bottom-up’ test (Amount in Rs. lakhs)

End of 20X4 A
Carrying amount 1,300
Recoverable amount 1,350
Impairment loss 0

A65. Therefore, no impairment loss is recognised for A as a result of the ‘bottom-up’ test.

A66. Since the goodwill could not be allocated on a reasonable and consistent basis to A, M also performs
a ‘top-down’ test in accordance with paragraph 78(b) of this Statement. It compares the carrying amount
of Z as a whole to its recoverable amount (Z as a whole is the smallest cash-generating unit that includes
A and to which goodwill can be allocated on a reasonable and consistent basis).

Schedule 5. Application of the ‘top-down’ test (Amount in Rs. lakhs)

End of 20X4 A B C  Goodwill z

Carrying amount 1,300 1,200 800 120 3,420

Impairment loss arising from the ‘bottom-up’ test

Carrying amount after the ‘bottom-up’ test 0 - = - _ 0
1300 1,200 800 120 3,420

Recoverable amount 3,400

Impairment loss arising from ‘top-down’ test 20

A67. Therefore, M recognises an impairment loss of Rs. 20 lakhs that it allocates fully to goodwill in
accordance with paragraph 87 of this Statement.
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EXAMPLE 8 - ALLOCATION OF CORPORATE ASSETS
In this example, tax effects are ignored.
Background

A68. Enterprise M has three cash-generating units: A, B and C. There are adverse changes in the
technological environment in which M operates. Therefore, M conducts impairment tests of each of its
cash-generating units. At the end of 20X0, the carrying amounts of A, B and C are Rs. 100 lakhs, Rs.
150 lakhs and Rs. 200 lakhs respectively.

A69. The operations are conducted from a headquarter. The carrying amount of the headquarter assets
is Rs. 200 lakhs: a headquarter building of Rs. 150 lakhs and a research centre of Rs. 50 lakhs. The
relative carrying amounts of the cash-generating units are a reasonable indication of the proportion of
the head-quarter building devoted to each cash-generating unit. The carrying amount of the research
centre cannot be allocated on a reasonable basis to the individual cash-generating units.

A70. The remaining estimated useful life of cash-generating unit A is 10 years. The remaining useful
lives of B, C and the headquarter assets are 20 years. The headquarter assets are depreciated on a
straight-line basis.

A71. There is no basis on which to calculate a net selling price for each cash-generating unit.
Therefore, the recoverable amount of each cash-generating unit is based on its value in use. Value in
use is calculated using a pre-tax discount rate of 15%.

Identification of Corporate Assets

AT72. In accordance with paragraph 85 of this Statement, M first identifies all the corporate assets that
relate to the individual cash-generating units under review. The corporate assets are the headquarter
building and the research centre.

A73. M then decides how to deal with each of the corporate assets:

(@) the carrying amount of the headquarter building can be allocated on a reasonable and consistent
basis to the cash-generating units under review. Therefore, only a ‘bottom-up’ test is necessary;
and

(b) the carrying amount of the research centre cannot be allocated on a reasonable and consistent
basis to the individual cash-generating units under review. Therefore, a ‘top-down’ test will be
applied in addition to the ‘bottom-up’ test.

Allocation of Corporate Assets

A74. The carrying amount of the headquarter building is allocated to the carrying amount of each
individual cash-generating unit. A weighted allocation basis is used because the estimated remaining
useful life of A's cash-generating unit is 10 years, whereas the estimated remaining useful lives of B
and C's cash-generating units are 20 years.
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Schedule 1. Calculation of a weighted allocation of the carrying amount of the headquarter building
(Amount in Rs. lakhs)

End of 20X0 A B C Total
Carrying amount 100 150 200 450
Useful life 10 years 20 years 20 years
Weighting based on useful life 1 2 2
Carrying amount after weighting 100 300 400 800
Pro-rata allocation of the building 12.5% 37.5% 50%  100%

(100/800)  (300/800)  (400/800)

Allocation of the carrying amount of the building
(based on pro-rata above)

Carrying amount (after allocation of the building)

26 5 150
206 275 600

[y
= |
5 1z

Determination of Recoverable Amount

A75. The ‘bottom-up’ test requires calculation of the recoverable amount of each individual cash-
generating unit. The ‘top-down’ test requires calculation of the recoverable amount of M as a whole (the
smallest cash-generating unit that includes the research centre).

Schedule 2. Calculation of A, B, C and M’s value in use at the end of 20X0 (Amount in Rs. lakhs)

A B C M

Year Future Discount Future  Discount  Future Discount  Future  Discount

cash  at15% cash  at15%  cash  at15%  cash  at15%

flows flows flows flows
1 18 16 9 8 10 9 39 34
2 31 23 16 12 20 15 72 54
3 37 24 24 16 34 22 105 69
4 42 24 29 17 44 25 128 73
5 47 24 32 16 51 25 143 71
6 52 22 33 14 56 24 155 67
7 55 21 34 13 60 22 162 61
8 55 18 35 11 63 21 166 54
9 53 15 35 10 65 18 167 48
10 48 12 35 9 66 16 169 42
11 36 8 66 14 132 28
12 35 7 66 12 131 25
13 35 6 66 11 131 21
14 33 5 65 9 128 18
15 30 4 62 8 122 15
16 26 3 60 6 115 12
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17 22 2 57 5 108 10
18 18 1 51 4 97 8
19 14 1 43 3 85 6
20 . 10 1 35 2 71 4
Value in use 199 164 271 7200

(M ltis assumed that the research centre generates additional future cash flows for the enterprise
as a whole. Therefore, the sum of the value in use of each individual cash-generating unit is less than
the value in use of the business as a whole. The additional cash flows are not attributable to the
headquarter building.

Calculation of Impairment Losses

A76. In accordance with the ‘bottom-up’ test, M compares the carrying amount of each cash-generating
unit (after allocation of the carrying amount of the building) to its recoverable amount.

Schedule 3. Application of ‘bottom-up’ test (Amount in Rs. lakhs)

End of 20X0 A B C
Carrying amount (after allocation of the building) (Schedule 1) 119 206 275
Recoverable amount (Schedule 2) 199 164 271
Impairment loss 0 (42 4)

AT7. The next step is to allocate the impairment losses between the assets of the cash-generating units
and the headquarter building.

Schedule 4. Allocation of the impairment losses for cash-generating units B and C (Amount in

Rs. lakhs)

Cash-generating unit B C
To headquarter building (12) (42%x56/206) (1) (4x75/275)
0 assets in cash-generating unit (30) (42x150/206) (3) (4x200/275)

(42) (4
A78. In accordance with the ‘top-down’ test, since the research centre could not be allocated on a
reasonable and consistent basis to A, B and C's cash-generating units, M compares the carrying
amount of the smallest cash-generating unit to which the carrying amount of the research centre can be
allocated (i.e., M as a whole) to its recoverable amount.

Schedule 5. Application of the ‘top-down’ test (Amount in Rs. lakhs)

End of 20X0 A B C  Building Research M
centre
Carrying amount 100 150 200 150 50 650
Impairment loss arising from the ‘bottom up’ test - (80 @3 (13) = (46)
Carrying amount after the ‘bottom-up’ test 100 120 197 137 50 604
Recoverable amount (Schedule 2) 720

Impairment loss arising from ‘top-down’ test
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A79. Therefore, no additional impairment loss results from the application of the ‘top-down’ test. Only
an impairment loss of Rs. 46 lakhs is recognised as a result of the application of the ‘bottom-up’ test.

AS 29 : PROVISIONS, CONTINGENT LIABILITIES AND CONTINGENT ASSETS

Accounting Standard (AS) 29, ‘Provisions, Contingent Liabilities and Contingent 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 from that date:

(@) inits entirety, for the enterprises which fall in any one or more of the following categories, at any
time during the accounting period:

(i)  Enterprises whose equity or debt securities are listed whether in India or outside India.

(i)  Enterprises which are in the process of listing their equity or debt securities as evidenced by the
board of directors’ resolution in this regard.

(iii)  Banks including co-operative banks.

(iv) Financial institutions.

(v)  Enterprises carrying on insurance business.
(

vi) 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 does not include ‘other income’.

(vii) All commercial, industrial and business reporting enterprises having borrowings, including public
deposits, in excess of Rs. 10 crore at any time during the accounting period.

(viii) Holding and subsidiary enterprises of any one of the above at any time during the accounting
period.

(b) inits 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:

(i)  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 lakhs
but does not exceed Rs. 50 crore. Turnover does not include ‘other income’,

(i)  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.

(i) Holding and subsidiary enterprises of any one of the above at any time during the accounting
period.

(c) inits 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.

From the date of this Accounting Standard becoming mandatory (in its entirety or with the exception of
paragraph 67 or paragraphs 66 and 67, as the case may be), all paragraphs of Accounting Standard
(AS) 4, Contingencies and Events Occurring After the Balance Sheet Date, that deal with contingencies
(viz., paragraphs 1 (a), 2, 3.1, 4 (4.1to 4.4), 5 (5.1 t0 5.6), 6, 7 (7.1 to 7.3), 9.1 (relevant portion), 9.2,
10, 11, 12 and 16), stand withdrawn.”

The following is the text of the Accounting Standard.
Objective

The objective of this Statement is to ensure that appropriate recognition criteria and measurement
bases are applied to provisions and contingent liabilities 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

1. This Statement should be applied in accounting 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;

(c) those arising in insurance enterprises from contracts with policy-holders; and
(d) those covered by another Accounting Standard.

2. This Statement applies to financial instruments (including guarantees) that are not carried at fair
value.

3. Executory contracts are contracts under which neither party has performed any of its obligations
or both parties have partially performed their obligations to an equal extent.

" Itis clarified that paragraphs of AS 4 that deal with contingencies would remain operational to the extent they deal with
impairment of assets not covered by other Indian Accounting Standard.

** For the purpose of this Statement, the term ‘financial instruments’ shall have the same meaning as in Accounting
Standard (AS) 20, Earnings Per Share.
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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:

(@) construction contracts (see AS 7, Construction Contracts);

b) taxes onincome (see AS 22, Accounting for Taxes on Income);

(b)
(c) leases (see AS 19, Leases); and
(d)

d) retirement benefits (see AS 15, Accounting for Retirement Benefits in the Financial Statements of

Employers).

6. 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 criteria. This Statement does not
change the requirements of AS 9.

7. 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.

8.  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.

9. This Statement applies to provisions for restructuring (including discontinuing operations). Where
a restructuring meets the definition of a discontinuing operation, additional disclosures are required by
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 be measured only by using a substantial degree of
estimation.

A liability is a present obligation of the enterprise 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 event that creates an obligation that results in an enterprise having no
realistic alternative to settling that obligation.

A contingent liability is:

(a) a possible obligation that arises from past events and the existence of which will be
confirmed only by the occurrence or non-occurrence of one or more uncertain future
events not wholly within the control of the enterprise; or
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(b) a present obligation that arises from past events but is not recognised because:

(i) it is not probable that an outflow of resources embodying economic benefits will be
required to settle the obligation; or

(ii) areliable 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 non-occurrence 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.

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 expenditure required in settlement. By contrast:

(@) 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 liahilities to pay for goods or services 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 accruals, the degree of estimation
is generally much less than that for provisions.

13. In this Statement, the term 'contingent' is used for liabilities and assets that are not recognised
because their existence will be confirmed only by the occurrence or non-occurrence of one or more
uncertain future events not wholly within the control of the enterprise. In addition, the term 'contingent
liability' is used for liabilities that do not meet the recognition criteria.

RECOGNITION
Provisions
14. A provision should be recognised when:

(a) an enterprise has a present obligation as a result of a past event;
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(b) itis probable that an outflow of resources embodying economic benefits will be required to
settle the obligation; and

(c) areliable 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:

(@) 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

(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. 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.

17. 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's balance
sheet are those that exist at the balance sheet date.

18. It is only those obligations arising from past events existing independently of an enterprise's 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 its future actions, for example by changing its
method of operation, it has no present obligation for that future expenditure and no provision is recognised.

19. An obligation always involves another party to whom the obligation is owed. It is not necessary,
however, to know the identity of the party to whom the obligation is owed -- indeed the obligation may
be to the public at large.

20. 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 is caused there may be no obligation
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to remedy the consequences. However, the causing of the damage will become an obligating event
when a new law requires the existing damage to be rectified.

21. Where details of a proposed new law have yet to be finalised, an obligation arises only when the
legislation 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 of the enactment of a law until it is
enacted.

Probable Outflow of Resources Embodying Economic Benefits

22. 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, unless the possibility of an outflow of resources embodying economic
benefits is remote (see paragraph 68).

23.  Where there are a number of similar obligations (e.g. product warranties or similar contracts) the
probability that an outflow will be required in settlement is 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. 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.

25. 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. An enterprise should not recognise a contingent liability.

27. A contingent liability is disclosed, as required by paragraph 68, unless the possibility of an outflow
of resources embodying economic benefits is remote.

28.  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 circumstances where no reliable estimate can be made (see paragraph 14).

* The interpretation of ‘probable’ in this Statement as ‘more likely than not’ does not necessarily apply in other Accounting
Standards.
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29. Contingent liabilities may develop in a way not initially expected. Therefore, they are assessed
continually to determine whether an outflow of resources embodying economic benefits has become
probable. If it becomes probable that an outflow of future economic 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 probability occurs (except in the
extremely rare circumstances where no reliable estimate can be made).

CONTINGENT ASSETS
30. An enterprise should not recognise a contingent asset.

31. 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.

32. 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.

33. 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.

34. 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.

MEASUREMENT
Best Estimate

35.  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.

36. 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.

37. 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. The risks and uncertainties that inevitably surround many events and circumstances should be
taken into account in reaching the best estimate of a provision.

39. 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
income or assets are not overstated and expenses or liabilities are not understated. However,
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uncertainty does not justify the creation of excessive provisions or a deliberate overstatement of
liabilities. For example, if the projected costs of a particularly adverse outcome are estimated on a
prudent basis, that outcome is not 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.

40. Disclosure of the uncertainties surrounding the amount of the expenditure is made under
paragraph 67(b).

FUTURE EVENTS

41.  Future events that may affect the amount required to settle an obligation should be reflected in
the amount of a provision where there is sufficient objective evidence that they will occur.

42. 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.

43. 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 implemented in due
course. In many cases sufficient objective evidence will not exist until the new legislation is enacted.

EXPECTED DISPOSAL OF ASSETS

44, Gains from the expected disposal of assets should not be taken into account in measuring a
provision.

45. 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. 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 exceed the
amount of the provision.

47. In the statement of profit and loss, the expense relating to a provision may be presented net of
the amount recognised for a reimbursement.
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48. Sometimes, an enterprise is able to look to another 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 or pay the amounts
directly.

49. 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 for any 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 it is virtually certain that reimbursement will be received if
the enterprise settles the liability.

50. In some cases, the enterprise will not be liable for the costs in question if the third party fails to
pay. In such a case, the enterprise has no liability for those costs and they are not included in the
provision.

51. Asnoted in paragraph 28, an obligation for which an enterprise is jointly and severally liable is a
contingent liability to the extent that it is expected that the obligation will be settled by the other parties.

Changes in Provisions

52. 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.

Use of Provisions

53. A provision should be used only for expenditures for which the provision was originally
recognised.

54. 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.

APPLICATION OF THE RECOGNITION AND MEASUREMENT RULES
Future Operating Losses
55. Provisions should not be recognised for future operating losses.

56. 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.

57. 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. The following are examples of events that may fall under the definition of restructuring:
(@) 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;
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(c) changes in management structure, for example, eliminating a layer of management; and

(d) fundamental re-organisations that have a material effect on the nature and focus of the
enterprise's operations.

59. A provision for restructuring costs is recognised only when the recognition criteria for provisions
set out in paragraph 14 are met.

60. 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.

61. An enterprise cannot be committed to the sale until a purchaser has been identified and there is a
binding sale agreement. Until there is a binding sale agreement, the enterprise will be able to change
its mind and indeed will have to take another course of action if a purchaser cannot be found on
acceptable terms. When the sale of an operation is envisaged as part of a restructuring, the assets of
the operation are reviewed for impairment under Accounting Standard (AS) 28, Impairment of Assets.

62. 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.

63. A restructuring provision does not include such costs as:

(@) retraining or relocating continuing staff;
(b) marketing; or
(c) investment in new 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.

64. Identifiable future operating losses up to the date of a restructuring are not included in a
provision.

65. 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

(d) unused amounts reversed during the period.
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67. 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.

68. 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) anindication of the uncertainties relating to any outflow; and
(c) the possibility of any reimbursement.

69. 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 statement about
them 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 amounts relating to warranties of different products,
but it would not be appropriate to treat as a single class amounts relating to normal warranties and
amounts that are subject to legal proceedings.

70. Where a provision and a contingent liability arise from the same set of circumstances, an
enterprise makes the disclosures required by paragraphs 66-68 in a way that shows the link between
the provision and the contingent liability.

71. 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.

72. 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 need not disclose the information, but should disclose the general nature
of the dispute, together with the fact that, and reason why, the information has not been
disclosed.

APPENDIX A
Tables - Provisions, Contingent Liabilities and Reimbursements

The purpose of this appendix is to summarise the main requirements of the Accounting Standard. It
does not form part of the Accounting Standard and should be read in the context of the full text of the
Accounting Standard.
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is considered not probable.

Where, as a result of past events, there may be an outflow of resources embodying future economic
benefits in settlement of: (a) a present obligation the one whose existence at the balance sheet date
is considered probable; or (b) a possible obligation the existence of which at the balance sheet date

There is a present obligation that
probably requires an outflow of
resources and a reliable estimate

There is a possible obligation
or a present obligation that
may, but probably will not,

There is a possible obligation
or a present obligation where
the likelihood of an outflow of

can be made of the amount of [require an outflow of|resources is remote.
obligation. resources.

A provision is recognised (paragraph|No provision is recognised |[No provision is recognised
14). (paragraph 26). (paragraph 26).

Disclosures are required for the |Disclosures are required for the [No  disclosure is  required
provision (paragraphs 66 and 67) |contingent liability (paragraph | (paragraph 68).

68).

Reimbursements

Some or all of the expenditure
another party.

required to settle a provision is

expected to be reimbursed by

The enterprise has no
obligation for the part of the
expenditure to be reimbursed
by the other party.

The obligation for the amount
expected to be reimbursed
remains with the enterprise and
it is virtually certain that
reimbursement will be received
if the enterprise settles the
provision.

The obligation for the amount
expected to be reimbursed
remains with the enterprise and
the reimbursement is not
virtually certain if the enterprise
settles the provision.

The enterprise has no liability
for the amount to be reimbursed
(paragraph 50).

No disclosure is required.

The reimbursement is recognised
as a separate asset in the balance
sheet and may be offset against
the expense in the statement of
profit and loss. The amount
recognised for the expected
reimbursement does not exceed
the liability

(paragraphs 46 and 47).

The reimbursement is disclosed
together ~ with the  amount
recognised for the reimbursement
(paragraph 67(c)).

The expected reimbursement is
not recognised as an asset
(paragraph 46).

The expected reimbursement is
disclosed (paragraph 67(c)).
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APPENDIX B
Decision Tree

The purpose of the decision tree is to summarise the main recognition requirements of the Accounting
Standard for provisions and contingent liabilities. The decision tree does not form part of the
Accounting Standard and should be read in the context of the full text of the Accounting Standard.

Start

Piesent obligation as a No No
. result of an obligating = Possible obligation?
event?
v v Yes
es
- Y No ‘ 4 Yes
Probable outflow? > Remote? -
Ve
s No
A
No (rare)
Reliable estimate? -
Yes y )
Provide Disclose contingent liability Do nothing

Note: in rare cases, it is not clear whether there is a present obligation. In these cases, a past event is
deemed to give rise to a present obligation if, taking account of all available evidence, it is more likely
than not that a present obligation exists at the balance sheet date (paragraph 15 of the Standard).

APPENDIX C
Examples: Recognition

This appendix illustrates the application of the Accounting Standard to assist in clarifying its meaning. It
does not form part of the Accounting Standard.

All the enterprises in the examples have 31 March year ends. In all cases, it is assumed that a reliable
estimate can be made of any outflows expected. In some examples the circumstances described may
have resulted in impairment of the assets - this aspect is not dealt with in the examples.

The cross references provided in the examples indicate paragraphs of the Accounting Standard that
are particularly relevant. The appendix should be read in the context of the full text of the Accounting
Standard.

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
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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.
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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.

(@) Atthe 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.
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(@) 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.

(@) 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).

(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 settiement - Probable.

Conclusion - A provision is recognised for the best estimate of the amount to settle the obligation
(paragraphs 14-15).
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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.

APPENDIX D
Example: Disclosures

The appendix is illustrative only and does not form part of the Accounting Standard. The purpose of the
appendix is to illustrate the application of the Accounting Standard to assist in clarifying its meaning.

An example of the disclosures required by paragraph 67 is provided below.
EXAMPLE1 WARRANTIES

A manufacturer gives warranties at the time of sale to purchasers of its three product lines. Under the
terms of the warranty, the manufacturer undertakes to repair or replace items that fail to perform
satisfactorily for two years from the date of sale. At the balance sheet date, a provision of Rs. 60,000
has been recognised. The following information is disclosed:

A provision of Rs. 60,000 has been recognised for expected warranty claims on products sold during
the last three financial years. It is expected that the majority of this expenditure will be incurred in the
next financial year, and all will be incurred within two years of the balance sheet date.

An example is given below of the disclosures required by paragraph 72 where some of the information
required is not given because it can be expected to prejudice seriously the position of the enterprise.

EXAMPLE 2 DISCLOSURE EXEMPTION

An enterprise is involved in a dispute with a competitor, who is alleging that the enterprise has infringed
patents and is seeking damages of Rs. 1000 lakhs. The enterprise recognises a provision for its best
estimate of the obligation, but discloses none of the information required by paragraphs 66 and 67 of
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the Statement. The following information is disclosed:

Litigation is in process against the company relating to a dispute with a competitor who alleges that the
company has infringed patents and is seeking damages of Rs. 1000 lakhs. The information usually
required by AS 29, Provisions, Contingent Liabilities and Contingent Assets is not disclosed on the
grounds that it can be expected to prejudice the interests of the company. The directors are of the
opinion that the claim can be successfully resisted by the company.

APPENDIX E

Note: This Appendix is not a part of the Accounting Standard. The purpose of this appendix is only to
bring out the major differences between Accounting Standard 29 and corresponding International
Accounting Standard (IAS) 37.

Comparison with IAS 37, Provisions, Contingent Liabilities and Contingent Assets (1998)

The Accounting Standard differs from International Accounting Standard (IAS) 37, Provisions,
Contingent Liabilities and Contingent Assets, in the following major respects:

1. Discounting of Provisions

IAS 37 requires that where the effect of the time value of money is material, the amount of a provision
should be the present value of the expenditures expected to be required to settle the obligation. On the
other hand, the Accounting Standard requires that the amount of a provision should not be discounted
to its present value. The reason for not requiring discounting is that, at present, in India, financial
statements are prepared generally on historical cost basis and not on present value basis.

2. Onerous Contracts

IAS 37 requires that if an enterprise has a contract that is onerous, the present obligation under the
contract should be recognised and measured as a provision. For this purpose, IAS 37 defines an
onerous contract as a contract in which the unavoidable costs of meeting the obligations under the
contract exceed the economic benefits expected to be received under it.

It is decided that in respect of onerous contracts, on which IAS 37 is applicable, present obligation
should not be required to be recognised. This is because recognition of estimated loss in case of an
onerous contract amounts to recognition of loss of future periods in the current year's profit and loss
account thereby distorting the operating results of the current year. Further, it may not be feasible to
determine, in all cases, whether a particular contract is onerous or not because which costs are
unavoidable may be a matter of subjective judgement. Accordingly, the provisions of IAS 37 relating to
onerous contracts including the definition of ‘onerous contract’ have been omitted from the Accounting
Standard.

3.  Constructive obligation and Restructurings

IAS 37 deals with ‘constructive obligation’ in the context of creation of a provision. The effect of
recognising provision on the basis of constructive obligation is that, in some cases, provision will be
required to be recognised at an early stage. For example, in case of a restructuring, a constructive
obligation arises when an enterprise has a detailed formal plan for the restructuring and the enterprise
has raised a valid expectation in those affected that it will carry out the restructuring by starting to
implement that plan or announcing its main features to those affected by it. It is felt that merely on the
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basis of a detailed formal plan and announcement thereof, it would not be appropriate to recognise a
provision since a liability can not be considered to be crystalised at this stage. Further, the judgment
whether the management has raised valid expectations in those affected may be a matter of
considerable argument.

In view of the above, the Accounting Standard does not deal with ‘constructive obligation’. Thus, in
situations such as restructuring, general recognition criteria are required to be applied.

4. Contingent Assets

Both the Accounting Standard and IAS 37 require that an enterprise should not recognise a contingent
asset. However, IAS 37 requires certain disclosures in respect of contingent assets in the financial
statements where an inflow of economic benefits is probable. In contrast to this, as a measure of
prudence, the Accounting Standard does not even require contingent assets to be disclosed in the
financial statements. The Standard recognises that contingent asset is usually disclosed in the report of
the approving authority where an inflow of economic benefits is probable.

5. Definitions

The definitions of the terms ‘legal obligation’, ‘constructive obligation’ and ‘onerous contract’ contained
in 1AS 37 have been omitted from the Accounting Standard, as a consequence to above departures
from IAS 37. Further, the definitions of the terms ‘provision’ and ‘obligating event’ contained in IAS 37
have been modified as a consequence to above departures from IAS 37. In the Accounting Standard,
the definitions of the terms ‘present obligation’ and ‘possible obligation’ have been added as compared
to IAS 37 with a view to bring more clarity.

LIMITED REVISION TO ACCOUNTING STANDARD (AS) 29, PROVISIONS,
CONTINGENT LIABILITIES AND CONTINGENT ASSETS

The Council of the Institute of Chartered Accountants of India has decided to make the following limited
revisions of Accounting Standard (AS) 29, Provisions, Contingent Liabilities and Contingent Assets.

Paragraphs 1, 3 and 5 of AS 29 have been decided to be modified as under (modifications are shown
as underlined):

Scope

1. This Statement should be applied in accounting for provisions and contingent liabilities and in
dealing with contingent assets, except:

(a) those resulting from financial instruments that are carried at flair value;

(b) those resulting from executory contracts, except where the contract is onerous;
(c) those arising in insurance enterprises from contracts with policy-holders; and
(d) those covered by another Accounting Standard.”

“3.  Executory contracts are contracts under which neither party has performed any of its obligations
or both parties have partially performed their obligations to an equal extent. This Statement does not
apply to executory contracts unless they are onerous.”

“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
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types of provisions are also addressed in Accounting Standards on:
(@) construction contracts (see AS 7, Construction Contracts);
(b) taxes onincome (see AS22, 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).

Pursuant to the above limited revision, paragraph 2 of Appendix E (dealing with comparison of AS 29
with IAS 37) to AS 29 stands withdrawn. Consequently, the numbering of subsequent paragraphs of
Appendix E is also changed.

The limited revision comes into effect in respect of accounting periods commencing on or after April 1,
2006.

Accounting Standards Interpretation (ASI) 30"
Applicability of AS 29 to Onerous Contracts

Accounting Standard (AS) 29, Provisions, Contingent Liabilities and Contingent Assets

| SSUE

1. 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.

CONSENSUS

1. If an enterprise has a contract that is onerous, the present obligation under the contract
should be recognized and measured as a provision as per AS 29.

2. 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.

3. 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.

The Appendix to this Interpretation illustrates the application of the above requirements.

* This interpretation has been included as explanation to the relevant paragraph of notified AS 29.
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BASIS FOR CONCLUSIONS
1. Paragraph 14 of AS 29 provides as follows:

“14. A provision should be recognized 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 will be
required to settle the obligation; and

(c) areliable estimate can be made of the amount of the obligation.
If these conditions are not met, no provision should be recognized.”

Many contracts (for example, some routine purchase orders) can be cancelled without paying
compensation to the other party, and therefore, there is no obligation. Other contracts
established both rights and obligations for each of the contracting parties. Where events
make such a contract onerous, a liability exists, which is recognized.

In respect of such contracts the past obligating event is the signing of the contract, which
gives rise to the present obligation. Besides this, when such a contract becomes onerous, an
outflow of resources embodying economic benefits is probable.

6. Recognition of losses with regard to onerous contracts relating to items of inventory are
recognized, under AS 2, Valuation of Inventories, by virtue of the consideration of the net
realizable value. Further, the recognition of losses in case of onerous construction contracts
is dealt with in AS 7,Construction Contracts. Therefore, it is inappropriate if in case of
onerous contracts to which AS 29 is applicable, the provision is not recognized.

Appendix

Note: This appendix is illustrative only and does not form part of the Accounting
Standards Interpretation. The purpose of this appendix is to illustrate the application of the
Interpretation to assist in clarifying its meaning.

An enterprise operates profitably from a factory that it has leased under an operating lease.
During December, 2005 the enterprise relocates its operations to a new factory. The lease on
the old factory continues for the next four years, it cannot be cancelled and the factory cannot
be re-let to another user.

Present obligation as a result of a past obligating event - When obligating event occurs
when the lease contract becomes bhinding on the enterprise, which gives rise to a legal
obligation.

An outflow of resources embodying economic benefits in settlement — When the lease
becomes onerous, an outflow of resources embodying economic benefits is probable. (Until
the lease becomes onerous, the enterprise accounts for the lease under AS 19, Leases).

Conclusion — A provision is recognized for the best estimate of the unavoidable lease
payments.
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