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Editorial
We are pleased to bring you the 16th edition of our 
quarterly newsletter covering latest developments in 
financial reporting as well as other regulatory updates.

The Ministry of Corporate Affairs (MCA) notified Ind AS 
115, ‘Revenue from contracts with customers’, on 28 March 
2018, which is effective for accounting periods beginning 
on or after 1 April 2018. In this edition we discuss few 
practical application issues related to Ind AS 115. Among 
other matters, the current edition discusses accounting 
of the right of return, warranties, non-refundable upfront 
fees, licences and principal-agency arrangements.

The quality review board (QRB) issued its ‘Report on 
Audit Quality Review - 2017-2018’ containing audit 
quality review findings for 64 audit files whose review was 
completed during FY 2017-2018. This edition provides an 
overview of review findings with respect to compliance 
with requirement of Accounting Standards.

This edition also discusses the accounting for debt 
modifications under Ind AS 109, Financial Instruments.

Finally, as always we have summarised other Indian as well 
as global regulatory updates.

We hope you find this newsletter informative and of 
continued interest. 

We welcome your feedback at pwc.update@in.pwc.com
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Ind AS 115 – practical 
application issues

Ind AS 115 – practical application issues

Rights of return

The Ministry of Corporate Affairs (MCA) notified Ind AS 115, ‘Revenue from 
contracts with customers’, on 28 March 2018, which is effective for accounting 
periods beginning on or after 1 April 2018. Ind AS 115 is largely converged with 
IFRS 15 issued by the International Accounting Standards Board (IASB). The 
standard contains principles that an entity will apply to determine the timing 
and amount of revenue to be recognised. The standard could significantly 
change how many entities recognise revenue. The standard will also result in a 
significant increase in the volume of disclosures related to revenue recognition.

In this edition we summarise few practical application issues relating to Ind AS 
115. The revenue standard provides implementation guidance to assist entities 
in applying the standard to more complex arrangements or specific situations. 
The revenue standard includes specific guidance on rights of return, warranties, 
non-refundable upfront fees, licenses and principal-agency arrangements. We 
discuss these in detail below:

Many entities offer their customers a right to return products they purchase. 
Return privileges can take many forms, including:  

• The right to return products for any reason

• The right to return products if they become obsolete

• The right to rotate stock

• Trade-in agreements for new products

• The right to return products upon termination of an agreement

Some of these rights are explicit in the contract, while others are implied. 
Implied rights can arise from statements or promises made to customers during 
the sales process, statutory requirements, or an entity’s customary business 
practice. These practices are generally driven by the buyer’s desire to mitigate 
risk (risk of dissatisfaction, technological risk, or the risk that a distributor 
will not be able to sell these products) and the seller’s desire to ensure 
custome satisfaction.

A right of return often entitles a customer to a full or partial refund of the 
amount paid or a credit against the value of previous or future purchases. 
Some return rights only allow a customer to exchange one product for another. 
Understanding the rights and obligations of both parties in an arrangement 
when return rights exist is critical to determining the accounting.

A right of return is not a separate performance obligation, but it affects the 
estimated transaction price for transferred goods. Revenue is only recognised for 
those goods that are not expected to be returned.

The estimate of expected returns should be calculated in the same way as other 
variable consideration. The estimate should reflect the amount that the entity 
expects to repay or credit customers, using either the expected value method or 
the most likely amount method, whichever management determines will better 
predict the amount of consideration to which it will be entitled. The transaction 
price should include amounts subject to return only if it is highly probable that 
there will not be a significant reversal of cumulative revenue if the estimate of 
expected returns changes.

It could be highly probable that some, but not all, of the variable consideration 
will not result in a significant reversal of cumulative revenue recognised. The 
entity must consider, as illustrated in the example below, whether there is some 
minimum amount of revenue that would not be subject to significant reversal 
if the estimate of returns changes. Management should consider all available 
information to estimate its expected returns.
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The revenue standard requires entities to account for sales with a right of 
return as follows.

The refund liability represents the amount of consideration that the entity does 
not expect to be entitled to because it will be refunded to customers. The refund 
liability is re-measured at each reporting date to reflect changes in the estimate, 
with a corresponding adjustment to revenue.

A manufacturer utilises a distributor network to supply its product to end 
consumers. The manufacturer allows distributors to return any products for 
up to 120 days after the distributor has obtained control of the products. 
The manufacturer has no further obligations with respect to the products 
and distributors have no further return rights after the 120-day period. The 
manufacturer is uncertain about the level of returns for a new product that 
it is selling through the distributor network.

As per para B21 of Ind AS 115, to account for the transfer of products with a 
right of return (and for some services that are provided subject to a refund), 
an entity should recognise all of the following:

a. Revenue for the transferred products in the amount of consideration to 
which the entity expects to be entitled (therefore, revenue would not be 
recognised for the products expected to be returned)

b. A refund liability and

c. An asset (and corresponding adjustment to cost of sales) for its right to 
recover products from customers on settling the refund liability.Analysis – The manufacturer must consider the extent to which it is highly 

probable that a significant reversal of cumulative revenue will not occur 
from a change in the estimate of returns. The manufacturer needs to assess, 
based on its historical information and other relevant evidence, if there is a 
minimum level of sales for which it is highly probable that there will be no 
significant reversal of cumulative revenue, as revenue needs to be recorded 
for those sales. For example, if at inception of the contract the manufacturer 
estimates that including 70% of its sales in the transaction price will not 
result in a significant reversal of cumulative revenue, it will record revenue 
for that 70%. The manufacturer needs to update its estimate of expected 
returns at end of each period.

How should the manufacturer recognise revenue in this arrangement?

Example

Ind AS 115 – practical 
application issues
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The asset represents the entity’s right to receive goods back from the customer. 
The asset is initially measured at the carrying amount of the goods at the time 
of sale, less any expected costs to recover the goods and any expected reduction 
in value. The return asset is presented separately from the refund liability. 
The amount recorded as an asset should be updated whenever the refund 
liability changes and for other changes in circumstances that might suggest an 
impairment of the asset. This is illustrated in the example above.

Exchange rights
Some contracts allow customers to exchange one product for another.

Exchanges by customers of one product for another of the same type, quality, 
condition and price (for example, one colour or size for another) are not 
considered returns.

No adjustment of the transaction price is made for exchange rights. A right to 
exchange an item that does not function as intended for one that is functioning 
properly is a warranty, not a right of return. 

Analysis – The company should recognise revenue of 4,700,000 INR  
(50,000 INR x 94 mobile phones) and cost of sales of 9,40,000 INR  
(10,000 INR x 94 mobile phones) when control of the phones transfers  
to the distributor. The company should also recognise an asset of  
60,000 INR (10,000 INR x 6 mobile phones) for expected returns, and a 
liability of 3,00,000 INR (6% of the sales price) for the refund obligation.

The return asset will be presented and assessed for impairment separately 
from the refund liability. The company will need to assess the return asset 
for impairment, and adjust the value of the asset if it becomes impaired.

How should the company record this transaction?

A company sells 100 mobile phones to a distributor for 50,000 INR each. 
The distributor has the right to return the mobile phones for a full refund 
for any reason within 180 days of purchase. The cost of each phone 
is 10,000 INR. The company estimates, based on the expected value 
method, that 6% of sales of the mobile phones will be returned and it is 
highly probable that returns will not be higher than 6%. It has no further 
obligations after transferring control of mobile phones.

Example

Ind AS 115 – practical 
application issues
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Restocking fees Warranties
Entities sometimes charge customers a “restocking fee” when a product is 
returned to compensate the entity for various costs associated with a product 
return. These costs can include shipping fees, quality control re-inspection 
costs, and repackaging costs. Restocking fees may also be charged to discourage 
returns or to compensate an entity for the reduced selling price that it will 
charge other customers for a returned product.

A product sale with a restocking fee is no different than a partial return right and 
should be similarly accounted for. For goods that are expected to be returned, the 
amount the entity expects to repay its customers (that is, the estimated refund 
liability) is the consideration paid for the goods less the restocking fee. As a result, 
the restocking fee should be included in the transaction price and recognised 
when control of the goods transfers to the customer. An asset is recorded for the 
entity’s right to recover the goods upon settling the refund liability. The entity’s 
expected restocking costs should be recognised as a reduction of the carrying 
amount of the asset as they are costs to recover the goods.

Entities often provide customers with a warranty in connection with the sale of 
a good or service. The nature of a warranty can vary across entities, industries, 
products, or contracts. It could be called a standard warranty, a manufacturer’s 
warranty, or an extended warranty. Warranties might be written in the contract, 
or they might be implicit as a result of either customary business practices or 
legal requirements.

Terms that provide for cash payments to the customer (for example, liquidated 
damages for failing to comply with the terms of the contract) should generally 
be accounted for as variable consideration, as opposed to a warranty. Cash 
payments to customers might be accounted for as warranties in limited 
situations, such as a direct reimbursement to a customer for costs paid by the 
customer to a third party for repair of a product.

Assess nature of the warranty

Does the customer have the option 
to purchase warranty separately?

Account for as a separate 
performance obligation

Does warranty provide 
a service in addition to assurance?

Promised service is a separate 
performance obligation

Account for as a cost accrual in 
accordance with relevant guidance

No

No

Yes

Yes

Ind AS 115 – practical 
application issues
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A warranty that a customer can purchase separately from the related good or 
service (that is, it is priced or negotiated separately) is a separate performance 
obligation. The fact that it is sold separately indicates that a service is being 
provided beyond ensuring that the product will function as intended. Revenue 
allocated to the warranty is recognised over the warranty period.

Warranties that cannot be purchased separately must be assessed to determine 
whether the warranty provides a service that should be accounted for as a 
separate performance obligation.

Warranties that provide assurance that a product will function as expected 
and in accordance with certain specifications are not separate performance 
obligations. The warranty is intended to safeguard the customer against 
existing defects and does not provide any incremental service to the customer. 
Costs incurred to either repair or replace the product are additional costs of 
providing the initial good or service. These warranties are accounted for in 
accordance with other guidance (Ind AS 37, Provisions, Contingent Liabilities, 
and Contingent Assets) if the customer does not have the option to purchase the 
warranty separately. The estimated costs are recorded as a liability when the 
entity transfers the product to the customer.

Other warranties provide a customer with a service in addition to the assurance 
that the product will function as expected. The service provides a level of 
protection beyond defects that existed at the time of sale, such as protecting 
against wear and tear for a period of time after sale or against certain types of 
damage. Judgment will often be required to determine whether a warranty 
provides assurance or an additional service. The additional service provided in 
a warranty is accounted for as a promised service in the contract and therefore, 
a separate performance obligation, assuming the service is distinct from other 
goods and services in the contract. An entity that cannot reasonably account 
for a service element of a warranty separate from the assurance element should 
account for both together as a single performance obligation that provides a 
service to the customer. 

A number of factors need to be considered when assessing whether a warranty 
that cannot be purchased separately provides a service that should be accounted 
for as a separate performance obligation.

In assessing whether a warranty provides a customer with a service in addition 
to the assurance that the product complies with agreed-upon specifications, an 
entity should consider factors mentioned in para B31 of Ind AS 115 such as:

a. Whether the warranty is required by law—if the entity is required by law 
to provide a warranty, the existence of that law indicates that the promised 
warranty is not a performance obligation because such requirements typically 
exist to protect customers from the risk of purchasing defective products.

b. The length of the warranty coverage period—the longer the coverage period, 
the more likely it is that the promised warranty is a performance obligation 
because it is more likely to provide a service in addition to the assurance that 
the product complies with agreed-upon specifications.

c. The nature of the tasks that the entity promises to perform—if it is necessary 
for an entity to perform specified tasks to provide assurance that a product 
complies with agreed-upon specifications (for example, a return shipping 
service for a defective product), then those tasks likely do not give rise to a 
performance obligation.

Response – It depends. Management should assess the nature of the 
services provided to determine whether they are a separate performance 
obligation, or if there is simply an implied assurance-type warranty that 
extends beyond the contractual warranty period. This assessment should 
consider factors noted in Ind AS 115.B31.

Should repairs provided outside of the contractual warranty period be 
accounted for as a separate performance obligation?

Ind AS 115 – practical 
application issues
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The following example illustrates the assessment of whether a warranty 
provides assurance or additional services.

Response – A return in exchange for cash or credit should generally be 
accounted for as a right of return. If customers have the option to return 
a defective good for cash, credit, or a replacement product, management 
should estimate expected returns in exchange for cash or credit as part of 
its accounting for estimated returns. Returns in exchange for a replacement 
product should be accounted for under the warranty guidance.

Is the right to return a defective product in exchange for cash or credit 
accounted for as an assurance-type warranty or a right of return?

A telecom company enters a contract with a customer to sell a smart phone 
and provides a one year warranty against both manufacturing defects and 
customer-inflicted damages (for example, dropping the phone into water). 
The warranty cannot be purchased separately.

Analysis - This arrangement includes the following goods or services: 
(1) the smart phone; (2) product warranty; and (3) repair and 
replacement service. 

The company will account for the product warranty (against manufacturing 
defect) in accordance with other guidance on product warranties, and 
record an expense and liability for expected repair or replacement costs 
related to this obligation. It will account for the repair and replacement 
service (that is, protection against customer-inflicted damages) as a 
separate performance obligation, with revenue recognised as that 
obligation is satisfied.

If the company cannot reasonably separate the product warranty and repair 
and replacement service, it should account for two warranties together as a 
single performance obligation.

How should the telecom company account for the warranty?

Example

Ind AS 115 – practical 
application issues
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Non-refundable upfront fees
It is common in some industries for entities to charge customers a fee at or 
near inception of a contract. These upfront fees are often non-refundable 
and could be labeled as fees for set up, access, activation, initiation, 
joining, or membership.

An entity needs to analyse each arrangement involving upfront fees to determine 
whether any revenue should be recognised when the fee is received.

According to para B49 of Ind AS 115, to identify performance obligations in 
such contracts, an entity should assess whether the fee relates to the transfer 
of a promised good or service. In many cases, even though a non-refundable 
upfront fee relates to an activity that the entity is required to undertake at or 
near contract inception to fulfil the contract, that activity does not result in the 
transfer of a promised good or service to the customer. Instead, the upfront fee 
is an advance payment for future goods or services and, therefore, would be 
recognised as revenue when those future goods or services are provided. The 
revenue recognition period would extend beyond the initial contractual period 
if the entity grants a customer the option to renew the contract and that option 
provides the customer with a material right.

No revenue should be recognised upon receipt of an upfront fee, even if it is 
non-refundable, if the fee does not relate to the satisfaction of a performance 
obligation. Non-refundable upfront fees are included in the transaction price 
and allocated to separate performance obligations in the contract. Revenue is 
recognised as performance obligations are satisfied. 

There could be situations, as illustrated in the example below, where 
an upfront fee relates to separate performance obligations satisfied at 
different points in time.

Entities sometimes perform set-up or mobilisation activities at or near contract 
inception to be able to fulfil the obligations in the contract. These activities could 
involve system preparation, hiring of additional personnel, or mobilisation of 
assets to where the service will take place. Non-refundable fees charged at the 
inception of an arrangement are often intended to compensate the entity for 
the cost of these activities. Set-up or mobilisation efforts might be critical to the 
contract, but they typically do not satisfy performance obligations, as no good or 
service is transferred to the customer. The non-refundable fee, therefore, is an 
advance payment for future goods and services to be provided.

Set-up or mobilisation costs should be disregarded in the measure of progress 
for performance obligations satisfied over time if they do not depict the transfer 
of services to the customer. Some mobilisation costs might be capitalised as 
fulfilment costs, if certain criteria are met. 

Ind AS 115 – practical 
application issues
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Accounting for upfront fees when a renewal option exists
Contracts that include an upfront fee and a renewal option often do not require 
a customer to pay another upfront fee if and when the customer renews the 
contract. The renewal option in such a contract might provide the customer 
with a material right. An entity that provides a customer a material right should 
determine its standalone selling price and allocate a portion of the transaction 
price to that right because it is a separate performance obligation. 

Management should consider both quantitative and qualitative factors to 
determine whether an upfront fee provides a material right when a renewal 
right exists. For example, management should consider the difference between 
the amount the customer pays upon renewal and the price a new customer 
would pay for the same service. An average customer life that extends beyond 
the initial contract period could also be an indication that the upfront fee 
incentivises customers to renew the contract.

A biotech company enters a contract with a pharma company for the license 
and development of a drug compound. The contract requires the biotech 
company to perform research and development (R&D) services to get the 
drug compound through regulatory approval. It receives an upfront fee of 
50 million INR, fees for R&D services and milestone-based payments upon 
the achievement of specified acts.

It concludes that the arrangement includes two separate performance 
obligations: (1) license of the intellectual property and (2) R&D services. 
There are no other performance obligations in the arrangement.

Analysis – The biotech company needs to determine the transaction price at 
the inception of the contract, which will include both the fixed and variable 
consideration. The fixed consideration is the upfront fee. The variable 
consideration includes the fees for R&D services and the milestone-based 
payments and is estimated based on the guidance as per Ind AS 115. Once it 
determines the total transaction price, it should allocate that amount to the 
two performance obligations. 

How should the biotech company allocate the consideration in the 
arrangement, including the 50 million INR upfront fee?

Example

Ind AS 115 – practical 
application issues
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Gift cards
Entities often sell gift cards that can be redeemed for goods or services at the 
customer’s request. An entity should not record revenue at the time a gift card 
is sold, as the performance obligation is to provide goods or services in the 
future when the card is redeemed. The payment for the gift card is an upfront 
payment for goods or services in the future. Revenue is recognised when the 
card is presented for redemption and the goods or services are transferred 
to the customer.

Often a portion of gift certificates sold are never redeemed for goods or services. 
The amounts never redeemed are known as ‘breakage’. An entity should 
recognise revenue for amounts not expected to be redeemed proportionately 
as other gift card balances are redeemed. An entity should not recognise 
revenue, for consideration received from a customer that must be remitted to a 
governmental entity if the customer never demands performance. Analysis - The customer does not have to pay the joining fee if the contract is 

renewed and has therefore, received a material right. That right is the ability 
to renew the annual membership at a reduced price than the range of prices 
typically charged to new customers.

The joining fee is included in the transaction price and allocated to the separate 
performance obligations in the arrangement, which are providing access to 
health clubs and the option to renew the contract, based on their standalone 
selling prices. The company’s activity of registering the customer is not a service 
to the customer and therefore, does not represent satisfaction of a performance 
obligation. The amount allocated to the right to access the health club is 
recognised over the first year, and the amount allocated to the renewal right is 
recognised when that right is exercised or expires.

As a practical alternative to determining the standalone selling price of the 
renewal right, it could allocate the transaction price to the renewal right by 
reference to the future services expected to be provided and the corresponding 
expected consideration. For example, if it determined that a customer is expected 
to renew for an additional two years, then the total consideration would be 33,000 
INR (15,000 INR joining fee and 18,000 INR annual membership fees).It would 
recognise this amount as revenue as services are provided over three years. 

How should the company account for the non-refundable joining fees?

A company operates health clubs. It enters contracts with customers for one year 
access to any of its health clubs. The entity charges an annual membership fee 
of 6,000 INR as well as a 15,000 INR non-refundable joining fee. The joining 
fee is to compensate, in part, for the initial activities of registering the customer. 
Customers can renew the contract each year and are only charged the annual 
membership fee of 6,000 INR without paying the joining fee again. If customers 
allow their membership to lapse, they are required to pay a new joining fee.

Example

The following example illustrates the accounting for upfront fees and a renewal option.

Ind AS 115 – practical 
application issues
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Principal versus agent considerations Assessing whether an entity is the principal or an agent
Some arrangements involve two or more unrelated parties that contribute to 
providing a specified good or service to a customer. Management will need 
to determine, in these instances, whether the entity has promised to provide 
the specified good or service itself (as a principal) or to arrange for those 
specified goods or services to be provided by another party (as an agent). 
This determination often requires judgment and different conclusions can 
significantly impact the amount and timing of revenue recognition.

Examples of arrangements that frequently require this assessment include 
internet advertising, internet sales, sales of virtual goods and mobile 
applications or games, consignment sales, sales through a travel or ticket agency, 
sales where subcontractors fulfil some or all of the contractual obligations, and 
sales of services provided by a third-party service provider.

This section discusses principal versus agent considerations and related practical 
application issues, including accounting for shipping and handling fees, out-of-
pocket reimbursements, and amounts collected from a customer to be remitted 
to a third party.

Entities that issue ‘points’ under customer loyalty programmes that are satisfied 
by other parties also need to assess whether they are the principal or an agent 
for transfer and redemption of points.

The principal is the entity that has promised to provide goods or services to 
its customers. An agent arranges for goods or services to be provided by the 
principal to an end customer. An agent normally receives a commission or fee 
for these activities. An agent will, in some cases, deduct the amount that is owed 
from the gross consideration received from the end customer and remit a net 
amount to the principal.

The revenue standard provides guidance for determining whether an entity is 
the principal or an agent. Management should first identify specified goods or 
services being provided to the customer. A specified good or service is a distinct 
good or service (or a distinct bundle of goods or services) that will be transferred 
to the customer. An entity is the principal in a transaction if it obtains control of 
the specified goods or services before they are transferred to the customer. An 
entity is an agent if it does not control specified goods or services before they are 
transferred to the customer.

Determining whether an entity is the principal or an agent is not a policy 
choice. It should be based on an assessment of whether the entity obtains 
control of the specified goods or services based on facts and circumstances 
of each arrangement.

The revenue standard includes indicators that an entity controls a specified 
good or service before it is transferred to the customer to help entities apply 
the concept of control to the principal versus agent assessment. The entity’s 
control needs to be substantive. For example, obtaining legal title of a product 
only momentarily before it is transferred to the customer does not necessarily 
indicate that the entity is the principal.

Ind AS 115 – practical 
application issues
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Management needs to determine whether the entity is a principal or agent 
separately for each specified good or service promised to a customer. In contracts 
with multiple distinct goods or services, the entity could be the principal for 
some goods or services and an agent for others.

The revenue standard describes examples of how an entity that is a principal 
could control a good or service before it is transferred to the customer.

According to Ind AS 115 B35A, when another party is involved in providing 
goods or services to a customer, an entity that is a principal obtains control of 
any one of the following:

a. A good or another asset from the other party that it then transfers 
to the customer.

b. A right to a service to be performed by the other party, which gives the 
entity ability to direct that party to provide the service to the customer on 
the entity’s behalf.

c. A good or service from the other party that it then combines with other 
goods or services in providing a specific good or service to the customer. For 
example, if an entity provides a significant service of integrating goods or 
services provided by another party into a specified good or service for which 
the customer has contracted, the entity controls the specified good or service 
before that good or services is transferred to the customer. This is because 
the entity first obtains control of the inputs to the specified good or service 
(which include goods or services from other parties) and directs their use to 
create the combined output that is the specified good or service.

This guidance is intended to clarify how an entity could obtain control in different 
arrangements, including service arrangements. It also explains that if the entity 
combines goods or services into a combined output (that is, a single performance 
obligation) that is transferred to the customer, the entity is the principal for that 
combined output. Management should assess whether goods or services are inputs 
for a combined output, based on the guidance to determine whether goods or 
services are distinct from other promises in a contract. 

1. Accounting implication

The difference in the amount and timing of revenue recognised can be 
significant depending on the conclusion of whether an entity is the principal 
in a transaction or an agent. This conclusion determines whether the entity 
recognises revenue on a ‘gross’ or ‘net’ basis. 

The principal recognises as revenue the ‘gross’ amount paid by the customer for 
a specified good or service. The principal records a corresponding expense for 
the commission or fee it has to pay any agent in addition to the direct costs of 
satisfying the contract.

An agent records as revenue the commission or fee earned for facilitating the 
transfer of the specified goods or services (the ‘net’ amount retained). In other 
words, it records as revenue the net consideration it retains after paying the 
principal for specified goods or services that were provided to the customer.

The timing of revenue recognition can also differ depending on whether the 
entity is the principal or an agent. Once an entity identifies its promises in a 
contract and determines whether it is a principal or an agent for those promises, 
it recognises revenue when (or as) the performance obligations are satisfied. It 
is therefore, critical to identify the promise in the contract in order to determine 
when that promise is satisfied, and, therefore, the timing of revenue recognition.

An agent might satisfy its performance obligation (facilitating the transfer of 
specified goods or services) before the end customer receives the specified good 
or service from the principal in some situations. For example, an agent that 
promises to arrange for a sale between a vendor and the vendor’s customers in 
exchange for a commission will generally recognise its commission as revenue 
at the time the sale is completed (that is, when the agency service is provided). 
In contrast, the vendor will not recognise revenue until it transfers control of the 
underlying goods or services to the end customer.
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2. Indicators that an entity is the principal

Determining whether an entity is the principal or an agent in an arrangement 
can require significant judgment. Management should first obtain an 
understanding of the relationships and contractual arrangements between 
various parties. This includes identifying the specified good or service being 
provided to the end customer and the nature of the entity’s promise.

It is not always clear whether the entity obtains control of the specified good or 
service. The revenue standard provides indicators to help management make 
this assessment.

According to Ind AS 115 B37, indicators that an entity controls the specified good 
or service before it is transferred to the customer (and is therefore a principal…) 
include, but are not limited to, the following:

a. The entity is primarily responsible for fulfiling the promise to provide 
the specified good or service. This typically includes responsibility for 
acceptability of the specified good or service (for example, primary 
responsibility for the good or service meeting customer specifications). If 
the entity is primarily responsible for fulfiling the promise to provide the 
specified good or service, this may indicate that the other party involved in 
providing specified good or service is acting on the entity’s behalf.

b. The entity has inventory risk before the specified good or service has been 
transferred to a customer, or after transfer of control to the customer (for 
example, if the customer has a right of return). For example, if the entity 
obtains, or commits itself to obtain, the specified good or service before 
obtaining a contract with a customer, that may indicate that the entity has 
the ability to direct the use of, and obtain substantially all of the remaining 
benefits from, the good or service before it is transferred to the customer.

c. The entity has discretion in establishing prices for specified goods or service. 
Establishing the price that the customer pays for the specified good or service 
may indicate that the entity has the ability to direct the use of that good or 
service and obtain substantially all of the remaining benefits. However, an 
agent can have discretion in establishing prices in some cases. For example, 
an agent may have some flexibility in setting prices in order to generate 
additional revenue from its service of arranging for goods or services to be 
provided by other parties to customers.

Management needs to apply judgment when assessing these indicators. No 
single indicator is determinative or weighted more heavily than other indicators, 
although some indicators may provide stronger evidence than others, depending 
on the circumstances. Physical receipt of cash on a net or gross basis, however, is 
not an indicator of which party is the principal in an arrangement. 

These indicators, in the context of the principal versus agent analysis, are 
not intended to ‘override’ the control transfer assessment that an entity 
makes in accordance with Ind AS 115, paragraph 38; instead, they provide 
further guidance to help management assess whether the entity obtains 
control of a good or service. We expect that management would generally 
reach consistent conclusions based on applying the definition of control and 
applying these indicators.
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a. Primary responsibility for fulfiling the contract

The terms of the agreement and other information communicated to 
the customer (for example, marketing materials) often provide evidence 
of which party is primarily responsible for fulfiling the obligations in 
the contract. Management should consider who the customer views as 
primarily responsible for fulfiling the contract, including which entity will be 
providing customer support, resolving customer complaints, and accepting 
responsibility for the quality or suitability of the product or service. 

Multiple parties in an arrangement could share responsibility for fulfilment 
in some circumstances. For example, one party could be responsible for 
providing the underlying good or service while another party is responsible 
for the acceptability of the good or service. This indicator might provide 
less persuasive evidence in these instances. Management should consider 
the overall principle of control and the other indicators to make its 
assessment in those cases.

b. Inventory risk

Inventory risk exists when the entity bears the risk of loss due to factors 
such as physical damage, decline in value, or obsolescence either before the 
specified good or service has been transferred to the customer or upon return. 
An entity’s risk is reduced if it has the ability to return unsold products to 
the supplier. Non-cancellable purchase commitments and certain types of 
guarantees may expose an entity to inventory risk if the entity bears the risk 
of not being able to monetise the inventory.

Inventory risk might exist even if no physical product is sold. For example, an 
entity might have inventory risk in a service arrangement if it is committed to 
pay the service provider even if the entity is unable to identify a customer to 
purchase the service.

Taking physical possession of a product and bearing risk of loss for a period 
of time does not, on its own, result in an entity being the principal. The entity 
needs to have control of the product before it is transferred to the customer 
to be the principal.

On the other hand, it is not a requirement for an entity to have inventory risk 
to conclude it takes control of a product. For example, an entity that sells a 
product to a customer may instruct a supplier to ship the product directly 
to the customer (‘dropship’ the product) and as a result, the entity does 
not take physical possession and may never have substantive inventory risk 
related to the product. This fact, on its own, would not prevent the entity 
from concluding that it controls the product before it is transferred to the 
customer. However, the entity would have to support its conclusion based on 
the definition of control and other indicators.

c. Discretion in establishing pricing

Discretion in establishing the price that the customer pays for a specified 
good or service may indicate that the entity has the ability to direct the use 
of the good or service and obtain substantially all of the remaining benefits. 
Earning a fixed percentage of the consideration for each sale often indicates 
that an entity is an agent, as a fixed percentage limits the benefit an entity can 
receive from the transaction.

In some cases, an entity could have some flexibility in setting prices and 
still be considered an agent. For example, agents often have the ability 
to provide discounts to end customer (and effectively forgo a portion of 
their fee or commission) in order to incentivise purchases of the principal’s 
good or service.

Sometimes, an entity allows another entity (such as a reseller) to sell its 
product or services for a range of prices instead of a single set price. The 
reseller has some ability to set prices (within the range), but this does not 
necessarily indicate that the reseller is the principal in the transaction with 
the end customer. If the range of prices that an intermediary can charge is 
narrow, this could indicate that the intermediary is an agent because the 
benefit it can derive from selling the goods or services is limited. If the range 
of prices is broad, this may indicate that the intermediary is the principal 
in the sale to end customers. In those cases, the intermediary (as opposed 
to the end customer) would be the entity’s customer, and the entity should 
recognise revenue equal to the sales price to the intermediary when control 

Ind AS 115 – practical 
application issues



PwC ReportingPerspectives

Ind AS 115 – practical 
application issues

Report on audit quality 
review (2017-2018)

Accounting for debt 
modification under Ind AS 109

Recent technical 
updates

Previous 
publications 

Our offices

16 PwC

3. Estimating gross revenue as a principal

As discussed in the example above, an entity that is a principal will typically 
recognise as revenue the amount paid by the customer for the specified good 
or service. If the intermediary (an agent) has pricing discretion, there could be 
instances when the principal is not aware of the price charged to the customer. 
For example, an entity and a sales agent may agree that the agent will pay the 
entity a fixed amount per good or service sold regardless of the price charged 
by the agent to the customer. In this situation, judgment may be required to 
determine the principal’s transaction price.

Ind AS 115 does not include specific guidance on this topic. However, in the 
basis for conclusions (BC385Z) of IFRS 15, the IASB noted that the entity that is 
a principal should apply judgment and determine the transaction price based on 
relevant facts and circumstances. 

A travel company negotiates with major airlines to obtain access to airline 
tickets at reduced rates and sells these tickets to its customers through its 
website. It contracts with the airlines to buy a specific number of tickets 
at agreed-upon rates and must pay for those tickets regardless of whether 
it is able to resell them. Customers visiting the company’s website search 
its available tickets. It has discretion in establishing prices for tickets it 
sells to its customers.

The travel company is responsible for delivering the ticket to the customer. 
It will also assist the customer in resolving complaints with the service 
provided by the airlines. The airline is responsible for fulfiling all other 
obligations associated with the ticket, including the air travel and related 
services (that is, the flight), and remedies for service dissatisfaction.

Analysis -The travel company is the principal and should recognise revenue 
for the gross fee charged to customers. The specified good or service is a 
ticket that provides a customer with the right to fly on the selected flight 
(or another flight if the selected one is changed or cancelled). It controls 
the ticket prior to transfer of the ticket to the customer. It has the ability to 
direct the use of the ticket and obtains remaining benefits from the ticket by 
reselling the ticket or using the ticket itself. It also has inventory risk before 
the ticket is transferred to the customer and discretion in establishing the 
price of the ticket. The indicators therefore support that it is the principal.

Is it the principal or agent for the sale of airline tickets to customers?

transfers to the intermediary. Management should take into account all of the 
indicators in this assessment, some of which could still support a conclusion 
that the entity is the principal in the sale to the end customer.
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Shipping and handling fees
Entities that sell products often deliver them via third-party shipping service 
providers. Entities sometimes charge customers a separate fee for shipping and 
handling costs, or shipping and handling might be included in the price of the 
product. Separate fees may be a direct reimbursement of costs paid to the third-
party, or they could include a profit element.

Management needs to consider whether the entity is the principal for the 
shipping service or is an agent arranging for the shipping service to be provided 
to the customer when control of goods transfers at shipping point. Management 
could conclude that the entity is the principal for both the sale of the goods and 
the shipping service, or that it is the principal for the sale of the goods, but an 
agent for the service of shipping those goods.

A company operates retail stores and a website where customers can 
purchase electronic equipment. Customers who make online purchases can 
choose to pick their order up at the retail store at no additional cost or have 
the order delivered to their home for a fee. The electronic equipment can 
be delivered via standard delivery or overnight delivery with a specified 
delivery company. The customer is charged for the cost of the delivery (as 
established by the delivery company) and given a tracking number so it can 
track the status of the delivery and contact the delivery company with any 
questions or concerns.

Control of the equipment transfers to the customer when the order leaves 
the warehouse. The company concludes that shipping the electronic 
equipment is a promise in the contract and a distinct service.

Analysis: The company should recognise revenue for shipping fees net of 
the amount paid to the shipping provider. It is an agent for the delivery 
company as it is merely arranging the shipping services on behalf of its 
customer and does not control the shipping service.

It is not responsible for shipping the toys and has no inventory risk 
or discretion in establishing prices for the shipping service. The 
indicators therefore, support that the company is not the principal for 
shipping services.

Should it recognise the shipping fees it charges to its customers gross (as 
revenue and expense) or net of the amount paid to the shipping provider?
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Out-of-pocket expenses and other 
cost reimbursements

Amounts collected from customers and 
remitted to a third party

Key takeaway:

Expenses are often incurred by service providers while performing work for 
their customers. These can include costs for travel, meals, accommodations, and 
miscellaneous supplies. It is common in service arrangements for the parties to 
agree that the customer will reimburse the service provider for some or all of the 
out-of-pocket expenses. Alternatively, such expenses may be incorporated into 
the price of the service instead of being charged separately.

Out-of-pocket expenses often relate to activities that do not transfer a good 
or service to the customer. For example, a service provider that is entitled to 
reimbursement for employee travel costs would generally account for travel 
costs as costs to fulfil the contract with the customer. Reimbursements will be 
included in the transaction price for the contract.

Management should consider the principal versus agent guidance if a customer 
reimburses the vendor for a good or service transferred to the customer as 
part of a contract (for example, reimbursement of subcontractor services). 
Management should first identify the specified good or service to be provided to 
the customer. This includes assessing whether the goods or services are inputs 
into a combined output that the entity transfers to the customer.

For example, a service provider may subcontract a portion of the service it 
provides to customers and agree with the customer to be reimbursed for the 
subcontracted services (sometimes referred to as a ‘pass-through’ cost). The 
service provider will be an agent with regard to the subcontracted services if 
it does not control the subcontracted services before they are transferred to 
the customer. In this case, the service provider will recognise revenue from 
the reimbursement net of the amount it pays to the subcontractor. The service 
provider will be the principal if it controls the subcontracted services by directing 
the subcontractor to perform on its behalf or combining the subcontracted services 
with its own services to create a combined output. If the service provider is the 
principal, the reimbursement would be included in the transaction price and 
allocated to the separate performance obligations in the contract.

Entities often collect amounts from customers that must be remitted to a third 
party (for example, collecting and remitting taxes to a governmental agency). 
Taxes collected from customers could include GST, value added tax, and some 
excise taxes. Amounts collected on behalf of third parties, such as GST, are not 
included in the transaction price as they are collected from the customer on behalf 
of the government. The entity is the agent for the government in these situations.

Taxes that are based on production, rather than sales, are typically imposed on 
the seller, not the customer. An entity that is obligated to pay taxes based on its 
production is the principal for those taxes, and therefore, recognises the tax as 
an operating expense, with no effect on revenue.

Management needs to assess each type of tax, on a jurisdiction-by-jurisdiction 
basis, to conclude whether to net these amounts against revenue or to recognise 
them as an operating expense. The intent of the tax, as written into the tax 
legislation in the particular jurisdiction, should also be considered.

The name of the tax (for example, sales tax or excise tax) is not always determinative 
when assessing whether the entity is the principal or the agent for the tax. Whether 
or not the customer knows the amount of tax also does not necessarily impact the 
analysis. Management needs to look to the underlying characteristics of the tax and 
the tax laws in the relevant jurisdiction to determine whether the entity is primarily 
obligated to pay the tax or whether the tax is levied on the customer. This could 
be a significant undertaking for some entities, particularly those that operate in 
numerous jurisdictions with different tax regimes.

The issues highlighted above are some of many issues, which companies will 
need to carefully analyse as part of their implementation of Ind AS 115. It is 
critical that companies fully understand the implications of Ind AS 115 and 
evaluate them in context of their revenue transactions. 
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Report on audit quality review (2017-2018)

Background
Quality Review Board (QRB) is established to conduct its reviews of audits of 
top-listed and other public interest entities in India with an objective to improve 
quality of audits performed by audit firms. Based on the results of audit reviews 
performed by QRB, instances of material non-compliances and those requiring 
significant improvement are recommended to the council of The Institute of 
Chartered Accountants of India (ICAI) for taking necessary action. In other cases 
requiring improvement, QRB issues advisories to audit firms for improvement. 

Since FY 2012-2013, QRB has selected for its review more than 580 audit 
engagements including 440 top listed and other public interest entities in India 
representing 85% of market capitalisation of shares listed on Bombay Stock 
Exchange (BSE) and National Stock Exchange (NSE). 

In order to provide guidance to audit firms for improving audit quality, QRB 
publishes, on an annual basis, its report containing key audit quality findings 
and its suggestions.

Recently, QRB issued its ‘Report on Audit Quality Review - 2017-2018’ (the 
‘QRB report’) containing audit quality review findings for 64 audit engagements 
whose review was completed during FY 2017-2018. The findings in report relate 
to Standards on Auditing, Accounting Standards (AS) and other relevant laws 
and regulations.

This article provides an overview of review findings contained in above QRB 
report with respect to compliance with the requirement of AS. 
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Sl. 
No.

Particulars Observation by QRB

1. AS 1, Disclosure of Accounting policies

AS-1 ‘Disclosure of Accounting policies’ requires disclosure of significant accounting policies applied by 
entities in preparing and presenting their financial statements. Disclosure of significant accounting policies 
in the financial statements promotes better understanding of financial statements and facilitates a more 
meaningful comparison between financial statements of different enterprises. 

All the significant accounting policies adopted in the 
preparation and presentation of financial statements 
were not disclosed.

2. AS 3, Cash Flow Statements

a. Major classes of gross receipts and payments from investing activities: 

Para 21 of AS 3 requires entities to report separately major classes of gross cash receipts and gross cash 
payments arising from investment and financing activities, except in following cases of cash receipts and 
payments permitted to be reported on net basis:

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

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

Major classes of gross receipts and payments 
arising from investing activities were not presented 
separately.

b. Classification of fixed deposits as cash and cash equivalents: 

According to AS 3, cash equivalents are short term, highly liquid investments that are readily convertible into 
known amounts of cash and which are subject to an insignificant risk of changes in value. An investment 
normally qualifies as a cash equivalent only when it has a short maturity of, say, three months or less 
from the date of acquisition. Accordingly, fixed deposits which have maturity exceeding three months are 
excluded from classification of cash and cash equivalent for the purposes of cash flow statements.

Fixed deposits which have maturity exceeding 3 
months were classified as a part of cash and cash 
equivalents. 

c. Treatment of effect of changes in exchange rates on cash and cash equivalent held in foreign currency: 

As per para 27 of AS 3, the effect of exchange rate changes on cash and cash equivalents held or due in 
a foreign currency is reported in the cash flow statement in order to reconcile cash and cash equivalents 
at the beginning and the end of the period. This amount is presented separately from cash flows from 
operating, investing and financing activities.

The effect of changes in exchange rates on cash and 
cash equivalents held in a foreign currency were not 
presented separately as a part of the reconciliation 
of changes in cash and cash equivalents during the 
period.

d. Others The method (i.e. direct or indirect method) applied for 
preparation of cash flow statement was not disclosed. 
Furthermore, dividend distribution tax was not 
disclosed as cash flow from financing activity.
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3. AS 6, Depreciation Accounting

a. According to para 29 of AS 6, entity need to disclose useful lives or depreciation rates of fixed assets 
in situations where such rates or useful lives of fixed assets are different from the rates specified in the 
principal statute governing the entity. 

Depreciation rates or useful lives of fixed assets were 
not disclosed when such rates or useful lives were 
different from the rates specified in Schedule II of 
Companies Act, 2013. 

b. According to para 7 of AS 6, useful life of fixed assets will be shorter than its physical life and is 
predetermined by contractual terms such as expiry dates of related lease term.

Non-compliance with the requirement to depreciate 
assets over balance lease period in accordance with 
para 7 of AS 6. 

4. AS 9, Revenue Recognition

a. Disclosure of excise duty on opening and closing inventory: 

According to para 10 of AS 9, the excise duty related to the difference between the closing stock and 
opening stock should be recognised separately in the statement of profit and loss.

Non-disclosure of the excise duty relating to the 
difference between opening and closing stock in the 
statement of profit and loss. 

b. Disclosure of revenue from sales transactions: 

As per para 10 of AS 9, the amount of revenue from sales transactions (turnover) is required to be disclosed 
on the face of the statement of profit and loss in the following manner: 

Turnover (Gross) - XX

Less: Excise Duty - XX

Turnover (Net)  -  XX

Revenue from sales transactions was not disclosed 
in accordance with the requirement of AS 9.

c. Others Certain entities did not recognise certain income 
on accrual basis. Furthermore, entities also omitted 
to disclose accounting policies relating to dividend 
income from investment in shares. 
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5. AS 13, Accounting for Investments

a. Recognition of loss on long-term investment:

Para 17 of AS 13 provides that when there is a decline, other than temporary, in 
the value of a long-term investment, the carrying amount of long-term investment 
is reduced to recognise the decline. Indicators of the value of an investment are 
obtained by reference to its market value, the investee’s assets and results, and the 
expected cash flows from the investment. 

Losses arising from decline (other than temporary) in the value of long-term 
investments were not accounted.

b. Disclosures Non-disclosure of interest and dividend from long term and current 
investments separately. Similarly, profit/loss on disposal of long and current 
investments was not disclosed separately.

6. AS 15, Employee Benefits 
Disclosures

a. Non-disclosure of the following information in the financial statements as 
required under Para 120 (n) and 120 (o) of AS 15:

i. Amounts for the current annual period and previous four annual 
periods of:

a. The present value of the defined benefit obligation, the fair value of 
the plan assets and the surplus or deficit in the plan.

b. The experience adjustments arising on plan liabilities and plan 
assets expressed either as an amount or as a percentage of the 
plan liabilities and plan assets as at the balance sheet date.

ii. Employer’s best estimate of contributions expected to be paid to the 
plan during the annual period beginning after the balance sheet date. 

b. Para 119 of AS 15 requires disclosure about nature of plan assets and 
the financial effects of changes to those plans during the period. Certain 
entities have failed to provide such information in its financial statements.
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7. AS 16, Borrowing costs

a. Para 6 of AS 16 requires that the borrowing costs that are directly attributable to the acquisition, construction or 
production of a qualifying asset should be capitalised as part of the cost of that asset 

b. Para 23 of AS 16 requires disclosure of amount of borrowing costs capitalised during the period in the financial 
statements.

Certain entities did not capitalise borrowing 
cost as a part of qualifying assets and did 
not comply with the disclosure requirement 
of para 23 of AS 16.

8. AS 20, Earnings per share
Disclosure

Non-disclosure of basic and diluted earnings 
per share on the face of the statement of 
profit or loss as required by Para 8 of AS 20. 

9. AS 22, Accounting for taxes on Income
a. Recognition of deferred tax assets in the absence of virtual certainty of sufficient taxable income:

According to para 17 of AS 22, where an enterprise has unabsorbed depreciation or carry forward of losses under 
tax laws, deferred tax assets should be recognised only to the extent that there is virtual certainty supported by 
convincing evidence that sufficient future taxable income will be available against which such deferred tax assets 
can be realised. Determination of virtual certainty that sufficient future taxable income will be available is a matter 
of judgement based on convincing evidence and will have to be evaluated on a case-to-case basis. Virtual certainty 
cannot be based merely on forecasts of performance such as business plans. Virtual certainty refers to the extent of 
certainty, which, for all practical purposes, can be considered certain.  

Recognition of deferred tax assets in the 
absence of sufficient evidence supporting 
virtual certainty about the availability of 
sufficient taxable income against which such 
deferred tax assets can be realised.

b. Periodic review of deferred tax assets:

Para 26 of AS 22 requires that the carrying amount of deferred tax assets should be reviewed at each balance sheet 
date. The carrying amount of deferred tax assets should be written down to the extent that it is no longer reasonably 
certain or virtually certain, as the case may be, that sufficient future taxable income will be available against which 
deferred tax asset can be realised.

No review of deferred tax assets as at the 
balance sheet date according to requirement 
of para 26 of AS 22.
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10. AS 28, Impairment of Assets 
Disclosures

a. Non-disclosure of the following information for each class of assets as a part of reconciliation of the 
carrying value of fixed assets as at the beginning and end of the year:

i. The amount of impairment losses recognised or reversed in the statement of profit and loss during 
the period and the line item of the statement of profit and loss in which those impairment losses 
are included or reversed.

ii. The amount of impairment losses recognised or reversed directly against revaluation surplus 
during the period. 

b. Certain entities did not disclose the amount of impairment losses recognised or reversed in the 
statement of profit and loss or directly against revaluation surplus during the period for each 
reportable segments as required under para 120 of AS 28.

Key takeaway:
The QRB report has highlighted certain important findings, which companies 
should consider while preparing their ensuing financial statements.

While the above QRB findings relates to Accounting Standards, companies 
who are required to prepare their financial statements under Ind AS should 
also consider these observations in the areas where there are no differences 
between the GAAPs.
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Debt modification Accounting for changes to cash 
flows of debt instrumentsAt a glance

This article provides guidance on how to account for change in cash flows of a 
financial liability. 

The cash flows of a financial liability can change for several different reasons. 
Ind AS 109, “Financial Instruments”, provide guidance in para B5.4.5 (floating-
rate instruments/components), para B5.4.6 (other instruments/components) 
and para 5.4.3 (modifications) on how to treat changes in cash flows depending 
on the nature of the change. 

Applying the correct guidance is important because under para 5.4.3 and para 
B5.4.6 of Ind AS 109, an entity will recognise an immediate gain or loss in profit 
and loss, whereas the application of para B5.4.5 of Ind AS 109 does not usually 
result in an immediate gain or loss. 

The cash flows of a financial liability can change for several different reasons 
such as renegotiation of the terms with lenders, exercise of the early prepayment 
option etc. Ind AS 109 provides guidance in para B5.4.5 (floating-rate 
instruments/components), para B5.4.6 (other instruments/components) and 
para 5.4.3 (modifications) on how to treat changes in cash flows, depending on 
the nature of the change. The below flow chart provides an overview of how to 
determine, which Ind AS 109 requirements apply:

Original contractual terms Renegotiation or modification

Does the change in cash flows reflects 
movements in market rates of interest?

Floating rate 
instrument 

(para B5.4.5)

Change EIR

Derecognise the 
old instrument and 

recognise new 
instrument at FV 
with any gain or 
loss recognised 

immediately in P&L

New market EIR

Other change 
(para B5.4.6)

Gain/loss 
using old EIR

Ind AS 109 
para 5.4.3 

Gain/loss 
using old EIR 

Does the modification 
result in derecognition?

No NoYes Yes
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Accounting for debt 
modification under Ind AS 109

The first step is to understand the reasons for change in cash flows.

If the change in cash flows is contemplated in the original contractual terms 
of instruments, the key question is whether the change reflects movements in 
market rate of interest.

A floating-rate instrument is one whose original contractual terms contain a 
provision such that the cash flows will (or might) be reset to reflect movements 
in market rates of interest. For such instrument, periodic re-estimation of cash 
flows, to reflect the movements in market rates of interest, alters the effective 
interest rate. If a floating-rate financial liability is recognised initially at an 
amount equal to the principal payable on maturity, re-estimating future interest 
payments normally has no significant effect on the carrying amount of the asset 
or the liability. This means that the effective yield will always equal the rate 
under the interest rate formula (for example, LIBOR + 1%) in the instrument. 
The effect is that the carrying amount remains unchanged by the process of 
re-estimating future cash flows and the effective interest rate. The result is that 
changes in LIBOR are reflected in the period in which the change occurs.

Market rates of interest comprise different components such as, the time value 
of money as represented by a benchmark rate (such as LIBOR); credit and 
other spreads; and a profit margin. So, if the contract provides for cashflows of 
an instrument to be reset to reflect changes in any or all of these components, 
paragraph B5.4.5 of Ind AS 109 applies to those changes. Examples: a change 
in the benchmark rate (such as LIBOR) for a loan whose stated interest 
rate is LIBOR + 2%.

Paragraph B5.4.5 of Ind AS 109 applies to ‘floating-rate’ financial assets and liabilities.

Floating rate instrument or components

Scenario 1

As on 31 December 2017, Entity A has a loan of 10,000 INR. Entity A 
pays interest at LIBOR + 3% annually in arrears. Maturity date of loan 
is 31 December 2019. At the beginning of 2018, LIBOR changes from 2% 
in 2017 to 3% at the beginning of 2018. How should the change in cash 
flows be accounted?

The change in LIBOR results in a change in cash flows, which is specific in 
the contract. The change reflects the movement in the market rate (i.e., 
LIBOR). Ignoring transaction costs, initially the EIR is 5% (LIBOR +3%) 
and interest is recognised at this rate in 2017. LIBOR changes to 3% at the 
beginning of 2018. As this is a floating rate instrument, para B5.4.5 of Ind 
AS 109 is applied. The EIR is updated to 6% (LIBOR +3%). There is no 
impact in the carrying amount of the liability as discounting the new cash 
flows at 6% will still lead to a carrying value of 10,000 INR. In 2018, interest 
expense of 600 INR is recognised based on updated EIR of 6%. 

Example
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For financial instruments that are not floating-rate liabilities, the requirements 
in paragraph B5.4.6 apply to changes in the actual or expected cash flows 
under original contractual terms. Paragraph B5.4.6 of IndAS 109 states that 
“The entity recalculates the gross carrying amount of the financial asset or 
amortised cost of the financial liability as the present value of the estimated 
future contractual cash flows that are discounted at the financial instrument’s 
original effective interest rate … The adjustment is recognised in profit or loss 
as income or expense”.

Paragraph B5.4.6 applies in cases where the contract provides for cash flows to 
be reset but the amount of the reset does not reflect movements in market rates 
of interest. Examples are a profit-participating loan (whose coupon varies with 
net profits of the borrower), and a bail-in bond (whose contractual payments are 
reduced when the borrower breaches a specified regulatory capital ratio). 

Other instruments or components changes

Scenario 2

Accounting for debt 
modification under Ind AS 109

As on 31 December 2017, Entity Y has a loan of 10,000 INR. Interest is paid 
at fixed rate of 5% in arrears. The loan is pre-payable at par with a penalty 
of 100 INR. Maturity date of loan is 31 December 2019. Entity Y expects to 
prepay the liability at the beginning of 2019. 

The loan contract includes a prepayment option, but there is a penalty of 100 
INR. If the entity expects to prepay, there is a change in expected cash flows 
because of the additional penalty that will need to be paid. The expected 
change in cash flows is according to original contracts. Furthermore, the 
additional cash flow does not reflect a movement in market rate of interest. 
Accordingly, the change is accounted for as “other changes”.

Entity Y decides at the beginning of 2018, that it will prepay the entire loan 
of 10,000 INR at the beginning of 2019. This is possible under contract 
terms, but results in penalty of 100 INR. The new cash flows are discounted 
at the original EIR of 5%, which an immediate recognition of loss in profit 
and loss. This will also impact the amount of interest expense recognised 
in 2018 until the prepayment. Discounting new cash flows at the original 
EIR of 5% will lead to a carrying value of 10,095 INR. The difference of 95 
INR (i.e., 10,095 INR –10,000 INR) is recognised immediately as a loss in 
profit and loss. In 2018, interest expense of 505 INR (i.e., 10,095 INR x 5%) 
will be recognised.

How should this change in expected cash flows be accounted for?

Example
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Modification does not results in derecognition 

When the contractual cash flows of financial liabilities are renegotiated or 
otherwise modified and such modification or renegotiation does not result in 
de-recognition, an entity is required to recognise any modification gain or loss 
immediately in profit or loss. Any gain or loss is determined by recalculating the 
gross carrying amount of the financial liability by discounting new contractual 
cash flows using the original EIR. 

The change in terms that results from a renegotiation or other modification 
is accounted based on guidance in para 5.4.3 of Ind AS 109, even though that 
change results in cash flows being reset to reflect movements in market rate of 
interest. An example is a loan whose terms are renegotiated to remove or amend 
a covenant in return for higher coupon payment.

Modifications of financial liabilities

Scenario 3

Accounting for debt 
modification under Ind AS 109

As on 31 December 2017, Entity Z has a loan of INR 5,500. Entity Z pays 
interest at fixed rate of 5.5% annually in arrears and has certain financial 
covenants attached to it. Maturity date of the loan is 31 December 2019. At 
the beginning of 2018, Entity Z renegotiates the loan to relax the interest 
cover covenant, in exchange for an increased rate of 6%. The loan contract 
does not allow for a reset of interest rate. Considering derecognition criteria 
is not met, how should this change be accounted for?

The contract does not contain the provision for change in interest rate. 
The Entity Z renegotiated the terms of the contract to relax the interest 
cover covenant in exchange for an increased interest rate. The carrying 
amount of the liability at the beginning of 2018 is 5,500 INR. The new 
cash flows (basis the increased modified interest rate) are discounted 
using the original EIR (i.e., 5.5% ignoring transaction cost), which will 
lead to a carrying value of 5,550 INR. This will result in an immediate loss 
recognition of 50 INR (i.e., 5,550 INR - 5,500 INR) interest expense of 305 
INR (i.e., 5,550 INR x 5.5%) in 2018.

Example
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Para B3.3.6 of Ind AS 109 requires an entity to determine whether the present 
value of new cash flows under new terms is at least 10% different from the 
present value of the remaining cash flows of the original liability, using the 
original effective interest rate. If the difference is 10% or more, the existing 
liability is derecognised and a new financial liability is recognised at fair value. 

Where the present value of the new cash flows under new terms is less than 
10% different from the present value of the remaining cash flows of the original 
liability, an issue arises whether it can be concluded without carrying any 
further analysis that the modification is not substantial. While Ind AS 109 does 
not provide any specific guidance on this issue, the ICAI’s Ind AS Transition 
Facilitation Group (ITFG) in its bulletin 16 clarified that quantitative test alone 
may not be sufficient to reach the above conclusion in all cases. This is because 
some or all of modifications to the terms of a financial liability may be of such 
nature that their effect is not captured by the quantitative test.

Determining whether the terms are substantially different, from a qualitative 
perspective, is judgemental and will depend on specific facts and circumstances 
of each case. There may be situations where the modification of the debt 
is so fundamental that derecognition is appropriate whether or not the 
10% test is satisfied. 

Changes to the terms of the liability may be significant, on a qualitative basis, 
if they significantly affect economic risks of the liability. Qualitative factors 
include, but are not limited to, the following:

• A change in the currency in which the liability is denominated.

• A change in the interest basis (such as a change from fixed rate to floating 
rate, or vice versa).

• A change in any conversion features in the instrument.

• A substantial change in covenants. 

• The liability was prepayable at par, with no significant penalty at the date of 
the renegotiation, which results in the renegotiated rate approximating the 
current market rate of interest for the new terms and conditions.

• The liability was close to its maturity date at the date of the renegotiation 
and was extended for a significant additional period, which results in the 
renegotiated rate approximating the current market rate of interest for the 
new terms and conditions (including the new maturity date).

Where the change in cash flows of the liability resulting from renegotiation of 
the contractual terms meet the derecognition requirements, the entity would 
recognise the new instrument at fair value and derecognises the old instrument. 
Any gain/loss is recognised immediately in profit and loss and a new EIR is 
determined for new instruments.

Accounting for debt 
modification under Ind AS 109

Modification resulting in derecognition
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i. Renegotiation resulting in derecognition
Costs and fees are generally accounted for as relating to the extinguishment of 
the existing instrument, and therefore, they are recognised immediately as part 
of the gain or loss on that extinguishment. However, only those costs or fees that 
the issuer can demonstrate are incremental and directly related to the issue of 
the new debt instrument are treated as transaction costs of the new liability, and 
therefore, spread forward by adjusting the effective interest rate.

ii. Renegotiation does not result in derecognition
Costs and fees of modifying the terms of the financial liability are spread forward 
by adjusting the effective interest rate. This applies to costs or fees that the issuer 
can demonstrate are incremental and directly attributable costs incurred to 
modify the instrument (such as legal fees for drawing up the amended contract). 

Payments that represent compensation for the change in cash flows of the 
liability (for example, amounts paid to the lender to compensate it for a change 
to the coupon to be charged in future periods) should be accounted for in the 
same way as changes to cash flows (i.e., expensed as part of the gain or loss on 
modification). Such amounts are not ‘costs or fees’ of modifying the terms, and 
therefore, should not be spread forward.

Entities need to carefully apply the guidance in Ind AS 109 to debt modifications. Ind 
AS 109 prescribes different accounting treatment depending upon the nature of the 
change. The accounting for debt modification is summarised as below: 

Treatment of costs and fees of debt renegotiation Key takeaway: 

Accounting for debt 
modification under Ind AS 109

Not contemplated in the 
original contract

Contemplated in the contract and 
reflects a movement in market rates

Other changes contemplated 
in the contract

Fees and costs

Modification gain or loss recognised 
in P&L immediately

EIR updated, no gain or loss

Gain or loss recognised 
in P&L immediately

Part of gain or loss on extinguishment, 
or spread forward if treated as 
a modification
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Recent technical 
updates

Treatment of Financial Liability under Ind AS 32 and Ind AS 109

Disclosure of impairment loss on long-term investments as an exceptional item

Institute of Chartered Accountants of India (ICAI)
Expert Advisory Committee (EAC) opinions:

ABC Limited has been awarded the responsibility to undertake design, 
construction, operation and maintenance of the Mass Rapid Transit System. 
The project has been financed by the parent entity and a consortium of banks. 
The parent entity provided funds by way of interest-free loan. The interest-
free loan is repayable after repayment of loan from bankers. On transition to 
Ind AS, the loan is still outstanding. How should ABC Limited account for the 
interest-free loan from parent on transition to Ind AS?

XYZ Limited (the ‘querist’) prepared its financial statements under Ind AS and 
performed impairment test for investments in subsidiaries, associates and 
joint ventures that are accounted for at cost in separate financial statements. 
Based on assessment, the company provided for impairment loss towards 
certain equity investments in joint venture and associate. The impairment 
loss on such investments has been disclosed as an ‘exceptional item’ on the 
face of the statement of profit and loss. The impairment loss is material and 
not expected to occur regularly. 

The querist sought the opinion of EAC on whether: i) the disclosure 
of impairment loss on investment in joint venture and associate as 
an ‘exceptional item’ on the face of the statement of profit and loss is 
appropriate, and ii), if the answer is not affirmative, what should be the form 
and manner of disclosure of such impairment loss in financial statements?

The EAC opined that the difference between the fair value and transaction 
price of interest-free subordinated debt at the date of initial recognition 
should be taken to other equity and interest expense from the date of initial 
recognition of liability till Ind AS transition date. This would have been 
recognised using effective interest rate method and should be debited to 
retain earnings as of date of transition to Ind AS.

The EAC opined that assuming the impairment loss is material and expected not 
to occur regularly, then such impairment loss can be presented as an exceptional 
item or as a part of an exceptional item on the face of the statement of profit and 
loss, with disclosure of individual items in the notes to accounts. The additional 
disclosure required by Ind AS 36, Impairment of Assets should also be given. The 
committee did not agree with the view of the querist that the impairment loss is not 
related to ordinary activities. Furthermore, it also stated that an exceptional item 
can be an estimated amount (gain or loss) and it need not be permanent. Mere 
possibility that the provision for impairment losses can be reversed in future as and 
when the financial condition of the entity will improve does not prevent it from its 
classification as an exceptional item.

Facts and query:

Facts and query:

Opinion:
Opinion:

Recent technical updates
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Recent technical 
updates

Recognition of interest income earned on advance fee 
received for project execution

Provision for expected credit losses on amounts due in the normal course of 
business from clients which are government or public sector undertakings

A company undertakes construction of metro projects under contracts that 
entitles it to a fixed percentage of fee on cost plus basis. The company receives 
a) advance against project cost; and b) advance against fee for execution of the 
projects. The advance received against the fee is deposited in a bank account and 
the company receives interest thereon. There is no obligation on the company to 
refund the interest income.

Whether company can recognise interest income on such advance fee?

A listed government company is engaged in engineering and construction 
business. The company is following Ind AS and is mainly engaged in business 
with other government companies. Whether any exemption is available under 
Ind AS from the requirement to recognise provision for expected credit losses 
(ECL) on amounts due in the normal course of business from government or 
public sector undertakings?

Revenue arising from use by others of entity’s assets yielding interest should be 
recognised when it is probable that the economic benefits associated with the 
transaction will flow to the entity and the amount of revenue can be measured 
reliably. In this case, it is probable that the interest income will flow to the 
entity and the same can be measured reliably. Accordingly, the company should 
recognise the interest earned on such advance fee as its income.

The EAC opined that impairment requirement of Ind AS 109 is mandatory. No 
exemption is available from the requirement to recognise provision for ECL under 
Ind AS, where amounts are due from government or public sector undertakings.

Facts and query: Facts and query:

Opinion:

Opinion:
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The Ind AS Implementation Committee of the ICAI constituted the ITFG to 
address issues faced by preparers, users and other stakeholders on applicability 
and implementation of Ind AS. ITFG issues clarifications in the form of 
periodic bulletins. 

The ITFG, in its recent bulletin 16, clarified the following:

1. When a subsidiary provides a financial guarantee to a bank in respect of a 
loan availed by its parent without charging any guarantee fee or commission, 
the economic substance of the arrangement is that the subsidiary has 
effectively made a distribution to parent. In separate financial statements, the 
subsidiary should initially recognise the financial guarantee obligation at fair 
value with a corresponding debit to equity. The financial guarantee should be 
subsequently measured at the higher of the expected credit loss determined 
in accordance with Ind AS 109, Financial Instruments and the amount 
initially recognised (i.e., fair value) less any cumulative amount of income 
recognised in accordance with Ind AS 18, Revenue or Ind AS 115, Revenue 
from Contracts with Customers. The parent will, in its separate financial 
statements, credit the fair value of the guarantee to profit or loss (unless the 
distribution clearly represents a recovery of part of the cost of the investment 
measured at fair value through other comprehensive income) with a 
corresponding debit to the carrying amount of the loan. Such adjustment to 
the loan would have the effect of the fair value of guarantee being included in 
determination of effective interest rate on the loan.

2. Where a parent has provided a financial guarantee to a bank in respect 
of a loan availed by its subsidiary without charging any guarantee fee 
or commission and the subsidiary repays the loan before its tenure, the 
unamortised guarantee obligation outstanding in the books of the parent 
should be recognised in profit or loss.

Recent technical 
updates

As per the Ministry of Corporate Affairs notification no. G.S.R. 307(E) and 
G.S.R. 308(E) dated 30 March 2017, companies were required to disclose 
transactions in the SBN during a period from 8 November 2016 to 30 December 
2016, in their annual financial statements. Furthermore, according to the 
Companies (Audit and Auditors) Amendment Rules, 2017, auditors are required 
to give a suitable note on the same in their audit report. In both the notifications, 
it was not specifically mentioned that these requirements are applicable only for 
financial year 2016-17. This has necessitated a clarification on the matter.

The Corporate Laws & Corporate Governance Committee of the ICAI has 
decided that since this disclosure requirement was event specific, and relevant 
only for financial year 2016-17, the required disclosure is applicable only for 
period falling under that financial year. In notes to account as well as auditors’ 
report, the disclosure requirement relating to SBNs are not applicable for the 
financial year 2017-18 and subsequent years. 

Clarification regarding the ongoing disclosure of specified banking 
notes (SBN) in the financial statements

Ind AS Transition Facilitation Group (ITFG) Bulletin 16
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3. Interest and penalty payable under Section 234A/B/C of the Income-tax 
Act, 1961 is not based on the taxable profit of an entity (but are based on the 
current tax liability of an entity). Accordingly, these payments are not in the 
nature of income taxes within the meaning of IAS 12, Income Taxes or Ind AS 
12, Income Taxes and should not be clubbed with current tax for presentation 
purposes. Other interest and penalties under the Income-tax Act, 1961 are 
also generally not expected to qualify as income taxes. According to the 
Guidance Note on Division II- Ind AS Schedule III to the Companies Act, 
2013 (the ‘Guidance Note’) issued by ICAI, interest and penalties, which are 
compensatory in nature should be presented as ‘interest expense’ and other 
penalties as ‘other expenses’.

4. Where there is an assignment of a loan from bank to asset reconstruction 
company (ARC), the borrower should assess whether there is a legal release 
of its primary liability to the bank. If it is so concluded, then the existing loan 
is extinguished. In such case, the original loan from bank is derecognised and 
a new loan from ARC is recognised at fair value. The difference between the 
fair value of the new loan recognised and the carrying amount of original 
loan derecognised is recognised in profit or loss. If the change in lender 
does not result in legal release of the borrower from its primary liability 
to the bank, the borrower needs to consider whether there is substantial 
modification of the terms of the original liability. A substantial modification 
of the terms is accounted for as an extinguishment of the financial liability. 
The terms are considered to be substantially different if the present value 
of cash flows under the new terms discounted using the original effective 
interest rate is different from the carrying amount of the original liability 
by 10% or more. Where the difference is below the threshold of 10%, a 
qualitative test may be required to be carried out to determine whether 
modifications of the terms that are not captured by the quantitative analysis 
are substantial.

5. Investment made by an entity in units of money-market mutual funds 
(MMFs) would generally not meet the definition of ‘cash equivalent’ as per 
Ind AS 7, Statement of Cash Flows since value of MMFs keeps changing due 
to changes in interest rates. Accordingly, the amount of cash that will be 
received from redemption or sale of units may not be known at the time of the 
initial investment and the value of such units may be subject to a more than 
insignificant risk of change during the investment period.

6. Demerger of business from parent to its subsidiary after the transition date to 
Ind AS should be accounted by the subsidiary (acquirer) as common control 
business combination according to Appendix C of Ind AS 103, Business 
Combinations i.e., as per pooling of interest method. Where the accounting 
treatment of demerger is approved by the court or tribunal in the scheme 
of demerger, the accounting approved by the court or tribunal needs to be 
followed. If the accounting treatment approved by the court or NCLT is not 
in accordance with Ind AS, the financial statements of acquirer (i.e., the 
subsidiary in this case) should include appropriate disclosures with respect to 
such deviation. 

7. Classification of lease of land as finance or operating lease depends on the 
indicators for classification of lease provided in Ind AS 17, Leases. Where a 
lessee pays a nominal amount for lease of land and a large lump sum amount 
for use of common infrastructure facilities of a textile park, the lump sum 
amount paid includes an element towards lease of land. An entity (lessee) 
needs to assess whether the common infrastructure facilities are essential 
to utilise the right in relation to lease of land such as access roads. If it is 
concluded in the affirmative, then the right to use both land and common 
infrastructure facilities is accounted for as a single set of right, unless the 
terms of the agreement such as tenure, renewal option in respect of land and 
common infrastructure facilities are different. Furthermore, if it is concluded 
that textile park is providing services in the form of common infrastructure 
facilities, the upfront payment needs to be split between the minimum lease 
payments (MLPs) towards lease of land and prepayment for future services. 
The amount allocated to MLPs towards lease of land has to be considered for 
the purpose of determining the classification of lease of land as operating or 
finance lease according to Ind AS 17.

Recent technical 
updates



PwC ReportingPerspectives

Ind AS 115 – practical 
application issues

Report on audit quality 
review (2017-2018)

Accounting for debt 
modification under Ind AS 109

Recent technical 
updates

Previous 
publications 

Our offices

35 PwC

Recent technical 
updates

Implementation guide w.r.t. notification no. 33/2018 dated 20 July 2018 
effective from 20 August 2018

Implementation guide on Standard on Auditing (SA) 610 (Revised) – 
Using the Work of Internal Auditors

The Central Board of Direct Taxes (CBDT) vide notification no. 33/2018 dated 
20 July 2018 has made various revisions to Form No. 3CD (Statement of 
particulars required to be furnished under Section 44AB of the Income-tax Act, 
1961). These revisions have increased the scope of tax audit significantly and 
require various additional procedures to be performed with due diligence before 
reporting on these additional requirements. The Direct Taxes Committee of the 
ICAI has issued the implementation guide with respect to the notification dated 
20 July 2018. This Implementation Guide deals with only the amendments  
made by the notification no. 33/2018 dated 20 July 2018, which are effective 
from 20 August 2018.

The Auditing and Assurance Standard Board of ICAI has issued implementation 
guide on SA 610 (Revised) – Using the Work of Internal Auditors. The purpose 
of this guide is to provide practical guidance on implementation of the 
principles laid down in SA 610 (Revised). The Standard is effective for audits of 
financial statements for period beginning on or after 1 April 2016. It replaces 
SA 610, ‘Using the Work of Internal Auditors’ issued by ICAI in 2009. The most 
significant change made by the Standard is that it specifically deals with aspects 
regarding external auditors using internal auditors to provide them direct 
assistance in carrying out audit procedures. The Standard provides several 
conditions and safeguards for the external auditor in this regard. SA 610, issued 
in 2009, specifically provided that it does not deal with the instances where 
individual internal auditors provide direct assistance to the external auditor in 
carrying out audit procedures.
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Recent technical 
updates

Educational material on Ind AS 27, Separate Financial Statements and 
Ind AS 28, Investments in Associates and Joint Ventures

ICAI press release: Implementation of Ind AS 115 – Real estate entities

The Ind AS Implementation Group of the ICAI, has issued educational material 
on Ind AS 27 and Ind AS 28. The Educational material provides guidance to 
stakeholders on how an entity accounts for investments in its subsidiaries, 
associates and joint ventures.

Ind AS 27 prescribes the accounting and disclosure requirements for investments 
in subsidiaries, joint ventures and associates when an entity prepares separate 
financial statements and Ind AS 28 defines significant influence and prescribes 
the application of equity method accounting in consolidated financial statements 
for investment in joint ventures and associates. This educational material contains 
summary of Ind AS 27 and Ind AS 28 discussing key requirements of standards 
and the frequently asked questions (FAQs) covering those issues, which are 
expected to be encountered frequently while implementing these Standards.

It has come to ICAI’s attention that there have been misleading and confusing 
media reports that Ind AS 115 permits only completed contract method of 
accounting for real estate companies. 

In view of the above, the ICAI clarified, in its press release, that Ind AS 115 
does allow recognition of revenue using percentage of completion method 
(POCM) and has explicit and specific requirements to recognise revenue, where 
performance obligation is satisfied over a period of time. It may be noted that 
paragraphs 35-37 of Ind AS 115 explicitly permit recognition of revenue using 
POCM, where the performance obligation is satisfied over time. Paragraph 35 
Ind AS 115 provides as follows: 

“Performance obligations satisfied over time 

An entity transfers control of a good or service over time and, therefore, satisfies 
a performance obligation and recognises revenue over time, if one of the 
following criteria is met:

a. The customer simultaneously receives and consumes benefits provided by the 
entity’s performance as the entity performs (see paragraphs B3–B4);

b. The entity’s performance creates or enhances an asset (for example, work in 
progress) that the customer controls as the asset is created or enhanced (see 
paragraph B5); or

c. The entity’s performance does not create an asset with an alternative use 
to the entity (see paragraph 36) and the entity has an enforceable right to 
payment for performance completed to date (see paragraph 37).” 

It may be noted that Paragraph 35 (b) & (c) of Ind AS 115 are intended to 
address situations of real estate sector. In view of the above, recognition of 
revenue as the construction progresses is possible considering the prevalent long 
established legal system/jurisprudence in India, and facts and circumstances of 
individual case/contract.
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Educational material on Ind AS 115 

Report on Audit Quality Review (2017-18) of the Quality Review Board

The Ind AS Implementation Group of ICAI issued educational material on Ind AS 
115. This educational material contains a summary of Ind AS 115 and Frequently 
Asked Questions covering the issues that are expected to be encountered 
frequently while implementing Ind AS 115. Among other matters, the FAQs 
include issues related to application of Ind AS 115 to real estate contracts.

The Quality Review Board (QRB) established by the Government of India under 
the Chartered Accountants Act, 1949 has been constantly striving to improve 
audit quality of audit firms by focusing upon its reviews. The current report 
highlights the key findings observed in the audit quality reviews conducted 
during the financial year 2017-18. The report can be accessed at http://www.
qrbca.in/wp-content/uploads/2018/07/qrb40447.pdf.
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Ministry of Corporate Affairs (MCA)

Recent technical 
updates

Amendment to Schedule III to Companies Act, 2013

Companies (Indian Accounting Standards) Second 
Amendment Rules, 2018 (the ‘Rules’)

Amendment to provisions of Companies Act, 2013, Schedule 
V of Companies Act, 2013 and Companies (Appointment and 
Remuneration of Managerial Personnel) Amendment Rules, 2018

The MCA vide its notification dated 11 October 2018 amended Schedule III of 
Companies Act, 2013 by introducing Division III, which provides guidelines 
for preparation of financial statements of a Non-Banking Financial Company 
(NBFC) that is required to comply with Ind AS.

In addition to above, the Division II of Schedule III (applicable to non-NBFC 
corporates required to comply with Ind AS) has also been amended to include 
new presentation and disclosure requirements in respect of trade payables (e.g., 
micro, small and medium enterprises), trade receivables and loans receivable. 

Additionally, the MCA has also amended the existing Division I (Indian GAAP).

The Ministry of Corporate Affairs (MCA) notified the Companies (Indian 
Accounting Standards) Second Amendment Rules, 2018 (the ‘Rules’) on 20 
September 2018. The Rules amend Ind AS 20 Accounting for Government 
Grants and Disclosure of Government Assistance to allow entities the option 
of recording non-monetary government grants at a nominal amount and 
presenting government grants related to assets by deducting the grant from 
the carrying amount of the asset. An entity should apply these amendments 
for annual periods beginning on or after 1 April 2018. The Rules also include 
consequential amendments to other Ind AS.

The MCA has empowered the shareholders of a company for deciding the 
managerial remuneration beyond the laid down individual limits. The Central 
Government’s approval will not be required for payment of managerial 
remuneration in excess of 11% of the net profit of a company. The approval by 
shareholders through a special resolution would be sufficient for payment of 
managerial remuneration.

For this purpose, the MCA has notified the commencement of important 
amendments to the Companies Act, 2013, along with the rules. However, the 
MCA has stipulated that where a company has defaulted in payment of dues 
to any bank or financial institution or non-convertible debenture holder or any 
other secured creditor, their prior approval would be required before placing the 
matter for consideration and approval in the general meeting of shareholders.

Furthermore, relevant changes have been made to Schedule V of the Companies 
Act, 2013 whereby, in case of loss or inadequacy of profits, remuneration can be 
paid only in accordance with the provisions of Schedule V and approval of the 
Central Government will not be required.
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Recent technical 
updates

Companies (Prospectus and Allotment of Securities) Third 
Amendment Rules, 2018

Companies (Prospectus and Allotment of 
Securities) Second Amendment Rules, 2018

Companies (Accounts) Amendment Rules, 2018

The MCA has notified the Companies (Prospectus and Allotment of Securities) 
Third Amendment Rules, 2018. These amendment rules insert a new rule, 9A, 
which deals with issue of securities in dematerialised form by unlisted public 
companies. Among other matters, the new rule 9A states that:

• Every unlisted public company should - (a) issue securities only in 
dematerialised form; and (b) facilitate dematerialisation of all its existing 
securities in accordance with provisions of the Depositories Act, 1996 and 
regulations made there under.

• Every unlisted public company making any offer for issue of any securities 
or buyback of securities or issue of bonus shares or rights offer shall ensure 
that before making such offer, entire holding of securities of its promoters, 
directors, and key managerial personnel has been dematerialised in 
accordance with provisions of the Depositories Act 1996 and regulations 
made there under.

• The audit report provided under regulation 55A of the SEBI (Depositories 
and participants) Regulations, 1996 should be submitted by the unlisted 
public company on a half-yearly basis to the Registrar under whose 
jurisdiction the registered office of the company is situated.

• The grievances, if any, of security holders of unlisted public companies 
under this rule should be filed before the Investor Education and protection 
Fund Authority.

The amendment rules will come into force from 2 October 2018.

The MCA, vide its notification dated 7 August 2018, has notified Companies 
(Prospectus and Allotment of Securities) Second Amendment Rules, 2018. These 
rules substitute the existing Rule 14 on private placement. Among other matters, 
amendment rules state that an issuer is not permitted to utilise any monies 
raised through private placement till the allotment is completed and the return 
of allotment is filed with ROC, remove the requirement of minimum allotment 
size and provide for additional disclosures in the offer letter and explanatory 
statement to the notice for shareholder’s resolution.

The MCA, vide its notification dated 31 July 2018, has notified the Companies 
(Accounts) Amendment Rules, 2018 to amend Companies (Accounts) Rules, 
2014. The amendment lists down the following items as matters to be included 
in Board’s report;

• Where cost records are required to be maintained by the company, whether 
such accounts and records are made and maintained.

• Compliance with Sexual Harassment of Women at Workplace (Prevention, 
Prohibition and Redressal) Act, 2013.

The amendment also specifies matters to be included in board’s report for one-
person company and small company.
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SEBI (Issue of Capital and Disclosure Requirements) 
Regulations, 2018

The SEBI has issued the SEBI (Issue of Capital and Disclosure Requirements) 
Regulations, 2018 on 11 September 2018. The regulations will come 
into force on the 60th day from the date of its publication in the official 
gazette. The regulations incorporate the amendments approved by the SEBI 
Board in its meeting on 21 June 2018. Refer our previous edition of PwC 
ReportingPerspectives for the summary of the amendments. https://www.pwc.
in/assets/pdfs/publications/2018/pwc-reportingperspectives-july-2018.pdf

Enforcement action framework in respect of statutory auditors 
for the lapses in the statutory audit of commercial banks

In the interest of improving audit quality and with a view to institute a 
transparent mechanism to examine accountability of statutory auditor’s in a 
consistent manner, the RBI has decided to put in place a graded enforcement 
action framework to enable appropriate action in respect of statutory auditors 
for any lapses observed in conducting a bank’s statutory audit. The framework 
will cover, inter alia, instances of divergence identified in asset classification and 
provisioning during the RBI inspection vis-à-vis the audited financial statements 
of banks above the threshold specified, etc.

Securities and Exchange Board of India (SEBI)

Reserve Bank of India (RBI)
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Report of the Committee to review offences under the 
Companies Act, 2013
The MCA has issued the report of the committee formed to review offences 
under the Companies Act, 2013. This report attempts to make an objective 
assessment of the existing regulatory framework under the Companies Act, 2013 
and make recommendations to achieve a marked improvement in corporate 
compliance. The report can be assessed at http://www.mca.gov.in/Ministry/
pdf/ReportCommittee_28082018.pdf.
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Discussion paper financial instruments with 
characteristics of equity

The IASB published the discussion paper financial instruments with 
characteristics of equity in June 2018. The discussion paper sets out the 
IASB’s preferred approach to classification of a financial instrument, from the 
perspective of the issuer, as a financial liability or an equity instrument.

The discussion paper also explores enhanced presentation and disclosure 
requirements that will provide further information about the effects that financial 
instruments have on the issuer’s financial position and financial performance.

The discussion paper is open for comment until 7 January 2019.

IFRS 17 pocket guide on reinsurance contracts held

The IFRS foundation issued a pocket guide on reinsurance contracts held. IFRS 
17, Insurance Contracts sets out the accounting requirements for insurance 
contracts, including reinsurance contracts held. Under IFRS 17, a reinsurance 
contract held is accounted for as a standalone contract, independent of the 
accounting for underlying insurance contracts. This pocket guide is a helpful 
reference tool on how IFRS 17 applies to reinsurance contracts held and includes 
useful insights on implementing IFRS 17 from the discussions of the Transition 
Resource Group for IFRS 17 (TRG).

IASB: IFRS
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Amendment to tax audit report (Form 3 CD)

The CBDT issued a notification amending Form 3CD with effect from 20 August 
2018. The amended Form 3CD inter alia includes disclosures on secondary 
adjustments, interest deduction limitation, general anti-tax avoidance rules 
(GAAR), specified financial transactions (SFT), country-by-country reporting 
(CbCR), expense break-up related to entities registered or not registered under 
the Goods and Service tax (GST), etc. Certain additional disclosures related 
to forfeiture of advance money for transfer of capital assets, income liable to 
tax under the head income from other sources, amount claimed as investment 
allowance, amount received as deemed dividend, dividend, cash payments 
or receipts of 0.2 million INR or more, etc., have also been introduced in the 
modified Form 3CD.

CBDT circular – amendments to tax audit report pertaining 
to GAAR and GST kept in abeyance

The CBDT vide notification dated 20 August 2018, amended the tax audit 
report. Among other matters, the amended tax audit report requires additional 
disclosures relating to GAAR (clause 30C of amended Form 3 CD) and GST 
(clause 44 of amended Form 3 CD). Representation has been received by the 
CBDT requesting the implementation of reporting requirements under the 
proposed clause 30C and under the proposed clause 44 of the tax audit report 
may be deferred. After examination of matter, the CBDT has decided that 
reporting under the proposed clause 30C and proposed clause 44 of the tax 
audit report will be kept in abeyance till 31 March 2019. Accordingly, for tax 
audit reports to be furnished on or after 20 August 2018 but before 1 April 2019, 
the tax auditors will not be required to furnish details called for under these 
clauses of the tax audit report.

Central Board of Direct Taxes (CBDT)
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Accounting Standards Update (ASU) 2018-15, intangibles—
goodwill and other—internal-use software (Subtopic 350-40): 
customer’s accounting for implementation costs incurred in 
a cloud computing arrangement that is a service contract

On 29 August 2018, the FASB issued new guidance on a customer’s 
accounting for implementation, set-up, and other upfront costs incurred in 
a cloud computing arrangement that is hosted by the vendor, i.e., a service 
contract. Under the new guidance, customers will apply the same criteria to 
capitalise implementation costs as they would for an arrangement that has a 
software license.

The new guidance also prescribes the balance sheet, income statement, and cash 
flow classification of the capitalised implementation costs and related amortisation 
expense, and requires additional quantitative and qualitative disclosures.

Financial Accounting Standards Board (FASB): 
US GAAP

ASU 2018-11, Leases (Topic 842): Targeted Improvements

The FASB has issued new guidance that will make the adoption of new leases 
standard, ASC 842, Leases, easier.

Additional transition method

Under the new transition method, comparative periods presented in financial 
statements in the period of adoption will not need to be restated. Instead, a 
reporting entity would:

• Initially apply new lease requirements at the effective date (e.g., 1 January 
2019 for a calendar year-end public company), and recognise a cumulative-
effect adjustment to the opening balance of retained earnings in the period 
of adoption

• Continue to report comparative periods presented in the financial statements 
in the period of adoption under current GAAP (i.e., ASC 840, Leases)

• Provide the required disclosures under ASC 840 for all periods presented 
under ASC 840

The new transition method does not impact the manner of adoption. An entity 
will still need to apply the modified transition approach when implementing the 
new guidance.

Recent technical 
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New lessor practical expedient for components

The FASB also issued a new practical expedient that allows lessors to avoid 
separating lease and associated non-lease components within a contract if certain 
criteria are met. If elected, lessors will be able to aggregate non-lease components 
that otherwise will be accounted for under the new revenue standard with the 
associated lease component, if the following conditions are met:

• The timing and pattern of transfer for the non-lease component and the 
associated lease component are the same.

• The stand-alone lease component will be classified as an operating lease if 
accounted for separately.

For example, if these criteria are met, lessors with eligible operating real estate 
leases that also provide maintenance services can elect to not separate the real estate 
lease component and the non-lease maintenance services component, which would 
otherwise need to be separated based on their standalone selling prices.

If lease and non-lease components are aggregated under this practical 
expedient, a lessor would account for the combined component as follows:

• If the non-lease components are the predominant characteristic, account 
for the combined component under the new revenue standard. In doing so, 
the lessor would (a) recognise revenue consistent with the method assessed 
when applying the ‘timing and pattern of transfer’ criterion to use the 
expedient; and (b) account for all variable payments, including those related 
to the lease, under the revenue guidance.

• If the non-lease components are not the predominant characteristic, account for 
the combined component as an operating lease under the new leases standard.

Recent technical 
updates

All variable payments, including those related to any good or service, would be 
accounted for as variable lease payments.

Lessors will need to apply judgment to determine the predominant characteristic 
of the combined component.

If elected, the practical expedient will need to be applied consistently as an 
accounting policy by class of underlying asset. Additional disclosures are 
also required. 
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